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Foreword and Introduction

one evening in June 2008 served as the pivotal backdrop for a critical meeting between
this work’s authors, Jean-Pascal Tranié and Jean-Francois Serval. Wrapped in thought,
and sitting in the kitchen of Jean-Pascal’s Bourville-Normandie country manor, the authors
pondered an uncertain economic future — one that could profoundly impact their lives and the
financial future of their respective families. At the centre of their dilemma was the question
of how to balance actions based on short-term decision horizons against the uncertainty of
impending long-term change in the economic environment. Clearly, this was a central theme
in deciding how the head of a family should plan, work out his strategic position and then act
to preserve his family’s best financial interests. The same might be expected of a corporate
CFO/CEQO, financial industry professional, government treasury or central banking official,
or any other leader engaged in an analytical, strategic planning, risk mitigation or fiscal de-
cision-making position.

In the course of their discussion, Jean-Francois and Jean-Pascal concluded that the pre-
vailing make-up of the existing financial world would likely undergo an enduring multi-stage
transformation in the months and years to come. Accordingly, the authors felt that it was
essential for them to understand and characterize the key distinguishing factors which would
help shape a future global financial environment. The authors also recognized the collective
value of their shared, as well as divergent, personal and professional lives. Linked by a com-
mon financial industry pedigree, Jean-Pascal Trani¢ and Jean-Francois Serval were financial
professionals endowed with a western perspective — nevertheless, both authors keenly appre-
ciated that a newly emerging financial world would look very different from the traditional
environment that they had become accustomed to. Jean-Pascal’s long experience in Asia,
coupled with the value of his partner’s broad North American background, would be decisive
in helping them circumnavigate beyond a strictly European view of the questions at hand, and
in considering both the Asian and emergent economic points of view.

Simply due to the scope of the proposed project, it was concluded that the best approach
would be to write a book on the subject. This undertaking would require them to under-
stand intimately how the world’s financial system had arrived at its current fragile impasse —
and how adjustments to future trends within a transforming economic environment might
be anticipated, for instance based on a comprehensive and cogent forward-looking analysis.
Moreover, since Jean-Pascal (a former civil servant and now private equity investor) and Jean-
Francois (an expert in public accounting) both valued the importance of serving the public
interest, the publication of a book was equally well suited in this regard. The authors agreed
that such a work needed to address a number of major questions: what logical underpinning
of democratic society had facilitated a transition to the economic realities of June 2008, what
were the major drivers that characterized the current economic impasse and how could one

Xvil



Xviii FOREWORD AND INTRODUCTION

forecast future trends? Moreover, given a sense of the potential directions in which the global
economic society was headed for, what could be done to “fix” the present economic system?

The seminal idea for pursuing this set of questions originated in the authors’ previous
book, entitled The Virtual Money We Live With. The conclusion originally reached by the
authors was that the monetary system created at Bretton Woods in July 1944 had become
obsolete, and needed to be revisited and broadly reformed. A central impetus for global mon-
etary and fiscal structural reform was the fact that the level of worldwide private and sovereign
debt had reached a staggering level. In the authors’ opinion, this in turn necessitated a radical
restructuring of endpoint monetary exchange, at the outset centring on the recognition that
creditors would ultimately not be repaid. A defining prerequisite for hitting a global “econ-
omic reset button” was to organize the best approach for exiting from this historic monetary
failure in an orderly manner — a process that needed to be sufficiently equitable so as to prove
sustainable, without triggering social revolution on a global scale.

To arrive at a single-step, precedent-setting conclusion seemed too simplified, particu-
larly in the context of the authors’ committed belief in democracy, rooted in the heritage and
proud traditions of the French Revolution and rule of law in the modern French State — where
liberty begins at the point where restrictions on others’ liberty ends.

Arising from their respect for the legal framework governing the financial systems of
modern nation-states, and sharing similar concepts to those espoused by great economic
minds of the US and Austrian schools of economics, the authors recognized that they needed
to understand not only the causes of the current crisis but also the millennial evolution of
monetary systems from pre-antiquity to the 1944 Bretton Woods Treaty — a foundation on
which a post-war monetary and financial order would enjoy a lifetime of many decades. The
authors were also interested in the events that led to the financial and monetary collapse of
Germany from 1919 to 1925, subsequently hurling Central Europe into the crisis of 1929
and the Second World War. These events profoundly shaped the philosophy and economic
thinking of leaders born in the late 19th and early 20th century, individuals of historical
standing who would later organize and implement the post-1944 Bretton Woods monetary
regime.

As a follow-up from their previous published work, the authors additionally realized that
they needed to consider a worldwide global market structure, which more recently began to
replace the strict confines of the original Bretton Woods system. Globalization is a key dif-
ferentiating factor that sets our world apart from that of the early and mid-20th century and
in recognition of this fact, the authors specifically adapted their analysis, conclusions and
projected models for reforming the monetary system.

If — with a dose of vanity — the authors could affirm a personal belief in their conclusions,
then it also follows that despite their extensive best efforts to achieve clarity and broad under-
standing among all readers, the previous work on “virtual money” could not be mastered
fully by a lay reader. Admittedly, to do so would demand all readers to draw on a similar
background rooted in the operational aspects of a specialized economic and financial culture,
not to mention personal or professional exposure to the dynamics of financial and monetary
markets. As such, this precedent work may have missed its mark in galvanizing grass-roots
support for the acceptance of broadly based reforms designed for the western financial world,
as well as for Asia — where financial markets emulate and accept the validity of western finan-
cial systems, without fully merging into them.

As aresult, the authors decided that a different and more comprehensive approach to what
money was and how it operates nowadays should now be accessible to a broad cross-section
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of society, and not only to members of the financial industry, leading economists and politi-
cal leaders. In preparing such new work in the form of this book, the authors have attempted
to eliminate any focus on technical regulation and abstract concepts, and in their place
adopt methods for a transparent explanation of existing concepts of financial organization —
particularly in a manner that would be easy to understand for a large public constituency
impacted by changes in the world economic system, and eventually by the consequences of
its wide-ranging reform.

In addition, the authors felt that the objectives underlying a new book reflected not only
a duty to the democratic tradition, but also an integral prerequisite for winning and maintain-
ing the vital public support required to implement economic reforms — the impact of which
would be felt most by our children’s generation, who are intended as the beneficiaries of
reform. Ideally, effective reforms would result in a world endowed with durable economic
improvement and transnational political stability. In the authors’ view, a globally reformed
environment would reflect a fiscally improved world with reduced aggravation, rather than a
continuing state of crisis and collective social pain likely to ensure a lack of hope, alongside
certain political risk.

In essence, we had to discover what money really was, and then form a supportable basis
for defining today’s monetary system and its flows, in order to have it understood from all
points of view. In doing so, we need to understand and communicate how money is used and
what it means collectively for society, as well as for individual citizens who generally embrace
an ancient social contract that accepts money as a method for fulfilling price obligations. Such
a definition would need to be intellectually accessible to the public and lay the groundwork for
an essential conceptual breakthrough required to generate the acceptance of impending econ-
omic reform which, regardless, will ultimately emerge as compulsory. In considering the exor-
bitant privilege that governments exercise to issue the form of wealth we know as money, and
how income and wealth are appraised or coveted through its use, the authors review a range of
concepts and definitions in their ultimate quest to find a common basis for best describing the
role of money in our troubled economic system.

As much as all concerned may dream of a perfect world lacking misery (where the impact
of money would be solely to generate prosperity rather than provide a cause for disorder and
inequity), money remains a quantitative instrument. As such, an enduring and stable monetary
system must inspire the trust of rank-and-file citizens, including a broadly accepted system
for associated metrics and regulations governing the use of money and the preservation of
the social contract that legitimizes money as tender. To be effective and to form the basis for
an ongoing fiscal consensus between the citizenry, regulatory agencies and banks, as well as
governments worldwide (who are tasked with ensuring that a global monetary system func-
tions and provides long-term stability), money must meet the highest standards as the ultimate
social contract of our time. Let’s start with how our discoveries have been organized to build
up the basis of this book.

In Chapters 1 and 2 we cover the history of money from antiquity to modern times, and
why it is necessary to have it available. We also try to show the link between the expansion of
money’s qualities and the scope of its use, which has come with huge progress in exchanges
and general prosperity. However, in doing so we discover the accompanying change in nature
of what money is and what are still its key attributes, comparable through the support of uni-
versal measurement sampling means with, in later times, a nominal value on the support. We
explain the link between the rise and fall of civilizations and money: a reserve allowing the
financing of education, philosophers and statesmen.
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In Chapter 3 we look at the reasons why precious metals became the staple for money —
due to their universal acceptance as a means of payment, because of their unique stable chemi-
cal formulae which allow a sampling capacity when associated with a specific weight and
therefore a guarantee of acceptance by a wide number of participants in the exchanges. We
find out why sampling and acceptability, combined with stability, are conditions for the defi-
nition of money and for economic growth as a result of specialization in production and scale
economies. This specialization, based on the comparative advantages and scale economies
that economists and policy makers have discovered and favoured, is the cause of this extra-
ordinary growth that humanity has achieved. Like many other authors, we lead the reader to
rediscover that the “Pax Romana” — the first example of economic integration and prosperity
over not a continent but, at that time, the known world; the Mediterranean — was accompanied
by monetary unification as a parallel development. We also explain why precious metals are
still in existence as reserves but no longer fit the needs of a modern economy. The short-
age explains the emergence of script money, with the need to fill the timing gaps of wider
geographic exchanges from antiquity to modern times. Transportation of goods over long
distances required time and pre-financing. Chapter 3 also describes what needs money has
fulfilled — such as payment, measurement and reserve — and how it has expanded into new ter-
ritories, with new monetary instruments complying with the definition of being accepted by a
sufficient number of participants in the exchanges to satisfy a payment. This is how the reader
is led to a definition of money that includes, potentially, any receivable that can be exchanged
— new aggregates covering every receivable or debt showing on a balance sheet “M5” and for
the total of the balance sheets “M6”. To operate these exchanges, and to replace gold’s virtue
of being a fixed sampling instrument with fixed chemical formula associated with weight to a
physical reality as a unification factor — but no longer practical, and limited in its flexibility —
our central thesis is that a new universal language (accounting) for participants to agree upon
when exchanging is now the mechanism. The monetary units and numbers to be used for a
contract are linked. By human construction they are universal, but the numbers used to operate
accounting are transcendental, out of reach for humans in the same way that gold’s chemical
formula is independent of human beings. This is their second key discovery. However, users
of exchanges, ordinary people as well as finance professionals, are becoming confused about
what is conventional, what is value and what are numbers.

Von Mises, the great Austrian economist of the early 20th century, had already told us
that a repeated statement irrelevant of its original veracity may become an everlasting truth as
it is no more than a statement and obsolete. Chapter 4, on accounting language and its main
general principles, is necessary for us to ground this discovery about the use of numbers as
a replacement for precious metals, and to show the various errors of the type that Von Mises
talked about. Financials are taken as realities; they are not. Aggregates are held as realities;
they are not. The numbers used are like a precious metal chemical formula. Only transactions
with a number attached to them, and taken one by one, are realities. The link between numbers
and other non-universal realities like time and values creates uncertainties for market partici-
pants, as well as nominal values on bills and coinage and any other monetary instrument.
Being linguistic by essence, accounting is of limited nature. The question that has to be asked
when using numbers as an operational tool and applying them to formulae to deliver an image
of financial operations and situations is: how do we analyse the reality underlying the image
separately from the latter? At the same time, this chapter — with a reminder of the double-
entry system of posting — will explain the reasons for contagion when a party to a transaction
fails, and again show that images can become realities, especially on a legal grounding of
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insolvency. It will remind the reader that to any debt corresponds a receivable, and that the
language to record the transactions on the balances has not only been unified to enable govern-
ments to collect taxes and survey them, for individual profits and enterprises, but also made
compulsory with the aim that markets (owing to such unification) are more efficient and bring
better competition. In summary, we have established that in a matter of decades since World
War 11, coinage has been replaced by financial instruments that are contracts and coins struck
by accounting standards.

Helped by the digital revolution, accounting standards have merged with money both
as an accepted measurement language, like gold was, and also as a language describing the
transmission and availability of money. It changes the world when economic agents have to
communicate to exchange, and to define the way they meet or receive what they expect from
a transaction. Therefore, with a unified monetary language, productivity is enhanced by wider
competition. If anyone sees the same image of a product and service and the corresponding
prices, as well as the financial situation of a company or government, efficiency is improved.
We are reminded of the concepts, rules and problems, as well as the fact that this immense
breakthrough of financial information is also the root of contagion. Contagion goes through
this direct interconnection, but also through price variations that will trigger imbalances in
balance sheets’ equity. The firewall' of ignorance about corporations’ financial situations has
disappeared. Rules have to be sensible for spectators and users, otherwise they don’t fulfil
their information objective and precious metal, which is no longer usable, has to be replaced
by other bases and mechanisms to operate as switches. The amounts of debt and assets have
to be related to the revenues and profits shown in financial statements.

This quick reminder moves us on to Chapter 5, which is aimed at explaining how the need
for monetary regulation to satisfy the request for stability and coherent monetary zones was
brought into the current monetary organization — which was drawn up after the war but is no
longer appropriate — with aggregates based on banking credit distribution and its classical multi-
plier to cope with the new challenge. Even with the current reforms, the surveillance system is
still based on outdated aggregates which themselves started from attempts to keep the banking
sector a monopoly, to distribute loans and see society trying to define a regulatory scope. This
approach does not correspond to the modern world of exchanges and disintermediation that we
wanted to free the barriers to exchanges. The system is not only leaking due to the refinancing
being operated through banks by non-bank financial entities outside the scope of surveillance,
but also companies can now operate directly between themselves as well as individuals can.
The revolution in payments, electronic devices and telecommunication hubs will accelerate the
phenomenon. We explain shadow banking, and why the notion itself is insufficient.

Chapter 6 details how, in the new environment, new aggregates would better follow on
exchange and money velocity, and what new definitions will bring in terms of containing
risks, improving security and, as a result, improving the economy. By providing the econ-
omy with good money, governments are letting producers enlarge their territories and take
more development risks. Our thesis, as already developed in our previous book, is that in
the deregulated context of modern economies with their financing mostly made on debt and
equity financial markets, the old aggregates will no longer be able to give proper warnings to
governments to act in due time. Lobbies do what they are designed for and act separately to
promote their members’ business, irrelevant of monetary interconnections. We explain that

!'See Glossary for definition.
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any receivable which is now convertible or exchangeable is potentially a monetary instrument
if accepted by a sufficient number of actors. We consequently explain how we see today’s
money — the new aggregate M5 resulting not only from central banks’ and regulated finan-
cial institutions’ balance sheets, but from any balance sheet. It covers not only potentially
all instruments, meaning any receivable, but also any actor of a balance sheet as counterpart.
The money concept of M5 is being extended to allow a follow-up of transformation (between
instruments) and velocity of flows which will determine the volume of money needed for
exchanges. It is distinguished from shadow banking in the sense that shadow banking sur-
veillance is an attempt to apprehend what has flown away from the banks and is now with
the retirements systems, hedge funds and money market funds, while all the data exists to
get a global picture. The world has changed, with no territorial or jurisdictional borders that
governments have agreed to suppress over the years (they fight against trade barriers and cur-
rency exchange freedom with no intervention from monetary authorities) to achieve a wider
world competitive marketplace. Monetary surveillance can only be renovated to encompass
the entire space of monetary exchanges and all operating actors. We do not divide the monet-
ary space between banks and other registered financial institutions, but between all financial
entities combined with other non-specifically financial entities issuing financial statements
and the public (households). In doing so, we resolve the issue of the scope of regulation
and surveillance that encompasses all the first categories. Of course, especially due to major
changes in economic equilibrium between nations since the war, and to the economic and
demographic growth in general, the Bretton Woods monetary system has been dismantled.
The 2007-2008 financial crisis, which needed government intervention to avoid collapse, has
trigged new international forums such as the G20 and new laws which create new patterns of
regulation and international cooperation.

In Chapter 7 we describe where we stand in respect of the fluidity of money inside zones
as well as the interconnections between zones; what is aimed at and what is missing. We
uncover the problem already taken care of by Robert Mundell of optimum monetary zones —
an issue that creates a dispute between the objectives of gain from larger-scale and resulting
efficiency savings, and better serving citizens placed in totally different social patterns and
production capabilities depending on where they are located.

In Chapter 8, in light of this analysis, we reconsider what needs “extended money” should
comply with in terms of trustworthiness and stability to guarantee the flow of exchanges and
the functioning of the financial markets as they now exist. After having resolved the key issue
of what conceptually designed modern money is, we address the matter of its contractual
nature and why it does not oppose regulation, laws and where the resulting new seignorage
stands. We also address the topic that claimable money, by being better able to flow through,
can also accumulate wrongly — due to the behaviour of financial agents — in non-productive
safe assets instead of feeding the economy. This is what we address as the money trap; the
fact that after being issued and before the end of its term, if any, money can only be deposited
somewhere, creating excesses within some instruments and shortages elsewhere. Interest rates
can be linked not to risk taking as in classical approaches, but rather to risk avoidance. This
trap — finding its roots in the general accounting standard of double entry, combined with the
de facto monopoly of financial institutions to open payment accounts — is the new basis for
seignorage that is now shared with governments; the one that has allowed the extraordinary
salaries some bankers receive. Commissions or margins on passing flows can logically explain
these bonuses. Once explained, we see the way that the power over money issuance func-
tions today can be handled. We propose mathematical research and a mathematical formula



Foreword and Introduction XXiil

to comprehend today’s monetary system, which is described as a hot air balloon transport-
ing passengers with leaks in the envelope and a furnace to balance the hot air leaks that are
accumulations.

Chapter 9, after exposing the effect of electronic markets on exchanges from both oper-
ational and structural points of view, raises the question of the resulting lack of individual
accountability. It also raises the topic of deciding how to determine the most efficient money
endowment for each agent. This analysis supports our thesis of a need in the new environment
for surveillance that only extended money can provide, combined with better principles to
let it flow freely. This allows us to come back again to the difference between numbers, con-
ventions and values — prices becoming the first variable with the other factors being contained
or tangible. The new transparency brought about by electronic markets and clearings is not
only a complication but also an opportunity, as it provides a possible view on transactions
and uncleared amounts. Mathematicians may operate with tools that have been developed
for physics, with the notions of time and speed that accountants are not able to comprehend.
The static formulae and slice-by-slice observation can no longer apply to determine a rating
or valuation risk without misleading the public about what can be done to have it properly
informed. New topics are appearing that were previously hidden, such as money being guar-
anteed by general principles and becoming more transparent as to the observation of its flows.
The described monetary world being global, it is no surprise that price fluctuations (which are
different from values if the latter have any meaning besides being exchange ratios), becoming
visible instrument by instrument and market by market, create a systemic risk through the
mere accessibility of their image and obvious gigantic size. This exists out of necessity, but
the increased visibility adds to the speed of irrational movements. This is the matter dealt with
when raising the topics issuing from the new, targeted set-up with centralized counterparties
(CCPs) for credit default swaps. This topic regards how central banks can operate their sta-
bilization duty under the Democratic control of parliaments and install the necessary market
breakers, as well as who should do this. Five years after the crisis, these topics are still on the
tables of policy makers on both sides of the Atlantic and are of great concern for all citizens.

At the end of our journey we propose an entire upheaval of the current approach to money.
Any economic transaction potentially triggers money issuance or use. Today’s money is no
more than a piece of equity or a receivable with an exchange right attached to satisfy a com-
mitment but no more claimable at a Central Bank. Nominal values, conventional exchange
ratios, prices and values are different dimensions than the monetary unit standard and its
physical or digital support. Because of the general individual identification of all participants
in monetary exchanges throughout the Western world, observation of flows that old aggre-
gate did not permit is now possible. The resulting granular data, modern mathematics and
sociology can be used to diagnose some of the causes of the current crisis and suggest some
possible ways to fix them.

Ultimately a new surveillance system with condition to stability open the possibility, with
new knowledge to cure discovered anomalies in flows and values, is not alone in wanting to
avoid a collapse of the current monetary set-up without the development of strategies to deal
with them. We believe that both the implementation of such a surveillance system and the new
lights it will bring will show the need for a general reform.
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From Antiquity to Modern Times;
Monetary Development Over 5000
Years. What History Explains and
GComparison within New Gontexts

“We are used to setting a company either for our entire assets or for a specified
business purpose: such as the buying and selling of slaves. There was a dispute
over whether a company could be set in order to have one of the participants
granted a bigger part of the profit and less of the losses; Quintus Mucius
considered this to be against the mere nature of a partnership while Servius
Sulpicius, whose decision prevailed, considered that a partnership could be set in
order to have one of the partners not participate in the losses while sharing in the
profits subject to the fact that his personal contribution was precious enough to

make such provision equitable”’

— Gaius, Institutes, I11, pp. 148-154

THE ORIGIN OF MONEY; FROM ANTIQUITY TO MODERN TIMES

Money is a central component of civilization’s evolution from subsistence and barter econ-
omies into finance and trade societies. The initial step in economic development usually
involves the bartered exchange of goods and then physical-value equivalents, in a manner
that validates simultaneous transactions between two or more parties. Heralding further tran-
sition into a financial economy, the potential issuance of currency-based tender subsequently
enables legal contractual consideration and a range of transactions via a monetary standard
that favourably supports economic development and labour specialization.

! This refers to the first century BC (author’s own translation).
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A Metallic System Allowing Intrinsic Measurement Stamping: Ingots to Coinage

Consistent with prevailing knowledge, it is generally accepted that money appeared in
Mesopotamia concurrent with the emergence of an alphabet and a written system of Cuneiform
language, around 2900 BC.? Excavations have uncovered numerous terracotta tablets stamped with
cuneiform signs, and detailing inventories, entries and exits of valuables.’ Examples of valuation in
metal weight appear much later, around the time of the “Hammurabi Code”, or 1650 BC. Within
the “Hammurabi Code” itself there are several references to the prices of goods and services.*

Through archaeologically recovered remains of palaces and both inscribed stones and
Cuneiform terracotta tablets, a detailed description of organized Sumerian society and rul-
ing structures has been compiled by experts. This includes the characterization of a general
system of laws required for qualifying and distinguishing monetary tender from other value
standards such as goods.

Precious metals such as gold and silver (or their electrolytic mix) were recognizable by
anyone, regardless of language or regional culture. The rapidly appearing utilization of weight
standards for value measurements provided a form of monetary unification that facilitated
trans-Mediterranean trade, as well as trade between “capital kingdom” cities and states such as
Egypt throughout the greater Middle East, prior to the introduction of coinage and before the
Hellenistic period (8th to 2nd century BC). Further west, from Mesopotamia towards the Med-
iterranean, it is believed that the Greek Attic Talent of around 26 kg in metal ingots was one
of the usual units of trade between palaces, temples and then cities.’ It was the equivalent of
modern central bank money; only usable to clear what would be today’s international trade but
not money that a citizen could carry to satisfy their day-to-day needs and pay for them. It was
probably not the first monetary unit to be used. Without coinage artefacts dating back to the
period of the Hammurabi Code, one does not know exactly when and where coinage appeared
first.® Nevertheless, it is hard to understand how monetary references such as prices could
have existed without a tangible supporting means of payment, which a coinage system would

2Kremer, S.N., History begins at Sumer; Bottero, J., Mesopotamus, Writing, Reasoning and the Gods;
Roux, G., Ancient Iraq. See References.

3 Such tablets can be seen at the Metropolitan Museum of New York.

4Numerous copies of the Hammurabi Code exist and can be seen in Western museums such as Le Louvre
in Paris. Without certitude about date, the Talmud (Exodus XXX 11-15) was written much later in time,
in the 1st century AD at a time when the Mediterranean civilization became Roman after being under
Greek domination. The Talmud refers back to Abraham concerning several money prices. The census
was based on one-and-a-half shekel coinage per adult male of 20 and over. Abraham is deemed to have
lived in a similar period to the Hammurabi’s time, that is the 17th century before Christ.

5The Athenian currencies can be described as the “mina” equivalent to 434 grams, they were 60 mina for
a Drachma. The “obole” was 1/6th of a Drachma or 72 grams. The mina itself was supposed to refer to the
weight of water required to fill an amphora, but amphoras were different depending on the city. An Attic
Talent could pay a month’s wages of a trireme crew of 20 men. Hellenistic mercenaries were commonly
paid one Drachma per day of military service. The Athenian Drachma was recognizable; struck with the
owl of goodness, the olive branch and the crescent moon. It is the one we refer to here.

¢ An article on the website of a coin broker (your online guide to coin trading) dates a coin found in Ephesus
(Coast of Asia Minor, today’s Turkey) back to 2700 BC but the attached image, said to be of a starter struck
with a lion on one face visible at the British Museum in London (Department of Money and Medals), is simi-
lar in shape and appearance to one we refer to here dating from the 6th century BC (see footnote 8). However
the Hammurabi Code, dating back to 1650 BC, already set prices for goods and services or sanctions.
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provide when paper did not exist. We can already note the distinction between the means of
payment though, the coin or metal ingot, and the accounting records found on terracotta tablets.

Claimed by Herodotus’ to have been introduced later (after the Hammurabi Code) as an
invention of the Lydians established alongside the Pactole River (in today’s Turkey), coinage
was subsequently struck to be used as monetary tender. The oldest existing examples of such
coins from the ancient Greeks date back to between the 8th and 9th centuries BC.® Contro-
versy over the chronological appearance of coinage guarantees and units did not abate until
the 19th century. Sovereign guarantees attached to coinage and units became historical with
the Athenian civilization® of the 5th century and much later, under the Roman Empire, as we
will see later. Historical analysis of the interaction between political power and currency then
reveals deepening thought on the historical evolution of a role for monetary currency in society.

Grounding the Guarantees of Stamping: From an All-Metallic System to
Paper Bills

The split between the management of sovereign assets versus those belonging to the people,
and the complexity of currency flows in the Roman Empire, are topics that have inspired many
authors since the 18th century.'® After the disappearance of collectivist economies where prop-
erty belongs to no one, including the sovereign (for example, ancient Egypt),'! this topic became
important to the understanding of the guarantees and trust that an issuer of coinage or scriptural
money may grant, or merely inspire. Analytical emphasis is frequently centred on the sovereign
power to strike coinage (money species) versus the state allowing or disallowing a sovereign to
issue money notes and bills-of-credit. The power to print notes with bargaining power (com-
mercial notes and then note bills) gives those deemed to be in possession of coinage or paper
counter value the capability to exchange goods in a manner that others would lack. The debate
about whether the issuance of money should be a privilege of the sovereign, of the people col-
lectively or be left to private initiative will go on subject to the limitation of the single or small
number of stamping recognitions over a territory that efficient trade requires. We will see later
that measurement stamping and its guarantee require authority. Specific topics include where
such authority may derive from, and through which mechanisms.

"Herodotus (423-348 BC), Histoire, 1, p. 94, Les Belles Lettres, Paris, 1970: “to our knowledge the
Lydians were the first to mint and use gold and silver coinage”.

8 A “creseide” Lydian coin is to be found in the collections of the Monnaie de Paris, the Central Minting
Institution of France. It dates back to the 5th century BC (ref. Catalogue of Monetary Treasuries Exhi-
bition, Sept—-Nov 1996, p. 12). The attribution to the Lydian King and the naming of the coin is based
on the struck image of a lion on a tiny ingot. Herodotus also gives two anecdotes making the link with
the lion: first, as a common symbol of royal power in the Middle East where Crassus gives a lion to
Delphi (Hdt. I 50); second, the carrying of a lion around the city of Sardis to protect it from its enemies
(Hdt. I 84). Other numismatists think that coinage started during the same period as the first Achemidides
(6th century BC), from what is today Iran, Iraq and the Black Sea, but also conquered Egypt and Libya.

*Rostovtzeff, M.1., The Social and Economic History of the Hellenistic World. See References.
YLocke, G., Montesquieu. See References.

"' The Battle of Actium in 31 BC, when the Romans defeated the Egyptian fleet gathered by Mark
Antony, put an end to Egyptian independence and brought to a close the Hellenistic period of Alexander
the Great’s successors around the Eastern part of the Mediterranean, including Asia Minor down to
Mesopotamia.
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Fluctuations in financial power characterize the core of market economies — in particular
from the time of the 15th-century Lombardy traders to the 19th-century English Industrial Society,
where the Bank of England’s power to print bills dates back to a charter instituted in 1694. (26 years
before, the Swedish Risken Sténders, acting as a central bank, was accorded the same privilege as
successor to a failed private bank whose privilege had already been granted in 1656.) The French
Banque Royale, chartered in 1718 and having the monopoly to issue bank notes with the guar-
antee of the King, was the first to operate as a modern bank and to be used by a government to
finance a war and reimburse budget deficit with paper. It also allowed a reduction in public debt. It
dragged a large public of 2 million citizens out of public debt and brought forward the concept that
gold should be put aside. People were forbidden to hold gold. It also facilitated the development
of colonial trade companies, such as one for Louisiana, one for India and one for China. France’s
yearly external trade with its colonies was multiplied threefold by volume (number of boats sent)
after 1719 due to the capacity to finance its cargo. The bank failed because of an uncontrolled
speculation on its shares and bonds; the first example of the possible disconnection between price
determination processes for financial instruments, Banque Royale shares and realities. Even more
interesting was its organized liquidation, with over 2,000,000 creditors, 251,000 depositors, hold-
ing up to 100 gold Louis, will be reimbursed totally while larger depositors, 100,000 with over
2,000 gold Louis would not, and 185 speculators would be sanctioned with penalties amounting
to 137 million Louis. The resolution process for Cyprus’s 2013 process on a much smaller scale
was not much different. Nothing is new in the world but France, like the USA later, was very
much against pure paper money for 200 years, and both returned to gold worship.

Of course, Europe was only following a process already known in the east as a promise to
pay the bearer. They were made on leather and appeared in 118 BC during the Han Dynasty.
In fact, public literature says that even prior to China’s 7th-century Tang dynasty, paper bills
guaranteed by the state were being issued. As claimable instruments, these issued bills were
differentiated from instruments issued between private individuals as promissory notes, and
utilized to clear a trade. In these evolving systems of currency-based economic societies,
democracy or liberty was defined as the power of the individual to act without coercion, thus
linking economic commerce with the freedom to trade — and limited only by the capability of
traders to come into possession of valuable coinage, goods, notes or their equivalents.

In many settings, the scarcity of metal — and consequently of metal coinage — was the
reason for the emergence of paper bills (Massachusetts Bay Colony, 1690),'? as had occurred
at earlier points in history. By serving to eliminate the transport of heavy currency metals and
decreasing the motivation for theft thereof, the utilization of paper bills appeared to favour
long-distance trade as did loan contracts in ancient times.”* Compared with metal coinage,

12 For their local needs, the colonies issued 20 shilling bills in 1690 and a six shilling and eight pence
bill on February 4, 1736. It was stated at the time: “The bill of six shilling and eight pence due by the
province of the Massachusetts Bay in New England to the possessor thereof shall be in value equal to
one ounce of a coin’s silver troy weight of sterling; alloy gold coin at the rate of four pounds eighteen
shillings per ounce, and shall be accordingly accepted by the treasurer or receiver subordinate to him
on all payments.” The colony’s treasury defaulted, and the resulting “sour-grapes” souvenir of defaulted
Massachusetts Bay Colony bills explains why the wording of the subsequent US Constitution referred
only to metal coinage.

¥ Venture loans for sea transportation. Charles-Picard, G. and Rougé, J., Texts and documents relating

to economic and social life in the Roman Empire 31 BC-AD 223, p. 167 (Vienna papyrus no. 19972).
See References.
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paper bills lacked intrinsic value as goods; the holder had to be recognized by the receiver, and
the use of recognition codes facilitated the use of carriers unknown to the receiver.

Viewed as a whole, bills or credit issued by sovereign authorities and/or chartered banks
(the system that prevailed in the USA until 1913) in essence constituted a loan to the benefi-
ciary of the bills. The growth in use of paper bills paved the way for the birth of a fractional
reserve banking system. A fractional reserve did not require the issuer to meet an eventuality
where all bearers and depositors could simultaneously demand execution of all guarantees, in
total, at the same point in time. However, the reserve issuer could be liable for reimbursement
of a large fraction of the deposits on hand.

Regulations were required to maintain some discipline, but extenuating circumstances,
such as extraordinary government expenses or wars, led to relaxation of the rules and issuance
of credits where an inherent complicity between governments, central banks and chartered
banks (with authorization to issue paper bills) inevitably developed. Such collusion could
predispose to instability.

THE RISE AND FALL OF CIVILIZATIONS

Civilizations are characterized by their populations’ acceptance of common values; overall
cultural ones such as language and religion. They also correspond to a political and military
common space. However, they don’t always have all of these attributes. An organization’s
exchanges and what it shares with the public characterize best what a civilization is, and
through economic exchanges will tend to use common price sampling mechanisms such as
that brought about by a generally accepted monetary unit over a territory. Money will ever
more cause an extension of such civilizations outside their own territory as a result of supe-
riority in trade. Civilization, currency and political unification are parallel phenomena, if not
closely interlinked. On the contrary, financial difficulties of the head of state, whatever they
are caused by, may lead to monetary decline and the extinction of a civilization by reducing
exchanges between the populations from which it is composed, or the centralized power to
regulate wealth and taxes.

What differentiated successful public issuance of paper money from instances that failed
was the quality of the issuer or authority that represented the mandate to levy taxes, and
the potential capability to redeem the issued bills with levied taxes. The value of bills to be
issued was pegged in relation to the magnitude of expected tax levies. The link between what
characterizes a civilization and the capability to gather forces, including a military to defend
its future, does not have to be demonstrated here. The forces are, out of necessity, economic
ones as those in military service are retrieved from production, and money and taxes are the
tools for the consequent required transfers.

Already, in ancient times, many authors denounced the pattern of an exploding distri-
bution of credits followed by impaired liquidity, which frequently presaged a major crisis.
Greek philosopher, trader and statesman Solon,'* deemed to be the father of Athenian “democ-
racy”, issued laws cancelling the debts of peasants unable to repay and therefore at that time

4 Solon (640-558 BC). Moses, F., La servitude pour dettes: Revue technique de droit Frangais et
Etranger Série 4, XLIII, pp. 159-184, 1965. Aristotle, Athenian Politician. He also reformed the meas-
urement units AR (Athe 10.1-2) and the calendar (Plut Solon XXXV).
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condemned to slavery. Again, referring back to Greek antiquity when philosophical ideas
traced their ancestry to Sumerian times, and when 4th century BC trans-Mediterranean trading
flourished, Rostovtzeff writes: “Systematization and regulation of commerce widely benefited
from the development of banks which professionalized. Banks were practicing on a regular
basis monetary transactions that included a wide variety of credits.”'> Yet, why did an ensuing
economic crisis fall over Greece — was it primarily due to the nation’s political evolution?

Rostovtzeft’s comments sum up the essential societal value and perception of what money
represented during the pinnacle of ancient Greek civilization, starting in the 5th century BC —
namely, a monetarily unified economic exchange system based on both coinage and standard-
ized “letters-of-credit”, which recognized the metrics of time and transactional duration. This
system thereby facilitated the requirements of advanced monetary commerce, specifically in
allowing for the clearance of an exchange transaction during the period beginning with a deci-
sion to ship the merchandise, to the end point where the merchandise was delivered to and
accepted at the buyer’s end of the transaction pipeline. Implementation of this type of system
represented major progress in economic society, considering the risk and time involved in hav-
ing ships transiting the Mediterranean Sea, and in continuing maritime commerce even during
periods when sea travel was precluded every winter due to inclement weather.

The historical interaction between the rise and fall of civilizations, regional and distant
trading patterns, the emergence of philosophical ideas, the political evolution of democracy
and tyranny, as well as the emergence of increasingly complex means of economic exchange
represents a continuum in the human experience. The exchange of goods (as well as intangi-
ble assets such as ideas) by electronic means of transport, namely the Internet, remains to be
completely standardized in the monetary context. Ultimately, these patterns bear continuing
relevance to the concept of prosperity, described by Adam Smith'® as arising by consequence
of improved efficiency and the advantages of competitive processes.

With globalization, goods not readily available in one region may be located elsewhere in
an instant and transacted by means of the Internet, solely due to the options provided by the
existence of monetary currency and advanced technology. There are, however, innumerable
detractors of the monetary system of commerce, who since the dawn of “money” disdain its
perverse impact on society — a point of view that can be extended to suggest that money is to
blame for underlying causes leading to the decline of civilization, solely based on adversely
interpreted issues involving systems of monetary commerce.

The Greek economic crisis of antiquity described by Rostovtzeff demonstrates parallels
with our contemporary financial crisis. The Greek model was a unified political assembly
of independent cities with common cultural elements assembled around the leadership of
Athens or Sparta. Greek civilization was extending its economic and cultural influence across
the entire littoral regions of the Middle East,'” including areas under the political domination
of the Persians — the naval Salamine Battle in 480 BC, won by the assembled Greek cities,
marked the peak period of its civilization but also the start of its decline. The Parthenon monu-
ment in Athens, ordered by Pericles as a development, is proof of the degree of sophistication
reached by the ancient Greeks with their mathematical expertise used to determine how to
calculate optic effects of dimensions in order to correct them for the eyes of citizens passing

5SRostovtzeff, M.1., The Social and Economic History of the Hellenistic World. See References.
16 Smith, A., The Wealth of Nations. See References.
"Today’s Turkey.
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by this sacred area. Many dedications record in stone the cost in Drachma of the huge con-
structions launched in this period, but sometimes interrupted by wars requiring other priori-
ties. Democracy has also left behind proof, in the form of stone slot machines to count votes,
to demonstrate the link between state resources (treasuries) and their allocation.'®

A major factor in the rise of regional Athenian influence may be attributed to the Athenian
currency, the Drachma. We note that Athenian prosperity allowed the Greek government of that
time to indemnify citizens who participated in public charges, making possible the recruitment
of competent citizens irrespective of their class.!” In the same way, the Greeks had the monet-
ary resources to be educated and to become scientists, philosophers and teachers (usually all at
the same time). Eventually, however, the Drachma’s value declined, triggered by the combined
effects of ancient Greece’s growing debt, a loss of competitiveness in its economic structure
and output, and an associated decline in Athens’ military superiority.?’ The inherent domination
of Greek culture in the Mediterranean and Middle Eastern regions then began to wane, as its
commercial/monetary strength and competitiveness weakened — in part as a consequence of and
due to the costs of multiple foreign wars against the Medes and Phoenicians, as well as domestic
exhaustion from internal strife involving civil wars between Greek cities and social revolutions.
The Peloponnesian wars started the decline that ended the brilliant 5th century BC.!

In contrast to the ancient Greek model, the patterns of Roman military and political expan-
sion that took hold after their destruction of Phoenician Carthage® in 146 BC resulted in social
and economic structures that would prove more resilient in terms of handling monetary crises.
The natural geographical space extended by the Pax Romana® facilitated the Roman power
structure annexing large, economically exploitable territories — which in turn allowed for the
development of highly diversified and robust monetary and economic exchange systems. This
pattern of acquisitions led to gains in productivity through specialization of populations and
economies of scale, and included benefits derived from North African and Egyptian imports
and Sicilian corn, to mention only a few examples. A quasi-globalized international economic
system triggered cyclical enhancement of prosperity, and repeatedly countered or delayed
the impact of other factors that could have prematurely weakened the Roman Republic and
its successor, Imperial Hegemony. In contrast, the Imperial Hegemony and resulting deeper
economic integration of its territorial components made each of its centres, such as Rome,
dependent on imports of food and luxury goods triggering monetary needs, especially when
importing from Asia and delivering gold to do so.*

"8 Visit the new Athens’ Archaeological Museum.

YKagan, D., Pericles: The Birth of Democracy, p. 184; Theucydides, History of the Peloponnesian War,
pp- 2, 37. See References.

20 After the Romans took control of Greece with Octavian, who became Emperor Augustus after he
took power in AD 31 with the Actium naval victory. The Greek civilization and culture survived, but in
AD 267 the Roman Empire was no longer able to protect Athens. The city was destroyed by a German
invading tribe — the Urules.

2 Described by Theucydides. See References.

21n today’s Tunisia.

2799 years after the mythological birth date of Rome in AD 49, Emperor Claude decided to have
Thracian — at the current border of modern Turkey, Greece and Bulgaria — conquered. The Mediterranean
Sea, a lake, was then dominated entirely by Rome for two centuries.

2Temin, P., The Roman Market Economy. See References. Temin shows the degree of interdependency
of the Roman economy with a unified flour market favoured by the “Pax Romana”.
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The concept of territorial space acquisition as a driver for monetary unification originated
with the Sumerians and Athenians, and would develop further as a major underpinning for both
Carthage and Rome — both in terms of their sovereignty and in enhancing efficiency for trade
and wealth accumulation. However, in terms of historical analysis, it is essential to distinguish
between political and monetary unification. For instance, in a more recent setting, this issue
arose within the Eurozone of the European Union — where the “Fathers of Europe™* originally
decided to reverse the previous political pattern of nations and law, and thereafter decided
that economic integration was a prerequisite for the ultimately intended trans-European politi-
cal integration, which should eventually follow as a preventative institutional state structure
designed to avoid future armed conflict. The Fathers were taught by the never-ending European
wars that followed the final collapse, in AD 476, of the Western Roman Empire.

‘We believe that the economic and monetary crisis of our time spreading over non-politically
unified territories is more similar to the Greek crisis of antiquity than to models of cyclical
Roman economic instability. After all, the extension of commerce in the manner known dur-
ing ancient Greece was not primarily defined by political borders, as economic structures
in the Roman Imperial state hierarchy were. The issue of an inherent gap between sover-
eignty and political/economic and cultural realities represents a primary challenge impeding
financial regulation in today’s politically heterogeneous world order. A curious anecdote may
underscore this contention. The unification of Italy, before it was split between the Greeks and
Phoenicians under rule of the Roman Republic in 211 BC, led to the murder by a legionary
of the most extraordinary inventor, Archimedes.?® The successive Roman Imperial era never
demonstrated the creativity and intellectual/scientific renaissance that had characterized the
decentralized environment of competing cities in ancient Greece and indeed, much later in
Western Europe, the so-called “Renaissance”.

However, it became imperative for the sophisticated and “westernized” exchange system
of the Roman Empire to require that coinage be struck again, as it was under the Greek era,
not by cities but on a global territorial basis where it should be accepted. In the 1st century AD,
Emperor Augustus (63 BC-AD 14) unified the coinage system across the Empire to allow both
an easier long distance trade and a State (Empire) global budget. At the end of the 3rd century
AD, Emperor Aurelian (AD 214-275), trying to restore the breaking imperial system which
was plagued for a century by continuous political unrest, usurpers and invasions, triggering
military costs and reduced tax collection, as well as fake struck coinage, pioneered a new
metallic but fiat?” currency (money) that would more or less survive until the successive East-
ern Roman Empire (Byzantium). He would mint a new currency — showing for some coin-
age a “XXIKA” mark for a metallic formula — which acted as a kind of implicit guarantee

% Jean Monet, Konrad Adenauer, Robert Schumann, Paul Henry Spaak, Count Carlo Sforza, Joseph
Bech and others, because of the painful scars of World War II, decided to start the rebuilding of Europe
with a progressive process of economic integration (CECA Treaty of April 18, 1957 between Belgium,
France, Germany, Luxemburg, the Netherlands and Italy; Rome Treaties of March 25, 1957 establishing
the European Community with a single market and the Euratom). Later, statesmen like Altiero Spinelli
proposed the first Constitution.

2 Archimedes (287-212 BC) was an inventor in all fields, and was also a gifted military architect and
engineer. He was the architect who conceived the fortress of Syracuse, built to protect the city against
Phoenician assaults.

" Fiat money is a currency with an exchange value higher than its corresponding content of metallic
weight at price. Aurelian also imposed fixed prices on basic goods.
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of content that would distinguish it from previous fake or poor-quality struck coinage.? In
turn, this would constitute another advance in “money”, until the Renaissance and subsequent
emergence of the next form of “money” — paper bills.

WHAT CAN WE LEARN FROM ANCIENT AND MORE MODERN HISTORY?

History reveals how certain monetary mechanisms were introduced to satisfy specific trans-
actional needs in society, and how the resultant impact of monetary development triggered
economic growth. Such mechanisms include: (1) a unified and universally recognized mon-
etary instrument that is a weight measurement of a transaction-specific precious metal that is,
by itself, a factor of economic unification, as indeed paper currency became; (2) a potential
shortage of metal as a driver for the development of bills-of-credit; (3) the ability to repeat-
edly address necessary timing issues for transactional exchanges via such bills-of-credit
(requirements that passive metal coinage could not satisfy); as well as (4) the authorities’
right to set money-standard measurement metrics and to guarantee them. Subsequently,
throughout history, monetary jurisdictions accepted the inevitable deviances that resulted
from the introduction of fiat money — an evolutionary economic process that descends
from the emerging privilege of seignorage.” The latter development presents an inherent
paradox that has been highlighted by the economist Robert Mundell (see Chapter 7: The
Growing Issues of the Size of the Monetary Zones — Research for Optimum) — the practical
infeasibility of simultaneously satisfying all functional requirements that money should be
expected to provide in a complex society administered using purely monetary systems based
solely on fiat “monies”.

Overall, we see in ancient history that money already allowed education and public ser-
vice. Advanced civilizations existed alongside money. The ancient Greek democracy, a social
contract, came with monetary strength and declined when the monetary system weakened.

Even a cursory review of ancient history (as shown in Figure 1.1) reveals how excessive
acceptance of overvalued struck monetary coinage can destroy domestic industries and favour
imports (a major issue for the upper-crust lifestyle of many Roman citizens, whose consumer
demands drove the substantial import of luxury goods from eastern territories and later from
Byzantium — following oriental division of the Empire). Other negative factors impacting econ-
omic stability included the tendency for those centres of government that enjoyed a strong politi-
cal and military position to issue too large a quantity and value of “money”, especially that which
was seignorage-derived.* The 1492 discovery that led to colonization of the Americas, and the
resulting access to large South American gold reserves, demonstrates how economic destruction
can be triggered by uncontrolled access to resources considered as representing the equivalent
of wealth. Although understood only as the cause of major inflation at the time, this and related
phenomena throughout history exemplify the ultimate examples of monetary disorder.’!

2 Summary of Eliot, S., Catalogue des monnaies de I’Empire Romain, pp. 39-49. See Selection of
Articles.

¥ Fiat money derives its value from government regulation.
¥ Derived from the sovereignty privilege to issue and impose coinage.

31 Jean Bodin (1529-1596), French jurisconsult and economist, declared “there is no other wealth than
man”. See References.
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ECN: Electronic Communication Network — the original term for electronic marketplaces was created in
the 1990s, linking market participants without using any intermediary. As a result of their competitive
development, brokers’ fees went down. Non-regulated, they mixed the transaction and clearing functions.
Since then, they have agreed to be separately regulated for each function. A repository for electronic
marketplaces was created during the 1990s.

FIGURE 1.1 Historical chart (author’s view)

Through the evolution of “money”, it was possible via revolution or social unrest for the
rich to be defeated by the poor. With a shortage of agricultural goods to feed populations,
and of tangible goods to bring comfort, we can explain — from Solon to Marx — how, because
money was looked at to advise or promote reforms for the happiness of the population, the
existence of a sovereign was necessary. History provides many examples where different forms
of “money” and various monetary policies characterized different societies. It also explains
that fully linking currency with a universal and fixed physical reference will not allow for the
necessary flexibility of monetary systems in terms of providing the quantity, price adjustments
to values and ultimately the fixing of targets to rotation needs. In our contemporary crisis,
liberated from the metal link, a different paradox has emerged. The overvaluation of western
non-manufacturing “service industry” wage structures pegged against the undervaluation of
manufactured goods shipped by emerging economies presents monetary imbalance. In such an
environment, the consumers of our time can be defeated by both the suppliers of goods and a
mismatch of tangibles versus intangibles (services) that are arbitrarily and differentially valued
after the sociological realities of a special continuous online digital relationship between the
service provider and its receiver, which is different from that between vendors and users
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of tangible goods. A range of monetary instruments and related fiscal policies has been devel-
oped by central governments of larger monetary zones, as well as national budgets to keep
up consumption and the resulting exchanges to satisfy their citizens. There are no clues and
no scientific papers drawing up a general framework of what is to be expected from such
long-term policies. The expectations are to be considered as part of the sociological issue of
who wishes to be part of a society and who is not; a base for further conflicts not only inside a
defined national society, but also between zones of economic influence. This is the target of the
present book, which aims to bring the reader through these topics.

We also see, with the Banque Royale failure, a new mechanism at the time that allowed
disconnection between the price-setting mechanisms of goods and services and financial
instruments, with the need for understanding and regulation to set reconciliation.

Modern 21st-century “money” is clearly different from its predecessors in the ancient
world. Following the Second World War (WWII), financial democracy and its attendant crea-
tivity led to broadened transactional exchange capabilities worldwide. As a lesson from his-
tory, the Fathers of the European Union understood that exchanges should be the basis for
economic development and a guarantee of peace, at least within a geographic zone. Their suc-
cessors also considered that a monetary union was the corollary to a trade union. They were
helped in achieving such a goal by all the changes in the intrinsic nature of money. Monetary
instruments have come a long way from the simple definition of deriving monetary value from
any metal weight measurement or its scripted equivalent — that is, monetary elements that
are merely designed for the clearance of an exchange transaction. It can be seen that today’s
“money” has been extended not only in a technical context (e.g., supporting hypothetical
value on the Internet) but also from the standpoint of legal definitions governing non-physical
electronic payment transactions that are no longer limited to cash equivalents and that are not
necessarily executed with a cheque, “money bill” or wire transfer, but rather via any number
of alternative exchange formats.

QUESTIONS AND ANSWERS

From antiquity to modern times: monetary development over 6000 years. What history
explains and comparison with new contexts

When did money appear?
Probably at the same time as writing; 2900 BC.

What was money originally made from?
Metal; some civilizations used other goods they had available, like shells, but these were
limited.

What did metal allow?
Weight as a measurement and stamping as a reference to it; also, it was easy to carry.

What was the evolution?
From metallic money to derived paper bills.

Since when do we have proof of money existing?
In the Hammurabi Code of 1650 BC and other slightly more ancient literature we have
references to monetary measurement of prices.
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How and since when have we had proof of coinage?
Since the 8th/9th centuries with Asia Minor coins.

Why did paper bills appear?
A shortage of metal, they are easier to transport and adapted to long distances, for long-
duration lending and better safety against theft because of a possible holder’s check on
identity.

What are the other advantages?
Paper bills can be coupled with infinite contractual conditions and attached to a purpose to
be achieved, such as the transport of goods.

Is there a link between civilization and money?
Yes. A civilization gathers humans together as a single society with a culture. The
gathering is linked to the exchange and accumulation of wealth and means, including
military, to defend them. To conduct its exchanges, a society needs monies that each
participant will recognize.

What is the first example of a chartered bank?
The Bank of England in 1694.

What is the first example of a modern central bank, and why?
The French Banque Royale. It disconnected paper bills from guaranteeing reserves,
allowing financing of both government and trade.

Why did it fail?
Speculation on its equity and lack of trust in the royal guarantee for depositors in the
absence of metallic reserves.

Is there something to learn from history?
Yes, the irresistible evolution towards less and less tangible money and the above link
between civilization and money. Further, a need for regulation to replace the constraint
of metallic-based money and to survey its use by market participants when not for
exchanges.
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Modern Times — Liheration and
Growth of the Money Supply. The
Facts Presented in Monetary Units
and Resulting Regulatory Needs

“As soon as Blaise Pascal' has convinced scientists about air pressure, it will be
easy to deduct that the Archimedes push will also operate on any corpse put in gas
and especially into air. The theory will then be ready for hot air balloons to fly into
the sky.”

— Gilles Godefroy?

From a monetary point of view, modern times start with the fall of the Berlin Wall, which
can be seen symbolically as the final end of WWII or of the so-called “Cold War”. Since
military budgets shrank for a while both in the western world and Russia, finance became
the core topic of policy makers. If we had to be historians and explain in two sentences what
happened, we would say that this starting period was a period of continuous war effort dedi-
cated to scientific development primarily for weapons, with few human resources to use. It
was also characterized by the dogmatic fight between the communist centralized economic
model on the one side and the free-market economic model on the other. It has to be noted
that in the common continuous war effort both were engaged in they started out with similar
resources, both human and tangible, also dedicated to economic development. What brutally
changed the pattern was, with the fall of the Berlin Wall, the liberation of a huge number of
disciplined human resources for whom safety and comfort were a real achievement. Overall,
better communication after the war let the citizens of both economic models compare their
situation. The very different outcome over the transitional period between 1945 and the 1970s,

!'17th-century French philosopher and scientist.

2Godefroy, G., Mathematics. Directions for use, p. 70. See References.
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with a continuous flow of human resources from the east towards the west, along with the
overwhelming superiority of US monetary resources after WWII, were components in the
liberation of money and basically explain the evolution of monetary regulation. The opening
to a market economy of the entire Eastern Europe as well as China and their Dominion previ-
ously operating on a barter system changed the necessary volume of monetary instruments in
the context of a fast-growing population.

Some significant population data (just estimates, besides the USA

and EU)
Greek Empire (5th century BC) 3.5-15 million
Medic Empire (5th century BC) 50 million
Roman Empire at peak (2nd century AD) 100 million
China (18th century) 100-200 million
China 2013 1360 million
France (18th century) 24 million
France 2013 65.7 million
UK (18th century) 6 million
UK 2012 63.7 million
USA 2013 316 million
EU (28 countries currently) 510 million
India 2013 1224 million
World 7111 million

Note: The figures for ancient times are estimates from various specialized
sources. Indian, US, EU and German figures for the 18th century do not rep-
resent the same geographic sovereignty and so are not given because they are
not sensible of comparison. For the same reason, Greek and Medic figures are
provided (Greece and Iran in modern times).

MONETARY EVOLUTION BACKED BY ECONOMIC GROWTH

Since the end of WWII, global wealth and the liquidity of the world’s financial exchanges
have grown at an extraordinary pace. The money required to handle the corresponding
increases in industrial output, service sector productivity, expanded financial exchange
activity and the concurrent need to post this wealth into corporate financial statements all
depends on the capability to enhance both the nominal value and availability of the world’s
monetary pool.

This, in turn, raises the inevitable challenge of how best to fulfil the requirements in
question. The answer is to simultaneously increase the monetary volume while concurrently
reducing the requested need for money — in part by accelerating financial transactions and
expanding their volume (the latter in large part by augmenting monetary velocity and improv-
ing flow efficiency inside the system). Thus, fluidity and volume are key targets, provided
that their accurate measurement can be determined and the required processes to attain these
objectives effectively developed.
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DEVELOPMENT OF A GLOBAL FINANCIAL MARKET ECONOMY

The contemporary financial exchange-based market economy that we live with is enduring a
growth crisis. Relevant data are necessary to understand the scope and dimensions of histori-
cal and recent developments.

Between 1970 and 2011, the gross domestic product (GDP) of the USA increased 15-fold,
that of France 21-fold and the estimated Chinese GDP grew by a multiple of 51.> With almost
1.4 billion inhabitants, China reached only half of the actual US with 9.2 billion versus
16.8 billion for US with 310 million inhabitants (IMF data). However, in terms of dollar valu-
ation, the achievement is far greater when characterized by bargaining power parity. In fact,
following only a few years of exponential growth, China has become the world’s second-largest
economy (see Figure 2.1).

This pattern of accelerating GDP growth is a recent phenomenon. Historians usually con-
sider that the standard of living on the globe remained unchanged from antiquity up until the
18th century. Furthermore, and until the 1970s, this phenomenon was mostly limited to west-
ern economies — aside from isolated and uncommon exceptions, such as Japan.

A historically derived economic analysis will point to various determining factors that
favour the growth of predominantly market-driven economies, including: economic free-
dom, free enterprise, freedom for the exchange of ideas and commercial goods, as well as
the right of individuals to travel freely. Over time, the liberalist model of a market economy
has repeatedly overwhelmed authoritative political regimes incapable of integrating market

&
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Total world GDP at current prices in 2013 is $74.71 trillion.

The EU, because of its geographic extension over the years, has not been considered pro-forma
for the period.

Besides China at 8% forecast growth, this figure only gives trends.

Various sources: CIA world facts, OECD, World Bank, etc.

FIGURE 2.1 Face value of GDP in trillion dollars (after adjustment for buying power)

Source: Authors’ creation.

3Source: Data.worldbank.org.
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forces. When a people sharing the same culture and common roots have been separated into
two adjacent nation-state entities, one with a centralized economy and the other with a market
economy — as occurred with Germany and Korea — the state with the market economy has
experienced stronger and more rapid sustained growth.

The growth in GDP parallels the evolution of other parameters: growth in household
wealth, development of international trade and interaction between markets, as well as com-
mercial monetization of economies.

The growth in household wealth is particularly evident in western countries with so-called
developed economies. For instance, according to the INSEE,* wealth in France for a household
represented 8 years of net available income in 2012 compared with only 4.4 years during the
period 1978-1997. Unprecedented growth is also a recent phenomenon in the great emerg-
ing countries, including India and China. The urban Chinese middle class (income over RMB
25,000 ($5400)) represents 19% of the urban population compared with less than 1% five years
earlier, with a growth rate of 25 million inhabitants per year. In India, the middle class (annual
income of $4500) was on the order of 50 million in 2007; the McKinsey Global Institute esti-
mates that it will grow to 580 million by 2025. In most countries, household assets are growing
faster than GDP, and thus represent most of the observed increase in progressive enrichment.

In France,’ the number of households retaining a stock portfolio increased from 1 million
in 1978 to 12 million in 2007. For many developed, western economies this rise in financial
wealth relates to the transition from a growth-based economic model to an economic model
where an aging population expects additional income from capital accumulation that this seg-
ment of the population does not generate, develop or otherwise contribute to on an active
wealth generation basis. In most developed countries, this trend has triggered a reorientation
of savings asset deployment towards “ostensibly safe” financial instruments, thereby disre-
garding more risk-prone industrial investments.®

This pattern corresponds to a different allocation for GDP within such nations, leading
to more emphasis on monetary transfers and to a larger role for currency-based assets. For
instance, additional growth in savings led banks widely to increase their lending activities
— supported by new high-yield financial products, including “sub-primes”, which were orig-
inally claimed to be risk-free instruments. The proportion of worldwide financial assets com-
pared with GDP reached a peak in 2007, with over $300 trillion compared with a world GDP
of over $57 trillion.’

With regard to the global capitalization of market-listed companies, the ranking of banks
has grown substantially and the weight of the financial sector now carries an ever-growing
position in the composition of western GDP. Unlike the manufacturing sector, the market
share for the service sector has experienced robust growth and, until 2000, the fractional GDP
contribution from financial assets alone continued to increase — such growth has been fed by
the development of financial transactions between residents of developed western economies.?

“French Governmental Statistical Office. See Glossary.

S Updated figures for France as well as comparable figures for the USA have not been found. Pension
plans (401(k)s and others) only exist in the USA.

SFilippi, C.-H., L’argent sans maitre. See References.

"McKinsey Global Institute (MGI) report of March 2013 on “Financial Globalization: Retreat or Reset”.
8 Bulletin de la Banque de France no. 175, 1st trim. 2009.
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FIGURE 2.2 International comparison of the evolution of household wealth

Source: OECD. 18-Dec-2012 — COM/STD/DAF (2012)8

Beginning in the 1980s, the growing interaction between an increasing number of national
economies contributed to this dynamic of world economic growth, as did the emergence of
new players with now predominating influence, the penultimate example being China.

Regarding the US the financial crisis of 2007, an April 2013 release from the Federal
Bank of St. Louis® shows that 115 million households in the USA have not fully recovered in
terms of net value, and we can see that real estate is their main asset while the partial recovery
of 91% (with growth in number of households the figure is reduced to 81%) of 2007 values
for the middle classes is due to an increase in share values. International comparisons are to
be taken cautiously because they depend on asset classes, governmental interest, quantitative
monetary policies and social set-ups, all of these being subject to further analysis about the
“value” effect but certainly impacting consumption and savings (see Figure 2.2).

The growth of international trade is also noteworthy, as it not only reflects the develop-
ment of globally interconnected market economies but also the interdependence of currency
zones and both domestic and transnational enterprises operating within these zones. As shown
in Table 2.1, the transactional volume of financial market exchanges has increased 14-fold
since 1950.

This table evidences the fantastic growth of exports and exchanges that has outpaced overall
growth in GDP during the historical period since WWIL. It also reflects the globalization of the
economy and the progressive internationalization of enterprises,'’ as many corporations have
expanded to a transnational presence or in terms of their market position. The data also highlights
changes in the relative strengths of regional economic systems, reflecting the emergence of Asia

®Emmons, W.R. and Noeth, B.J., Issue 4-2013, Short essays related to research on understanding and
strengthening of the balance sheet of Americans households.

"The WTO 2009 report also contains developments on the transformation of international trade because
of the rise in integrated groups that would partially explain the more than proportional to GDP growth
of exchanges for the period 1948-2009.
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TABLE 2.1 Export of merchandise (billion dollars and percentages)
1948 1953 1963 1973 1983 1993 2003 2012

Value
World 59 84 157 579 1838 3677 7380 17,930
Share
World 100.0 100.0 100.0 100.0 100.0 100.0  100.0 100.0
North America 28.1 24.8 19.9 17.3 16.8 18.0 15.8 13.2
United States 21.7 18.8 14.9 12.3 11.2 12.6 9.8 8.6
Canada 5.5 5.2 4.3 4.6 4.2 3.9 3.7 2.5
Mexico 0.9 0.7 0.6 0.4 14 14 2.2 2.1
South and Central
America 11.3 9.7 6.4 4.3 4.4 3.0 3.0 4.2
Brazil 2.0 1.8 0.9 1.1 1.2 1.0 1.0 1.4
Argentina 2.8 1.3 0.9 0.6 0.4 0.4 0.4 0.5
Europe 351 394 47.8 50.9 43.5 45.3 45.9 35.6
Germany* 1.4 5.3 9.3 11.7 9.2 10.3 10.2 7.8
France 34 4.8 52 6.3 5.2 6.0 53 32
Ttaly 1.8 1.8 32 3.8 4.0 4.6 4.1 2.8
United Kingdom 11.3 9.0 7.8 5.1 5.0 4.9 4.1 2.6
Commonwealth of
Independent States
(CIS)® - - - - - 1.5 2.6 4.5
Africa 7.3 6.5 5.7 4.8 4.5 2.5 24 3.5
South Africa® 2.0 1.6 1.5 1.0 1.0 0.7 0.5 0.5
Middle East 2.0 2.7 3.2 4.1 6.8 3.5 4.1 7.5
Asia 14.0 134 12.5 14.9 19.1 26.1 26.1 31.5
China 0.9 1.2 1.3 1.0 1.2 2.5 5.9 11.4
Japan 0.4 1.5 35 6.4 8.0 9.9 6.4 4.5
India 2.2 1.3 1.0 0.5 0.5 0.6 0.8 1.6
Australia and
New Zealand 3.7 3.2 2.4 2.1 1.4 14 1.2 1.6
Six East Asian Traders 34 3.0 2.5 3.6 5.8 9.7 9.6 9.7
Memorandum item:
EU¢ - - 24.5 37.0 31.3 374 42.3 324
USSR (former) 2.2 3.5 4.6 3.7 5.0 - - -

GATT/WTO members® 63.4 69.6 75.0 84.1 78.4 89.3 94.3 96.6

* Figures refer to the Federal Republic of Germany from 1948 to 1983.

® Figures are significantly affected by including the mutual trade flows of the Baltic States and the CIS
between 1993 and 2003.

¢ Beginning with 1998, figures refer to South Africa only and no longer to the Southern African Customs
Union.

4 Figures refer to the EEC(6) in 1963, EC(9) in 1973, EC(10) in 1983, EU(12) in 1993, EU(25) in 2003
and EU(27) in 2012.

¢ Membership as of the year stated.

Note: Between 1973 and 1983 and between 1993 and 2003 export shares were influenced significantly
by oil price developments.

Source: WTO international trade statistics 2013 (http://www.wto.org).
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and the rapid decline of the USA. The relatively stable initial ranking for Europe is multifactorial, that
is the initial success of post-WWII recovery serves to statistically obscure the impact of subsequent
intense exchanges within a single, unified EU market leading up to 2010. Since 2011, interstate
commerce within the EU has been neutralized, reducing the uptrend rate but still showing European
resilience within its world trade market share. In contrast to its continuation within the ALENA
inter-trade, which was not neutralized, the reduction of the US share in the world exchange in favour
of Asia is obvious. As noted by Pascal Lamy, former General Manager of the WTO, these statisti-
cal trends still fail to reflect the worldwide expansion of several major companies'' as monetary
measurements that impart substantial economic weight.

Within the USA, household wealth and its components can easily be appraised (see Table
2.2).In 2007, 93.3% of families held at least one type of financial asset — 52.6% having retire-
ment accounts and 17.9% holding equity stocks. Households in possession of benefit accounts
realized returns of only 37.9% in 1992. The growth in retirement accounts reflects the aging
population and the changes in both distribution and utilization of wealth. During the same
period, growth in private holdings of stock increased by only 1.0%. Even more demonstrative
is the growth of (nominal) wealth, evolution assets and liability allocation. Although total
wealth increased 57-fold between 1952 and 2010, not surprisingly a significant fraction of this
growth is concentrated within pension plan reserves that represent 27.3% of overall wealth
(a 39.5-fold increase). As for home mortgage liabilities, these increased 173-fold during the
same 58-year period. If we compare financial assets between 1952 and 2012, from 830 million
they reached 47,739 billion (a multiplication factor of 57).

TABLE 2.2 Wealth of households and non-profits in the USA

1952 % 1972 1992 2010 %

Total financial assets 830 100 3,220 16,906 47,639 100
Deposits (including money market) 143 17.2 766 3,281 7,931 16.6
Credit market instruments 105 12.7 255 1,886 4,355 9.1
Corporate equities 151 18.2 921 3,094 8,514 17.9
Pension fund reserves 33 0.4 349 4,139 13,025 27.3
Equity in non-corporate business 322 38.8 783 2,899 6,251 13.1
Total liabilities 98 11.8 583 4,122 13,918  29.2¢
Credit market instruments 94 11.3 555 3,970 13,357  28°
Home mortgage 58 7 343 2,840 10,070  21.1¢

2 Bureau of Census gives 23.5%.
® Bureau of Census gives 22.6%.
¢ Bureau of Census gives 15.5%.

Source: Table 1169 US Census Bureau extract.

"On June 6, 2011, Pascal Lamy, General Manager for the WTC at that time, declared: “Trade expressed
in value-added is a better (than gross amounts) measurement of world trade. By focusing on gross value
of exports and imports, traditional trade statistics give us a distorted picture of trade imbalance between
countries. The picture would be different if we took into account, how much value added is embedded
in these flows.” Since 2013, the WTO gives some insights on value added per country allocation carried
with trade exchanges in its report.
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CITIZENS EMERGING IN THE PROCESS OF FINANCIALIZATION

Employment in the financial services sector has expanded tremendously throughout western
countries, without even considering its specific concentration of staffing in financial centres
such as New York, Frankfurt, Paris and Luxembourg. Expressed as a percentage of total
employment we have the following figures:

1970 1993 2007
USA 4.1 5.0[5.7%]
Germany 29 3.6 3.9
France 2.5 32 4.7
Luxembourg 4.3 10.0 28.3

22012 Bureau of Labor.

Source: Edey, M.L. and Hviding, K., OCDE/6D(95) Economics Depart-
ment Working Paper no. 154, Economic Studies no. 25, “An assessment of
financial reforms in OCDE countries”, Paris, 1995.

Ultimately, some research centres have developed, based on BIS statistics, a concept to
measure the use of money in economies. It includes, as we will see later, all financial instru-
ments, equity, bonds, bank claims, secured and unsecured lending. This is the financial depth,
defined as the ratio between GDP and the financial wealth made up of the financial instru-
ments for each country, and globally for developed and emerging countries. Not surprisingly,
it confirms the link between GDP growth and financial depth. Quickly growing since WWII
until the 2007 crisis, it has since been rather stable at 325%.

In reviewing this period of economic history, we note not only the growth in wealth and
the progressive major allocation of such wealth into financial instruments — such as pension
plan systems and direct debt instruments — but also a dual debt structure that accompanies this
trend. Today’s pension plan reserves are adapting to longer life spans and retirement period
expectancies that did not exist 60 years ago. Given the reality that money plays a key inter-
mediate role as regards asset transfers (even beyond the role that debt exerts on inter-generational
inheritance), monetary structure is undergoing substantial change as the split between active and
non-active citizens continues to widen.

The Realities

Citizens in contemporary society are confronted with the impact of financialization through
available sources of information and educational options, increasingly scarce job availability,
as well as various options for management of personal financial assets. Nevertheless, financial
activities and key aspects of decision making are highly concentrated within regional financial
centres, whereas the impact on citizens is universal. Limited curricula relevant to these issues
have been developed in both MBA and engineering degree programmes, including specialized
courses in finance, financial instruments and mathematics, as well as accounting/auditing —
where students cannot escape discovering the major changes involving the role of enterprises
and the evolution in the general principles of accounting.

Itis a fundamental and inescapable reality that — beyond the traditional and functional book-
keeping requirements that already rule the foundations of a now global system of commerce
— the financial services sector constitutes an ever-growing stakeholder in the world economy.
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The long-term statistics show a strong growth of financial sector employment in the entire
western world until the 2007 crisis, with a concentration in certain cities. Statistics since the
crisis are rare, but just looking at Western Europe we see a great resistance to contraction.
Nevertheless, regarding this resistance one should be cautious about the statistics as the bank-
ing sector was, and still is, subsidized by low interest rates.

What one has to consider is the financial sector consolidation following the 2008 crisis,
with the demise of some major corporate financial actors: Lehman Brothers by failure; Merrill
Lynch, JP Morgan and Bear Stearns through buyouts. The resulting consolidation of power
continues to generate a major threat to the economy in terms of continuing systemic risk
and diminished fair competition. A citizen may rely on too limited a number of financial
institutions for daily transactions. Moreover, recent events confirmed that many instruments
and transactions (as well as financial industry players) were insufficiently regulated and not
protected from bankruptcy. As seen from a geographical point of view, the growth of the finan-
cial sector is primarily limited to selected countries and economic zones: China, the UK, the
USA and Europe, and some centres that have been termed “cores” by Fernand Braudel'? and
Jacques Attali’® : New York, London, Dubai, Shanghai, Paris and Frankfurt.

The share of financial sector activities as regards employment is also very significant in
major capital cities. With 310,000 salaried employees in the financial sector for 2012, the Ile
de France region concentrated 41% of employment in this sector, compared with 665,700
positions in London and 737,500 in New York.!"* Furthermore, these figures do not include
indirect sector activity, such as audit, legal and related supporting services — telecommunica-
tions, real estate, hospitality services, etc.

What is even more striking is that the share of financial intermediation in the global
economy has not decreased significantly with the crisis. Without the US statistics, which are
not available to us as we write, we can look at the UK and the Eurozone (18) countries taken
as a whole. The rate remains at around 3% even if we see a stress on the UK that does not
reflect the pressure on the City.

1999 2010
Total employment (000):
UK 29,340 31,213
Eurozone 134,269 146,273
Financial intermediaries (000):
UK 1,130 1,118
Eurozone 4,041 4,245

Source: OCDE.

12F. Braudel: “Splendor, wealth and happiness convene together in the core of the world economy, in its
heart. It is there that the sun of history is shining and that it has the brightest colors, where prices are the
highest, salaries the best, the bank, the royal merchandises, the profitable industries, the capitalist farm-
ers: there that are located the starting and arrival spots of lengthy traffics, the flux of precious metals,
of hard currencies and credit bills. All an advanced economic modernity is located there: the traveler
seeing Venice in the 15th century or Amsterdam in the 17th, or London in the 17th, or New York today
will notice that.” Extract from La Dynamique du Capitalisme, 1976 Conference. Editions Flammarion,
collection “champs”, 1988. (This footnote is author’s own translation.)

13 Jacques Attali, former president of BERD and author of Une Bréve Histoire du Temps, Fayard, 2006.

14 Statistics provided by Europlace, London City and Department of Labor. New York statistics include
banking and insurance as well as pension sectors. In New York, financial employment represents, in
2012, 8.3% of total employment.
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The consequences of ongoing financialization continue to raise concerns, as we see no
real decrease in employment figures since the 2007 crisis. Over the past 10 years, the weight-
ing of financial products has continued on an exponential upslope, alongside the evolution of
financial techniques, technology and engineering of new instruments. A prime example of this
may be found in the opinion of leading experts,'> some of whom now consider the total value
of “futures and derivative instruments” on world markets to equate to $600 trillion (with 10%
for SDR only), thus representing a concerning 15-fold excess leverage against world GDP.

The impact of these and other complex phenomena has accelerated with the development
of new and sophisticated information management and delivery systems, software and Inter-
net interfaces. Although the resulting effect has been concentrated in some regional financial
sector “cores”, the resulting daily end-user implementation of financial service innovation
(for instance through credit card payment transactions) has worldwide import. Accordingly,
such trends beg consideration of two basic questions: is the financialization of our economy a
positive development, and does it provide effective services to all citizens or is it just focused
on benefit to a “happy few”?

Lord Adair Turner, one-time Chair of the UK Financial Services Authority (FSA) (its
new denomination being the Financial Conduct Authority (FCA)), raised the real question
that considers not the need for financial services or their legitimacy but rather the concerning
uncertainties raised by “hypertrophy” of the financial sector: “Have all trading activities an
economic justification or do they carry a withholding on the real economy?”’'¢

Causes Underlying Emerging Macroeconomic Realities

Despite the foregoing realities that are not entirely positive, there remain underlying needs for
the financialization that we have witnessed. Throughout both the western world and China,
populations in many countries are confronting low birth rates which — alongside the changing
demographics of aging — increasingly mandate that societies accrue the necessary financial
resources to provide for adequate retirement benefits and stable systems of benefit dispen-
sation. Since the required reserves that need to be “shown on the books” in fact constitute
constituency beneficiary rights, such reserves need to be protected by regulations and profes-
sionals tasked with guaranteeing regulatory compliance. Further complicating shifts in demo-
graphics are the continuing rise in healthcare costs, and the accompanying expectation of
populations that financial coverage will be maintained in proportion to changing healthcare
cost structures.

The protection and administration of retirement and healthcare benefits are both chal-
lenges that involve GDP redistribution — a process that can be operated only via organized
and regulated institutional systems. Such social institutional systems are of extreme impor-
tance to national GDPs and include the expectation of a temporal dimension in terms of
timely monetary reserve availability to meet the requirements for redistribution of accrued
amounts. These accruals are, in turn, based on a capitalization system that needs to receive
recurring investment, which in turn depends on eloquent management and posting capability.

15 Christophe Donay, research specialist, Landsbanki Kepler, September 2008, slate.fr, December 2009;
figure quoted again by the ISDA General Manager Conrad Voldstad during a conference in New York
on September 16, 2010.

16 Les Echos, December 2, 2009.
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The requirements for managing such society-wide benefit infrastructures imply corresponding
future growth of applicable financial industry subsectors.

Resulting Needs for Standardization, Regulation and Supervision

As observed specifically through statistics on financial vehicles and instruments, these extra-
ordinary patterns of growth in financial depth required the development of business and
government infrastructures that were designed to ensure citizens were not only guaranteed
their rights to participate in the benefits of such growth, but would also receive their due share.

Struck coinage and stamped bank bills have, over the years, lost their meaning in terms of
guaranteeing the instrument of debt repayment. They are now of limited use. Sampling what
is exchanged is now necessary to be able to articulate a price, and to do sampling financials
are needed.

The government, if able to regulate, cannot sample all transactions and financial state-
ments. An actor independent from the parties is required — the Certified Public Accountants
(CPAs). This rationale provided the basis for legal innovation dating back to the 1929 econ-
omic crisis (1934 securities laws establishing the US Securities and Exchange Commission
(SEC)). More recently, and in the wake of the Enron and Worldcom scandals, contemporary
legislation (Sarbanes—Oxley 2001) imposed compliance with new external standardized audit
standards that replaced the accounting profession’s existing internal quality control methods.
So as to address the weakness of previous securities laws that regulated publicly listed com-
panies and the accountability of their financial executives, newer legislation strengthened
sanction regimes as well. The most recent 2008 economic crisis resulted in the Dodd—Frank
legislation passed by US Congress, which is still in the process of being implemented — with
the objective of reorganizing the US financial system and improving financial consumer pro-
tection. During the same period of time (2008-2009), the EU began to introduce a global
system of regulation which was nevertheless handicapped by the absence of coordination
rules and provisions of executive power sharing between member states.!’

Besides the issue of financial regulation per se, such regimes have been intended to ensure
that accounting data disclosed in financial statements accurately reflect: comparable corpor-
ate performance statistics, “best practices”, corporate resource allocation serving primarily the
interests of investors, and a verifiable basis on which public trust in financial market exchanges
may be preserved. Although publicly chartered (i.e., government) independent auditors were
placed in charge within the US system, the regulatory auditing process has remained largely
in private hands. Thus, in the Anglo-Saxon world, the accounting/auditing profession (charged
with warranting the integrity of financial auditing information and practices) remained mostly
self-regulated until Sarbanes—Oxley created the PCAOB. The converse is true in continental
Europe, where the accounting/auditing profession has been legally regulated since WWII.

As a consequence of the growth in world trade, corporate internationalization and the
globalization of financial markets, today’s accounting profession has become an international
oligopoly. Power and influence is consolidated in an unprecedented group of four major firms
delivering opinions on the financials underlying 95% of the securities issued by publicly listed
western companies. With increasing concerns raised by the US government and the European

7This handicap was later corrected with the European Stability Mechanism (ESM), the tax package and
the Banking Union, which gave coordination power to the European Central Bank.
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Commission, the globalized accounting/auditing industry wields self-generated accounting
and auditing methodology that claims both independence and integrity — and that is now
globally accepted as the prevailing system of extra-governmental corporate accounting and
auditing standards.

This excessive consolidation of the global financial audit system is centred on the largest
accounting firms, known as “The Big Four” (Price Waterhouse Coopers, KPMG, Ernst &
Young and Deloitte), organizations which each command a staff of between 135,000 and
165,000 mid- and senior-level professionals. Although it has not been blamed for financial
crises as such, this concentration of power has been implicated in terms of the absence of
early warnings of corporate or economic crisis, and potentially in terms of impending publicly
listed institutional collapse — for instance, in cases where clear opinions were issued only
weeks in advance.

This was a primary argument that led the European Commission to propose reform. Since
“The Big Four” presently control compliance with standards set by professional bodies (the
International Accounting Standards Board (IASB) and the Financial Accounting Standards
Board (FASB)) said to be “independent”, but to whose function the four leading firms con-
tribute, this has raised concerns. Such concerns include the question of governance for these
bodies, issues relating to the handling of and follow-up on financial information, as well as
the question of how to ensure the necessary degree of independence for external audits that
are appointed and paid for by the audited entity. Additional issues raised have involved the
question of potentially insufficient competition within “The Big Four” oligopoly, a state of
affairs that would reduce both quality and innovation — particularly in the light of techno-
logical advances, which have significantly changed those information technologies and infra-
structures that provide the data to be audited.

On October 13, 2010, the European Commission issued a green paper on these topics,
subsequently transitioned into a white paper (submitted for active parliamentary consider-
ation). After a lengthy consultation process, this new regulation approved by the trilogue on
December 17, 2013 was concluded mid 2014 in the form of a Directive and Regulation'® by
the beginning of 2014.%° It is aimed at reinforcing auditors’ independence by forbidding them
to practice anything other than audits (excluding any other kind of consulting work such as tax
and legal or organizational) and reinforcing independence by obliging companies to change
audit firm at least every 10 years, or 24 years in the case of a joint audit. The details of enforce-
ment of the rotation of auditors is still being discussed.

Following the fall of the Berlin Wall in 1989 and the subsequent epoch of financialization,
it is evident that world governments have been progressively overwhelmed by the rapid spread
of globalizing market economies. Prior to the fall of the Russian communist empire, central-
ized economies somehow provided a balancing counterweight to free market economies. Late
players in this process of free market evolution endeavoured to harness the inevitable growth
differential, and never gave up on a comeback. This race notwithstanding, progressive deregu-
lation originally intended to attract capital was heavily promoted, despite insufficiencies in

18 Source: OXERA Report 2004, European Commission on the audit market concentration.

19 A Directive in the EU is only applicable when transposed into the national legislation of member coun-
tries. A Regulation is immediately applicable throughout the EU. The new Directive will be enforceable
on January 1, 2016.

2 EU, Brussels, October 2011, White Paper final — Audit policy: lessons from the crisis. Directive
2014/56/European Union, regulation 537/2014 both published in OJ L 158 on May 27, 2014.
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analytical statistical systems, over-consolidation of supervisory structures, and governance
rules that were no longer appropriate and required revision.

Seen as the period that blunted the risk of war, the 1989 collapse of the Berlin Wall in
fact liberated world finance without checks and balances of power. In a setting of insufficient
competition (in part resulting from a concentration of players as well as inadequate laws and
governance), key constituencies as well as their auditors failed to demonstrate the ability to
generate advance warnings about inherent risks. Such pitfalls were illuminated by data that
revealed unbridled economic growth and monetary expansion, and that suggested an eventual
predisposition to collapse — thus underscoring the need for advance consideration of effective
preventative measures.

QUESTIONS AND ANSWERS

The liberation and growth of money supply. Economics is represented in monetary units
and resulting regulation needs

Modern times

When did modern times start in terms of money?
In the 1970s and 1980s, which is called the transitional period, with the disappearance of
the link with gold and the fall of the Berlin Wall. Money became almost book money with
digital support.

What backed the evolution of money?
The growth of both population and wealth backed a need for more money to flow and
allow exchanges.

What other phenomena occurred?
Globalization and a development of exchanges as a parallel extension of the role of
finance in society have to be noted, as does the emergence of new kinds of money with
new guarantee attributes based on legal set-ups — that is, securitization.

How is employment in the financial sector important?
As a percentage of total global employment, with growth of population increase
in employment, it remains marginal (with the exception of capital cities such as
Luxembourg, London, New York, Hong Kong and Paris). The opposite is true in some
core cities, such as those noted above, where with concentration and consolidation the
financial employment sector is of paramount importance.

What is the result of monetary growth in terms of requirements?
There is a need for more standardization and regulation to provide better transparency for
the public regarding the instruments and assurances about the guarantees derived from
book balances. There is also a need for an independent third party to assess and guarantee
data and financial statements. Quality of standards, professionalism of auditors and
independence are all at stake.






Past and 21st-Gentury Money Analysis

“Monetary calculation as a method of thinking.”
“Monetary calculation is the guiding star of action under the social system of
division of labour.”

— L. Yon Mises

DEFINING “TODAY'S MONEY"

Beginning with the classical concept of money and its use, one may witness the brutal his-
torical transformation of monetary coinage into its contemporary form — that of purely con-
ceptual money that lacks any constraints previously imposed by a gold-backed monetary stan-
dard. The scope of today’s money has been extended to include financial instruments that are
complementary to banknotes and that may be warranted either by tangible assets, government
agencies or systemic financial institutions — the latter ultimately also backed up by the guaran-
tees of governments and taxpayers.

Based entirely on a free market economy devoid of any banking monopoly, and not
strictly imposed by law as merely coinage or bills, today’s new concept of money is highly
dependent on external drivers such as free trade and telecommunications. Impacted by new
market regulations and the effect of digitalized market exchanges, contemporary actors in
the monetary system cannot escape the question of whether even tacit acceptance of today’s
“new money” constitutes a social contract — where the ever-changing definition of money
reflects its increasingly diverse functionality.

MONEY DEFINED BY ITS FUNCTIONALITY

Following an ancient Aristotelian' analysis, money fulfils three economic functions: (1) a
price measurement standard that allows the price of goods to be fixed; (2) an exchange and

! Greek philosopher, born in 384 BC and died in 322 BC. See References.
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trading instrument that provides a stable means of payment; and (3) a reserve depository of
defined valuation that supports a given level of bargaining power.?

In comparison with pre-monetary barter economies, which required complex analyti-
cal methods (thereby impeding the development of monetary exchange-based transactional
systems), the use of money provides a simple and measurable first-tier pricing standard for
comparing different goods. The second function, namely for money to serve as a means of
payment, requires some qualitative attributes to ensure its fluid use: broad acceptance of what
mandates the “desirable” choice of precious metals, durability (non-oxidation of gold), a user-
friendly weight/volume limitation and the divisibility of monetary currency. Ultimately, its
third attributed economic function presupposes that money received in exchange for the sale
of goods can be held as a value reserve over time, with a low risk of loss.

Money allows for the measurement of most economic activities; similar to the arith-
metic summation of tangible or intangible transactions — however, in today’s environment,
monetary metrics themselves can no longer effectively reflect growing transactional com-
plexity in the absence of reliance on transparent financial reporting and accounting. Inargu-
ably, the nature of simple, real-time transactions between only two parties (for instance,
cash payment against remittance of a product) has changed appreciably in our contempor-
ary era. Just as bills of payment first appeared in 14th-century Europe (thereby replacing
the use of metal coinage with script-based transactions), cheque payment methodology is
rapidly being supplanted by today’s electronic payment modalities, at the same time as tra-
ditional clearing procedures on bankers’ books are being replaced by specialized commod-
ities, financial instruments, industrial goods or services, or general clearing platforms that
balance debits and credits between registered parties, without requirements for any physical
transfer of currency.

Reflecting such an evolution of economic exchange methods, the role of money is expand-
ing beyond a mere script-based means of payment, which corresponds linearly to account
postings. Rather, a central question today is where the limits on potential uses of money may
be found. For example, a recent issue of contention involved the mandate — if any — for cen-
tral banks to regulate Internet customer software interfaces (originally developed from plat-
forms supporting various airlines’ frequent flyer mileage programmes) that exchanged miles
as currency-convertible denominations on “peer-to-peer” sites, which in turn are capable of
indefinitely archiving electronic-value equivalents — in the absence of any legally validat-
ing statute of limitations. Is the self-regulation of such platforms a sufficient guarantee and
competition between currency qualities a possible answer to the need for safety of the actors?

To better understand the issues raised by the complexity of today’s transactional
exchanges and associated reporting via accounting standards, it is illuminating to examine
the core elements comprising most monetary transactions as Aristotle defined them, namely:
(1) the reproducible setting of a fixed or variable price; (2) a means of payment accompany-
ing a transactional exchange between parties; and (3) a value repository. At the outset of any
such analysis, it is essential to understand that as monetary-driven transactions are posted on
accounting ledgers, the relationship between these three functional roles for monetary instru-
ments can be distorted or unfavourably altered as a result of how financial accounting state-
ments are interpreted. Increasingly — and particularly in terms of transmitting information
about monetary instruments — the required trust in analysis is no longer driven by the quality

2Economists sometimes add a fourth economic function to define money as a “means of enrichment”
derived from interest earned on a given amount of money invested.
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and fixed valuation of metal coinage, but rather by the accounting interpretations that are
imposed externally on the monetary transaction environment.

The First Function: Price Setting — Money as a Measurement
Standard-Based Source of Information

The price is the result of a transaction by which two or more participants agree to pay for
the transfer of property of an asset or a service delivery. It has to be expressed by a number
of units that are monetary units. The price, as a result, is temporally and numerically unique
for all participants in the transfer. As such, it differs from value, which could be different
for each of the participants in the transaction. It is because of this major conceptual differ-
ence between price and value that transactions happen. However, from the unity of the price
resulting from a meeting of wills between participants, it results that money is required to be
used as a sampling instrument so that they can refer to the same counterpart for commitment
and acceptance. Acceptance grounds the basis for any money instrument’s existence. It has
to be expressed — either in a contract or not — driving a need for stamping a number on the
instrument itself. This stamping, combined with the offer or agreed-upon price, is the instru-
ment’s information. We will note that in its information or referential role, money does not
need to exist physically or contractually. It will only necessarily appear when a transaction is
concluded (for instance, the asking price for an asset such as a real-estate property is neither
a price nor a value — it is information). Nevertheless, the information provided by a publi-
cized price or tentative transactional price may have different interpretations depending on the
instrument which is then used to clear the transaction.

The transactional price, that is to say the expressed par value, is the first exchange factor
between two parties. In simpler terms, this concept is analogous to equating a fixed price with
a universal exchange ratio; that is, a given weight in metal represented by a specific numerical
notation, as imprinted on the surface of a coin or banknote. Money standards developed during
antiquity — Sumerian (27th century BC) and Greek (7th century BC) first,’ and then Roman
coinage,* which we already talked about in Chapter 1, did not bear a face value (Drachma,
Denarius, Aureus, Sesterce, etc.).

However, their weight-equivalent metal content imparted these currencies with an implicit
payment value. Examples of weight-equivalent precious metals include coinage standards of
that time consisting of precious metals: gold, silver and electrolytic forms (for instance, a
naturally occurring alluvial mixture of gold and silver said to be found alongside the Patro-
clus River, near Sardis). Notwithstanding the absence of any struck number on their surface,
coins could still be counted. With weight being a universal physical measurement standard,
and with differences in size recognizable by the diameter and thickness of struck coinage,
complex and sizable transactions were possible. Moreover, the utilization of a defined metal
weight standard constituted an innovation that provided a semblance of monetary unification,

3Herodotus: History, “To our knowledge, the Lydians were the first to stamp gold and silver, and to then
use gold and silver coinage...” The Bible also refers to land transactions and a census conducted by
Abraham in “shekels”. If Abraham is dated back to the 16th century BC, there is nevertheless an absence
of proof as to this date — as opposed to ancient Greece, we thus have no tangible proof about coinage in
this primeval instance. Furthermore, the Hammurabi Code refers to money as “giving prices to things
and services”. See Bottero (1995).

4Pliny the elder, “King Servius is the first to have stamped bronze”.
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in that exchange transactions across vast geographical regions, and between distant or remote
territories, were readily facilitated.

Other unifying factors included organized reconnaissance for suitable precious metal
deposits and sources, required for mass striking of coinage. The Divine’ Emperor Augustus (63
BC-AD 14, according to the Julian calendar) as already noted in Chapter 2, instituted monet-
ary unification of coinage rights over the entire Roman Empire that he had conquered. This
imperial expanse comprised all of the Mediterranean coasts, and the entire Roman Imperial
state with its advanced administrative set-up. Unofficially emulating procedures already in
existence with the Greek Drachma, various types of Roman struck coinage were differentiated
and valuated as visibly distinct measurement instruments — that is, not recognized solely by the
weight of metal they contained. With this advance in monetary coinage, the concept of a legal
tender device (meaning that creditors were obliged to accept the coinage by law) was born.®
Fiat money was subsequently introduced in parallel with this cycle of monetary innovation.

For almost a century the Roman Empire stood prosperous on the consistency and weight
standards of precious metal coinage. A century of disorders followed and the Emperor Aurelian
(AD 270-275) decided to issue the first Roman “guaranteed” coinage,” which introduced the
stamping of weight and consistency on the surface of the coin itself. Although basic metal
coinage would remain the general monetary standard over centuries to come, the appearance
of a stamped figure as an exchange value disconnected from variations in precious metal
valuation, which presaged the eventual emergence of other monetary formats, first appeared
in 7th-century China, along with the emergence of fiduciary money in the west. Derived from
the Latin term fides or “trust”, fiduciary money relies fundamentally on the public’s trust in
the issuer — for instance, the example of a guarantee of face value, as shown on a 100 Indian
Rupees bill: “I promise to pay the bearer the sum of one hundred Rupees”, and bearing the
facsimile signature of the Governor of the Indian Central Bank, though few people would be
able to verify the validity of the counterparty.

Nevertheless, convertible or claimable money became the reference for good script
money, and eventually emerged as the principal gold reserve-based currency paradigm that
western countries such as the UK, France, Germany and the USA utilized, until the advent
of the First World War (WWI). In other words, the fact that the money was redeemable via
a government bank issuer known to have sufficient gold reserves constituted an otherwise
reliable guarantee.

Maintenance of sufficient gold reserves became an essential element for sustaining
reliable currency/gold conversion ratios, but 20th-century history would reveal that major
economic and political crises could overcome monetary systems designed to maintain the

SThe “divine” qualification is only used to raise dispute from the reader, and to underline that he did not
consider himself divine. His contemporaries granted him such a qualification after his death. In many
respects, such as that of economic monetary regulation, his achievements were extraordinary consider-
ing the size of the Empire he helped grow, the period and available tools. He was a great ruler, handling
matters as they were for the benefit of the Empire’s citizens and the Empire as a whole.

¢ During the Peloponnesian war (777 BC), the Greek Drachma representing 4.5 grams of silver was
imposed on Delos league members as legal tender. A subdivision of the Drachma, 1/6th of it, was the
“obole”, which became a word meaning a very small gift in French.

" As a matter of fact, the nature of this guarantee did change with the disappearance of the gold exchange
standard, which occurred during the 1980s for most currencies.
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stability of currency valuation and convertibility against a gold standard. An interesting
example can be found in the case of the franc Germinal; France’s imperial currency that
was created on April 4, 1804 under Napoleon I, and that followed on the heels of unrealized
financial reform attempted by his predecessor Louis X VI of France and his Finance Minister,
Charles Alexandre de Callone.

Napoleon’s franc Germinal had a fixed conversion ratio of 322.56 milligrams of 90%
pure gold per franc, and the ratio remained unchanged for more than a century, outlasting the
abdication of Napoleon I, Napoleon III’s military defeat against Prussia at Sedan,® and for-
ward in history until the point where France was drawn into WWI. More than just representing
a national currency, the franc Germinal became the basis for a major international monetary
agreement. Known as the Union Latine, this first inter-European monetary union was estab-
lished in 1865 under Napoleon III. The Union Latine linked France, Belgium, Switzerland
(later Greece) and ultimately 32 countries (other than Germany and the UK) through a bime-
tallic (gold, silver) metal coinage system throughout which coinage was redeemable at face
value in any member country. The bimetallic system was based on the Napoleonic Germinal
franc (GF), with an equivalency of one gold unit to 15.5 silver units.

At the inception of this monetary union, the bimetallic design included rights for currency
holders to exchange gold coins for silver coins (and vice versa) at a central bank. Inevitably,
variable shortages of available coinage supplies emerged, specifically as a consequence of
metal price fluctuations driven by speculation — a trend that magnified any existing variations
in supply-chain availability of both coins and precious metal supplies. Ultimately, silver had
to be abandoned as a monetary metal standard, thereby underscoring the need for a unique
unified measurement standard.

During the post-WWI period — under the leadership of the then French Prime Minister
Raymond Poincaré, and following a devaluation that reduced the franc’s value to 0.0655 grams
of gold — the French government attempted a return to a stable gold exchange standard. How-
ever, given the rapid impact of the 1929 US financial crisis on Europe, the UK was obliged in
1931 to undertake a harsh devaluation of the pound sterling. This in turn impacted on the com-
petitiveness of the French economy, triggering a large decline in France’s share of worldwide
exports following strong growth after its Poincaré devaluation and return to the traditional
gold standard. It ultimately led to the 1936 election of the left-wing Front Populaire (along
with the institution of two weeks’ paid leave for all French working citizens). A subsequent
October 1936 currency devaluation brought the venerable French franc to a value of between
43 and 49 milligrams of gold from its 1914 original germinal value of 322 milligram. In 1925
Churchill, as Chancellor of the Exchequer, after a long dispute between its advisors and con-
trary to Keynes’ opinion, re-established the link between the British pound and gold, driving
high unemployment and difficulties in Britain.

Financially speaking, though a return to the old parity would not have been possible, a
return to a pre-WWI gold backing would have been, had the defeated country (Germany) paid
war reparations, as had been the rule in Europe for thousands of years. However, the defeat con-
ditions in the period between WWI and WWII were different from before. France had borrowed
debt capital from the USA and the UK, so as to finance its military role in WWI — a devastating
conflict for France that destroyed infrastructure throughout the north and east of the country,
including its most industrialized regions. Despite a clear intent to pay down its national debt to

8In 1870.
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the USA, and backed by the expectation of receiving war reparations from Germany, France
met resistance from the USA against attempts to conditionally monetize transatlantic remuner-
ation to the USA by using post-war restoration proceeds due from Germany. After reimbursing
the USA in full, France would ultimately be short-changed, as Germany would pay out only
9.5 billion gold Marks of the 68 billion Marks in fixed damages that had been mandated by a
1931 US-driven settlement. The issue in contention was not of parity, but rather that the debt
was linked to the most recent prevailing value of gold, and could no longer be repayable at the
gold value that was in force during the immediate post-war period.

Nevertheless, one has to remember that symbols are important to the public, and thus
to politicians as well.® A simple approach can be made today by comparing where gold was
accumulated the most — in the USA — then after 1925 in France, or where in counterpart it was
missing; in the UK and ruined Germany with political disorders. Also, the financial history of
great economies would demonstrate the impossibility of the gold model standard and why the
crisis came from the USA and not from Germany. In Germany Hjalmar Schacht, the Minister
of Finance, had re-established the currency situation of the country using the hyperinflation
caused by the distrust in the Reich Mark to buy it back with a new invented currency — the
Renten Mark — which was created in November 1925 with no real guarantee other than a
theoretical promise that it was grounded on farm land and industry.

By the end of 1925, Schacht had stopped the hyperinflation and was able to start borrow-
ing again, especially from the US banks. In the meantime, as a process that we will experience
again, excess money was retreating from safe assets to others such as gold or shares in the
USA, while US industry was discovering cars and refrigerators and experiencing scale econ-
omies more than other countries. Gold was frozen by central banks, with the USA not to use
it, and borrowing was being made available through excess money already floating around in
nominal amounts over the debt created by the war, which had been wiped off by inflation. For
the first time, the conditions for a money retrenchment were created. This happened on the
Black Thursday of October 1929. The assets in exchange price value would not meet the nom-
inal value of the loans distributed through the economy. Due amounts were in nominal value,
counterparts at price amounts. Value and prices were concepts that most refused to consider
as different because of this original, still prevailing, mental reference to a metallic system.

We can observe this prevailing mainstream idea when analysing the attempts that were
made to form regulated monetary systems for pricing during the inter-war period. The May
1922 Genoa Agreements instituted an intermediate system intended to replace the prevailing
standard of universal convertibility. The new system established a short-lived “gold exchange
standard” between central banks, pegged against the US dollar and the British pound ster-
ling. Given prevailing pre-WWII world trade markets characterized by competitive currency
devaluations, the financial environment was no longer compatible with a long-lasting fixed
link between currencies and the gold standard. However, keeping the reference to a past period
where the west dominated the world economically, no attention was given by political leaders
to the new context of the worldwide exchange economy. Strongly impacted by the 1929

°In 1958, as part of a “balanced budget recovery plan” designed by Armand and Rueff and under the
tutorship of French General de Gaulle (who strongly favoured the link to a gold standard), the franc’s
nominal value was divided by a hundred (e.g., 100 old francs were required to be exchanged for 1 new
franc). New 5 franc coins made of silver were a return to the traditional coinage that France had known
for more than a century. Not in silver, the 1 franc coin was also a replica of the old 1 franc coin that
France had known. 15 years later, the US mint would start removing its silver dollar coins.
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world economic crisis, however, this putative gold exchange standard was abandoned prior
to WWIL. Naturally, this occurred for a number of reasons, which included: (1) inflationary
pressures driven by pre-WWII trade barriers and (2) economic adjustments in response to
insufficient offers of reparation, as well as (3) economic drivers necessitated by mobilization
efforts required to repair the destruction of war.

Though direct financing of the economy did not yet exist, nevertheless no macro-economic
statistics were available in countries where a sufficiently stable currency existed to measure
the money which is genuinely in circulation, through lending. It was only when a crisis had
already broken out that those western countries tried to implement systems — some because of
crises like in the USA, others because they were preparing a war effort.

Again, the topic changed. The forgotten topic of pricing was no longer important in a
war economy where loans and taxes had to balance expenses and barter came back into use
between nations, especially communist ones.

With the adoption of the Bretton Woods Agreements in July 1944, a robust universal system
of free monetary exchange and semi-fixed currency trading rates between nations was reintro-
duced. The long-established convertibility between the dollar and the pound qualified these as
internationally recognized reserve currencies, while gold was re-legitimized as an international
reserve reference designed to provide stability, back up the dollar and maintain its value. How-
ever, the Bretton Woods Agreements made a semi-final change in concept; if gold were not avail-
able against outstanding money in other central banks, the pricing function of the central bank
had disappeared. The stored gold was only a reserve, and the system a commitment to currency
exchange stability action. When we see that the FED maintained the price of gold unchanged
for a decade, it does not mean that prices were stable. After the Korean war broke out, inflation
rose. Gold was neutralized by the mere fact that it could not be used to neutralize excess money.

In its practical implementation, the Bretton Woods regime only survived a finite number
of decades. Because of the accumulated deficit on its balance of payments, on August 15,
1971 the USA gave up on the dollar’s gold convertibility — primarily because existing gold
reserves were no longer sufficient to universally back up the dollar. To date, precious metals
are no longer a universal standard, and most world currencies derive their source of valuation
from margins on immediate exchanges and from the pegged value of loans, currency market
trading instruments and credit spreads. In fact, the contemporary face-equivalent monetary
note value for most transnational bulk currency loans is based either on the available GDP for
the nation in question, or on the capacity of the “currency note-issuing” government to bal-
ance its budget. The latter fiscal watershed for balancing debt versus revenues reflects three
essential elements: the ability to levy taxes on all elements of national production, the potential
to employ political or military leverage to impose the terms of monetary exchange, and the
capability of monetary or treasury bond reserve credit holders to obtain credits in exchange.

Moving away from the fixed Bretton Woods currency system after 27 years was a daunt-
ing task, and in December 1971 the “Smithsonian Agreement”'® introduced a transactional
role for free-floating currency markets — alongside introducing an increase in the allowa-
ble currency fluctuation rates from 1% to 4.5%. Concurrently, in April 1972, the common
market — then West Germany, France, Italy, the Netherlands, Luxembourg and Belgium —
established the European Joint Float. Under that protocol, individual member countries could
allow their currency to fluctuate within a 2.5% band, and collectively (known as “the tunnel”)
within a 4.5% band against the US dollar.

10 From the name of the Smithsonian Institute in Washington where it was signed.
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In January 1976, the “Jamaica Agreements” officially ended the multi-decade Bretton
Woods regime of fixed exchange rates and replaced it with a formally recognized floating-rate
exchange system. Technically in force up to the present day, the components of the Jamaica
Agreement were these: floating rates were legitimized and signatory states could enter the
foreign exchange market to even out “unwarranted” speculative fluctuations; gold was aban-
doned as a reserve asset; the IMF returned gold assets to member nations at current market
prices (diverting the resultant trading proceeds into a support fund aimed at helping poorer
nations); and IMF quotas paid by member states to the IMF were increased to $41 billion, a
value that has since increased to $180 billion. Most notably, it was now an accepted fact that
money functioning as a metric standard was based on member state self-evaluation.

The Jamaica Agreements may have resolved the arithmetic of measurement standards,
but not the trust in those measurements and in the unit denomination values of individu-
ally fluctuating currencies. In fact, from December 1976 onwards, currency metrics could
be based only on relative parities between units (more or less pitting the dollar against other
currencies). The Jamaican regime relied on the fact that currencies were legal tenders that
obliged holders to use such currency units alongside both legal and de facto banking mon-
opolies for the purpose of receiving deposits, including record-keeping and payment service
management. As such, the “legal tender concept” that obliges a creditor to accept a monetary
unit as payment for a transactional obligation was now solely grounded on the credibility of
the monetary note issuer, rather than on the absolute or even inherent right to convert that note
into a corresponding weight of a precious metal standard that no longer existed.

The Jamaica Agreements consequently and logically converted the previous metrics-
based approach into a voting system of member states. In order to change currency parities
and flotation bands, an 85% quorum of membership votes was required, including a “declar-
ation of intention” about what additional factors should determine parities between currencies.

A contemporary example that supports the importance of credibility assigned to the issuer
of a currency may be found in 2012 the recent Greek sovereign debt instrument crisis. During
this phase, the state issuer’s credibility has been challenged, based on the debatable quality
of statistical data on the Greek budget. Although potentially an extreme example, the Greek
sovereign crisis underscores the importance of trust factors.

In practical terms, there are two basic trust factors: (1) the capacity to levy taxes to an
extent proportional to the sovereign debt that has been issued and (2) trust in, or doubt about,
the fair representation of the financial situation as reflected in the statistics provided by the
state issuer (including trust in data elements provided with the help of bankers).!!

When considering the foregoing, an immediate follow-on question might be this: are
there additional aspects of misrepresentation relating to other countries that the primary
overwhelming focus on the modern Greek fiscal crisis will, in fact, obscure, especially when
examined by professional observers based in nations that have a secure tax system?

Two issues relate to the topic — the capacity to levy taxes and the capacity to collect them.
The USA, before an agreement was made by Congress, was confronted with the first one
while Greece had been experiencing both.

Decades before our current 21st-century issues came to the forefront of economic debate,
a visionary economist, Friedrich A. Hayek (1899-1992), understood the importance of

" Goldman Sachs was held responsible for helping the Greek government hide some of its debt through
financial instruments.
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financial statements arising as the result of price measurement. He wrote: “uncertainty in
valuation results from the liability in the variation of the value of money itself. Of this the
merchant, the accountant, and the commercial court are alike unsuspicious. They hold money
to be a measure of price and value, and they reckon as freely in monetary units as in units of
length, area and weight.”

The implication is that the prevailing trust in the expression — money par value — has been
overvalued. Again Hayek writes: “If old truths are to retain their hold on men’s minds, they
must be restated in the language and concepts of successive generations. What at one time are
their more effective expressions gradually become so worn with use, that they cease to carry
a definitive meaning. The underlying ideas may be as valid as ever, but the words (even when
they refer to problems that are still with us) no longer convey the same convictions; the argu-
ments do not move in a context familiar to us, and they rarely give us direct answers to the
questions we are asking.”!?

The question of “par value money” as a measurement standard has also changed
consistently with the way modern trade is operated — namely utilizing very few physical
transactions compared with the vast number of purely financial and electronic transactions
receiving the same contractual support. When markets are efficient, the matter of money as
an intermediate valuation tool has lost some, if not all, of its paramount importance. The
concept of monetarily defined price is no longer pricing at market support levels, but at
times has emerged as a mere figure quoted from a transactional or brokerage insurance pre-
mium for hedging activities.

Today’s money has changed in terms of how it is used consistently. Money is now:
(1) dynamic (e.g., flow overrides stock value, thus determining the rising importance of trans-
actional speed); (2) dematerialized (virtual transactions); and (3) conventional (i.e., grounded
in accounting ledgers and standards). Providing a revised modern basis for currency dura-
bility, trust and credibility can no longer be based on gold. In today’s monetary environment,
precious metals only represent mere tangible goods that are unfit to be a standard for an
essentially non-tangible economic system — one lacking any limits on the type, frequency
and number of transactions (especially digital) that a plethora of economic and commercial
actors can generate. However, given that transactions must be posted and amounts added or
subtracted accounted for, more than ever today’s money retains its numbering measurement
function.

Accordingly, a prerequisite of the contemporary transactional environment is aware-
ness of which individuals and entities (including institutional mechanisms) will guarantee
the measurement function required of contemporary money. In past eras, officers of the King
(or Queen) inspected markets to control and ensure that merchants were not embezzling data
on precious metal weights, etc. In contrast, our present environment requires that trust in the
monetary system is maintained in the context of appropriate regulatory regimes (commercial
law for exchanges, clearing rules between nations, etc.) — regimes which help maintain stable
valuation for money. Notwithstanding, in a broader context money remains a mere financial
instrument, since other conflicts impacting trust can emerge in terms of the extent to which
the currency issuer is able to confirm national economic health and sound budget policy that
supports the tender value of a nation’s currency.

ZF.A. Hayek (1899-1992). The Constitution of Liberty, introduction.
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The Second Function: A Payment and Trading Instrument'®

Being denominated in increments, money can be used transparently to clear a transaction.
The applicable transactional spectrum may range from an exchange against tangible goods
(food, appliances, etc.) or intangible services (e.g., downloading music from the Internet), to
a simple reciprocal monetary contract (lending, deposit, etc.). Liberated from the burden of
physical metal currencies or direct links to a precious metal standard, today’s money transfers
(payments, deposits or withdrawals) can be made by straightforward posting on physical or
electronic ledgers. These postings are equivalent to closed transactions contingent on time-
specific proof of the debtor’s acceptance and the bookkeeper’s (bank or payment service pro-
vider’s) confirmation as to a repository of and command over money or lending capability.'

Considering the small and still diminishing volume of remaining coinage and bills,
modern money is mostly scriptural in nature (see Chapter 5). New attributes and risks are
emerging alongside the non-material or intangible consistency of contemporary money. In the
electronic age, money can circulate and be exchanged at the speed of light, without limitation
on transactional speed — especially compared with any other means of payment. The proof of
such circulation rests on electronic means and auditing follow-up. The process can be prone
to forgery in a manner analogous to the risk of absence of material proof — or its verification —
that democratic laws require in order to convict the dishonest. In other words, a forged paper
does not necessarily designate the counterfactors specific to a transaction, but nevertheless
constitutes proof in and of itself.

Given that monetary transactions require recorded evidence (physical or electronic) as
proof, this fact raises new issues in the contemporary monetary environment; for instance,
the need for adaptive posting methodology on regulated books (in the face of a virtual lack of
any limitations on transactional speed), as well as attendant issues that relate to balancing and
clearing functions, and categorization and choice of ledgers that should be utilized for record-
ing and tracking activities — which in themselves are in a nearly constant state of evolutionary
flux. A few examples may be noted: what if all transactions were to be kept open indefinitely
without balancing and clearing? The resulting record-keeping function would rapidly become
untenable, particularly in terms of summating transactional flow. Moreover, questions of how
and when transactions should be cleared, and what constitutes a clearing function, all become
critical issues in the auditing world that tracks the exchange of modern monetary bills and
instruments. In addition, there are legal issues regarding competent jurisdictions and geo-
graphical territories, notions of which are increasingly impaired in the electronic age.

The Third Function: A Reserve

When issued, money may exist by itself without any use for immediate transaction. It is a stor-
age hall for value. By virtue of their underlying guarantee, different types of monetary instru-
ments (as well as mainstream forms of fiduciary money notes) all constitute a value-equivalent

13We use the words “payment” and “trading” combined for simplicity to focus later on the fact that ex-
changes may be paid in the sense of being cleared with any kind of exchangeable financial instrument
and not only with bank bills.

14This is the purpose of the European directive for a Single Euro Payment Area (SEPA), EU no. 2007/64,
creating an automated European system of payments and regulation EU no. 260/2012 — issued as of
March 2012 — for the purpose of setting technical constraints on wires and transfers.
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reserve for their holders. Viewed as a whole, scripted money can accumulate on accounting
ledgers without limits imposed by regulatory regimes (e.g., prudential ratios), or management
constraints imposed by entities that handle the flow of trade balances or that accept deposits
(not necessarily only banks or savings institutions). When the balance of cash or other liquid
assets referable to one specific source of ownership exceeds the levels of capital required to
clear expenses or guarantee operations, then the concept of a monetary “reserve” invariably
enters into play. Of course, it remains axiomatic that each individual account holder or enter-
prise may be characterized by differences in the volume of disbursements and collections.

Accordingly, the appropriate determination of what fraction of a balance corresponds to a
reasonable reserve volume will differ between diverse business sectors and individual account
holders. The variable concept of how to define appropriate reserve levels is important simply
in the context of the overall impact that countless such determinations have on monetary
capital flow through the economy, particularly when considering the measurement function
of money.

Throughout the applicable technical literature, this is described as the determination of
the “needed endowment”."> The question raised at that stage is about reserves and savings in
the Keynes formulae, and what share of available money is going to be limited in availability,
and to what extent. We are talking about households’ free money compared with committed
money, and we can immediately say that there is no set material border between the two categ-
ories, not even talking about individual liberty and different psychological profiles. Many
authors have discussed extensively how to operate the Keynesian functions individually and
combined, and how they will interact with prices, changing therefore the borders between
reserves and total money issuance.

LINKS BETWEEN MONETARY FUNCTIONS

Although links between the three described functions (measurement standards, payment
instruments and reserve function) are obvious, both the nature and flexibility of their inter-
actions — particularly in terms of the trust issue — are subject to substantive variability. Unlike
some contemporary economists, Von Mises, Hayek and Keynes understood'® that assigning
a par value to a monetary species is an enabling valuation facility subject to market-driven
variation, but not an absolute physical measurement. In an October 2011 public speech,”
European Internal Market Commissioner Michel Barnier reminded us that the convenience of
ignoring this reality is one underlying cause of failure for auditors of financial records.

A classic example of this phenomenon can be encountered upon the convergence of
business records as a consequence of a legal merger, where two participating legal entities

15 Aubin, J.-P., How Much Money Endowment is Needed?; Aubin, J.-P., et al., Applied Functional Analy-
sis. Economic Theory & Philosophy. See References.

18F. Hayek, writing in The Constitution of Liberty. At the head of his chapter “The Monetary Frame-
work”, Hayek quoted the work of Keynes (The Economic Consequences of the Peace, 1919, pp. 220—
221): “there is no subtler, no surer means of overturning the existing basis of society than to debauch the
currency. The process engages all the hidden forces of economic law on the side of destruction, and does
it in a manner which not one man in a million is able to diagnose.”

7FEE Brussels.
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remit all of their issued shares as proceeds in exchange for a single new set of shares. Another
variant is a single entity absorbing a second corporate entity and issuing new equity shares to
the absorbed entity’s existing shareholders against the net equity brought into the transaction.
The disclosed price for the transaction bears little effect on nominal remuneration and is, in
essence, irrelevant — being intended merely to satisfy bookkeeping and taxation purposes.
Only the securities exchange ratio is of importance to the stock holders of both entities — in
other words, whatever transactional price may have been set, the key issue is the specific
number of new shares that stockholders will receive in exchange for their original shares
(i.e., preservation of an acceptable percentage of equity ownership is of primary transactional
importance to the investor).

When the Roman Emperor Aurelian had metal coins stamped, or more recently in the
20th century when F.A. Hayek, the prominent economist and advisor to the Austrian government
from 1926-1929, recommended that a different quantity of coinage be issued than the govern-
ment had intended, it was necessary to disconnect the value of coinage from price structures.

These examples underscore the realization that money has no greater intrinsic role than
as a contractual instrument aimed at effecting payments (i.e., the discharge of an obligation).
One may also recall that the first bills-of-credit issued in North America (Massachusetts Bay
Colony, 1690) had a limited time of validity, ensuring that this type of currency could not be
used to form or hold a long-term value-equivalent reserve. We focus on this issue because the
ongoing evolution of money towards an immaterial instrument adds greater importance to our
remarks, for instance when considering the potential destabilizing role and impact of flash
trading or black pool market exchanges.

THE INTRINSIC DEFINITION OF MONEY

Money is not only functional, for being so it needs to be able to provide the user with a fixed
sampling unit (see the Glossary), which allows the value measurement and price setting of
any good or service and comparison from that perspective. Of course, for exchanges to oper-
ate successfully, this unit must be a number combined with a fixed reference. Precious metals
were the most commonly used references. The point is made here — as further on, during later
developments — that gold disappeared as such, or at least became much disputed. We need to
explore in detail what is needed to replace it, or what has already stealthily replaced it.

A Trifunctional Monetary Support System

Gold as a Universal Standard — Evolving from an Intrinsic Value Basis for Metal Goinage

into a Reference, and Beyond into a Reserve

At this point in our discussion, we can hardly avoid the question of why gold — at times dis-
paragingly labelled a “Barbarian relic” — always returns to human consciousness when any
monetary purpose with broad implications is considered. There is a mystic quality imparted
to gold, one that cannot be simply disregarded when several billion earthly inhabitants use
gold as jewellery, or in exemplifying individual and collective dreams of beauty, wealth and
social status. Moreover, gold is deemed valuable under conditions of conflict, when it is still
universally accepted as having an exchange value; this is easily understood for many parts of
the world that are exposed to social and political unrest, where local tenders are of doubtful
use to holders who are potentially exposed to the threat of displacement.
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Sharing a common view with Charles de Gaulle, Rep. Ron Paul'®!? and Edwin Vieira Jr.,
many politicians and economists have acknowledged the virtues of gold; a durable and elec-
trochemically neutral metal not in the sole possession of any source. Recently discovered
Byzantine coins have been found to be in splendid shiny condition. In comparison, had they
been buried only a century ago, paper dollar bills issued by the US FED would have decom-
posed well before our time. Yet, the historical and enduring trust placed in a precious metal
whose prime use is in jewellery consistently drives savings, induces confidence and hoarding
and, not infrequently, fuels destructive speculation. In fact — where diversion and hoarding of
metal coinage for profit resulted in a metals market price for coinage that was higher than its
face value — speculative destabilization has triggered restrictions on the mining and minting of
precious metals at different historical moments.

In our time, the link between money and gold (only available in limited quantities,?' while
fiat money is not) either rests on direct convertibility via the currency issuer (the so-called but
presently inactive universal gold standard) or on a counterpart system between central banks (the
gold exchange standard). Without returning to a precious metal weight/purity-defined currency
model (X ounces of gold = ¥ x 1 monetary unit — as with the Germinal franc),? as utilized by
the monetary agreement known as the Paris Convention of 1865 (Union Latine)* — for instance,
were gold retained by any nation’s central bank, say to make payment on a transnational deficit
on the balance of payments between two nations — it is fairly unlikely that any voluntary transfer
and delivery of precious metal to a counterparty central bank would actually transpire.

This was the essential rationale that US President Nixon’s Administration was obliged to
adopt, in order to justify its historical mid-1971 disconnection of the US dollar from its pre-
vious link to the gold standard. Since that moment, gold has become a mere reserve of value
for central banks, as it is for individuals. The resulting magnitude of this residual global gold
reserve appears insignificant, specifically in comparison with the size of the presently circulat-
ing worldwide scripted money supply.

8 Monetary history from antiquity to the Middle Ages, and beyond into the 19th century, was character-
ized by the problem of how best to compare the respective values of precious metals (silver and gold).
A further consideration was the minting cost of small bronze coinage that was produced at a lower price
than the value of the metal it contained, but that (due to its low value) did not need to be saved as a re-
serve or withdrawn from circulation for speculative purposes.

1 Ron Paul, Member of the US House of Representatives. Author of The End of Fed, Grand Central
Publishing, 1989.

2 Piece of Eight. The monetary power and disabilities of the US constitution, revised edition, 2002.

21 Projections claim that an estimated 140,000 tons of gold have been extracted since the beginning of
human history, 120,000 of these still being in existence. Currently, in rough figures, 1/3 of the available
planetary gold is used for jewellery, 1/3 is acquired by banks or for savings reserves, and the balance
of gold has been acquired by central banks — despite an official decision in force since 1971 for central
banks to sell their reserves of gold as these are no longer intended to back up the value of world monetary
supplies. From 1959 until today, between 2000 and 2500 metric tons (MT) of gold have been produced
every year, with the USA contributing 230 MT/yr to that figure. At $1800 an ounce (0.031104 metric
grams), the present levels of gold production would represent a value of $1.5tn a year, to be compared
with a US monetary base of $2tn, a Eurozone base of 1.2tn euros, and a world GDP of $57tn.

22(.32256 grams of gold for 1 franc. See “The First Function: Price Setting” earlier in this chapter.

2 That will set the exchange rate with gold for 100 francs (called the gold franc) at 3.25 grams with
grade 900.
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The real reason for gold is the reserve functional role of money. As such, gold is durable.
Gold is both a physical unit (its weight as coinage) and inviolable as a support (the metal). These
imperative qualities of reserve money will still be required over time, whatever the chosen unit and
its support. Only the means to reach them may change with technical and sociological progress.

There are two key aspects pertaining to the role of gold as a monetary instrument. The first
aspect is that gold disappears (speculative profit-driven diversion/hoarding) when not available
in sufficient quantities to satisfy the ongoing needs for either coinage (ancient history)* or a
given volume of issued script money (including treasury bonds or claimable public debts), as
experienced in modern times. Moreover, history has shown that paper currency-to-metal con-
vertibility is negatively impacted when precious metal demand is not satisfied — the most recent
example being the August 1971 disconnection of the US dollar from the gold reserve standard.

As we have already noted, the trust factor surrounding the stability of fiduciary and
script money implicates the need for a credible guarantee. As such, even if disputable gold
were to be accepted in exchange for monetary tender, the trust requirement would, by
necessity, impose a stable ratio of exchange between the weight of precious metal that was
set to define units of value, and then the expressed value itself. If such conditions were not to
be satisfied, then only metal transfers using weight-based guarantees could be retrieved. Of
course, disconnection of monetary systems from the gold standard does not imply that gold
has disappeared from the monetary economys; it has not. It simply denotes that gold stocks
are now held by central banks and other interests, and not surprisingly that the value of gold
has risen for the reasons discussed, as well as a number of unrelated macroeconomic factors.

The second aspect of interest relates to gold’s measurement function. The existence of a
measurement standard used to clear foreign exchange balances is a need that only money itself
can satisfy. Such balances are, by definition, a reserve for any and all entities that at the outset
(prior to transactions) have no determined counterparty. In general, such holders of “balances
due” request validation via a reserve value measurement standard, a number of defined units.
Other ways to avoid detaining balances that cannot be cleared or can only be cleared with
instruments that cannot be used because of their lack of standard value, economic agents will
stop exchanging with all consequences.

Since Bretton Woods, there have been discussions on what should constitute an appropri-
ate monetary reference basis. If gold no longer satisfies a range of requirements in this regard
(in the preceding discussion we already mentioned the issue of limited availability of precious
metals under a range of potential circumstances), it stands to reason that consensus is lacking
as regards acceptable new measurement and reference tools for defining and standardizing
monetary systems — aside from propositions and rejections made at Bretton Woods, which
involved a basket of choices in raw and natural materials.”

In the absence of a broad consensus in the post-Bretton Woods era, central banks still
retained their gold stockpiles as a reserve, equivalent in value to a large fraction of their
monetary note assets:*® 65% for the USA, 80% on average for Germany, France and Italy,

2 Ancient coinage more frequently consisted of silver than gold, even if both metals were available.
Reasons included a more readily available supply of silver, or the need to avoid intentional or speculative
diversion by individuals when the value ratio changed in favour of gold.

3 “Bancor”, proposed by K.M. Keynes. See Glossary.

2 IMF publishes the tonnage of gold held by central banks. As of June 13, 2014 data published on web-
site at “about international”, the EU Eurozone stands first at 346,50 Million troy ounces and the US at
261,5 Million troy ounces.
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2% for China” and 18.7% for the UK (which did not comply with this general under-
standing). This situation began to evolve further with Eurozone financial consolidation prac-
tices that provided for maintaining currency reserves. In regard to China, despite the Yuan’s
non-convertibility there is an observable trend in that direction, for instance with the issuing
of Yuan-traded bonds by the Chinese central bank — whose current policy is to diversify and
grow gold reserves by purchasing all Chinese gold production at around 400 MT per year.?®

In addition to the key aspects of supply/demand and measurement function that character-
ize the role of gold as a monetary instrument, precious metals have an additional virtue. Given
their fluctuating availability in different quantities, precious metals can be used in a variety of
ways, have different users and can be substituted for one another during shortages. This trend
has characterized the history of gold and silver over millennia. Historical experience illu-
minates the need for segregated currencies that can be circulated concurrently, depending on
exchange pricing and on the accumulation potential of the economic agent. These patterns of
variability have related to numeration tooling and have led to the formation of different classes
of coinage, for instance the Aureus and Sesterce used in Roman times.

Table 3.1 shows the price of gold in troy ounces [0z.] (one troy ounce = 31.1034768
grams) at year-end, from 1921 until 1965. As may be seen for the 50-year period beginning
after WWI and extending well past the Korean war, the price of gold nearly doubled, from $20
to $37.44 per troy ounce.

TABLE 3.1 Gold prices in US$ per troy ounce 1921-2013
GRAB

Table of historical price
Gold spot $/oz. price

Period: December 1921-December 2013
Currency: US$
DATE PRICE DATE PRICE
Dec-13 1207.00 Dec-70 37.44
Dec-11 1563.70 Dec-65 35.12
Dec-05 517.00 Dec-60 35.27
Dec-00 272.25 Dec-55 35.03
Dec-95 387.10 Dec-50 34.72
Dec-90 382.80 Dec-45 34.71
Dec-85 326.80 Dec-40 33.85
Dec-80 589.75 Dec-35 34.84
Dec-75 140.25 Dec-30 20.65
Dec-71 43.48 Dec-25 20.64
Dec-21 20.58

1931 was the year for devaluations (major currencies against gold) and 1971 was the year
of dollar disconnection.

2 China may be buying gold directly from Chinese mines; most of their production is estimated at
900 tons a year, therefore this figure may be totally understated.

2B The latest report of Thomson Reuters GFMS (Gold Field Mineral Services), dated January 16, 2013,
indicates net buying by central banks of 536 tons (equivalent to 18.7% of mining production). Gold is
defined there as a safe asset alternative to sovereign debt.
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The End of Gold

As already discussed, the 1976 Jamaica Agreements mandated de facto separation of the
gold standard and reserve backing from the world central bank monetary system. As shown
in Table 3.1, as the world banks attempted to terminate interbank and exchange gold sales —
despite market resistance to the Jamaica injunction — the price of gold experienced a 30-fold
rise in the 35-year period between 1975 and 2013 (i.e., from $140 to around $1250 per troy
ounce).

Benefits Arising from the End of the Gold Standard

As had been recommended by Belgian/US economist Robert Triffin,” the release of precious
metal links with limited availability allowed for the formidable development of script money.
However, this new direction in monetary policy required an improvement in diagnostic over-
sight as to the economic health of currency-issuing nations — particularly since their national
debt structures were no longer limited by the gold reserves of their respective central banks.*
On the contrary, a pure monetary supply (decoupled from gold and thus less dependent on
constraints imposed by national debt) could now be more easily adjusted in volume, for
instance to meet the needs of public exchange markets while adapting to external economic
dynamics and growth.

The nature of money had changed. Now defined in currency-denominated units moni-
tored by accounting standards, the concept of debt and both the rules and process set up to
monitor financial data had assumed a new level of importance, as predicted some decades
earlier by Hjalmar H. Schacht,’! architect of the German economic recovery following that
nation’s historic post-WWI monetary collapse. Moreover, with post-“gold era” bargaining
power increasingly leveraged through assets and liabilities (as posted in detailed financial
statements — including those of governments), these are now linked to levels of liquidity and
solvency, reflecting the depth of financial markets and other factors such as transparency
with regard to tainted information on the quality of counterparty-dependent instruments. One
example of the latter may be found in the August 2008 suspension for a few weeks by BNP
(Banque Nationale de Paris-Paribas) of reimbursements on treasury-backed market and ABS

#Born in Belgium, Robert Triffin (1911-1993) was a Yale University professor and economic advisor
to President Kennedy. Triffin explained the paradox of a reserve currency — due to its dual role both as a
standard and as trading money — such that the maintenance of its quality valuation required limitations
placed on gold’s availability. This constraint in turn was in direct opposition to the need to maintain a
needed supply of gold flowing into central bank reserves, so as to back up economic growth and the
expanding monetary base. This opposing duality in the monetary reserve-linked role of gold is referred
to as “the Triffin paradox”.

30 Currency Wars: The making of the next global crisis by James Rickards gives, on p. 243, the implied
price of gold needed to cover US M1 at a 40% rate. This price as of 2011 M1 level would be $2590, and
$12,347 for M2. Combining the USA and China, the required value would have been $6993 for M1 and
$44,552 for M2.

31 Hjamar Horace Greely Schacht (1877-1970), President of the Reichsbank from 1924-1939. Despite
his release from all public assignments in 1939 (and with the exception of the BIS seat that he retained
during the war) he was tried at the Nuremberg War Crimes Tribunal, but was not sentenced.
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money market mutual funds.’? For several weeks, BNP honestly declined to pay out on the
hosted instruments, as they had lost their market liquidity, with the consequence of losing total
price value on many of the instruments.

HOW TO GROUND TRUST IN MONEY: AUDITED FINANCIAL STATEMENTS
FOR GOVERNMENT AND CENTRAL BANKS

Aware of their growing dependency on “non-gold-backed” currency trust issues, most govern-
ments proceeded to set up financial statements, the conceptual design of which today closely
parallels that of financial statement methodology and structures used in the private sector.
Naturally, central banks had already long followed this practice, since their institutional origin
had been privately set up and subsequently chartered by governments to issue bills-of-credit
or coinage. In the modern era, however, with the complete disappearance of privately issued
money — and as the sole issuers of national currencies — governments needed to gain the con-
fidence of markets and thus regularly submitted their yearly financials to accredited independ-
ent external audits (in the same manner as any market-listed company is required to do, i.e.
when accepting (borrowing) capital from public market-based investors).*

SEIGNORAGE AND THE PRIVILEGE OF ISSUING AND STAMPING®* MONEY

Traditional Seignorage in General

The right to coin money and stamp it, as seen in ancient times, belongs today to the state. It is
usually included in their Constitution. To give two examples, let’s quote those of the USA and
UK. For the USA, Section 8 of the Constitution provides for the power in paragraph 5: “To
coin money, regulate the value thereof, and of foreign coins and fix the standards of weight
and measures.” In the UK, the 1706 Treaty of the Union, which merged the Kingdom of
Scotland and of Great Britain in article 16, paragraph 5 unified money. With additional legal
texts, such as the US legal tender act of 1862, the issuance of paper money was authorized but
had actually already happened much before or at the same time as the coinage privilege. The

32Not able to ascertain the value of its own vehicles, BNP decided to suspend reimbursement of its shares
for a few days.

3 Following a protracted period of high public deficits, and as a result of reforms aimed at instituting a
balanced budget, Canada became the first western country whose books were subjected to a clear opinion
from auditors. While serving as Canada’s Finance Minster from 1993-2002, Paul Martin (b. 1938) led
the revolutionary effort to successfully implement a progression of balanced budgets. Despite this mile-
stone, the IMF criticized Canada for not aggressively employing new types of financial instruments,
a fact that would eventually prove advantageous. Benefiting from a very high concentration of fiscal
resources, a relative paucity of “toxic paper” and strict prudential ratios, Canadian banks were effec-
tively immunized from many of the effects that their US counterparts encountered during the 20072008
financial crisis. Unlike the USA, where GDP fell to 3.4%, Canada’s robust economy did not require
monetary injection in the face of a solid 8.5% GDP. See also Edey, M.L. and Hviding, K., OCDE/6D(95)
Economics Department Working Paper no. 154, Economic Studies no. 25, “An assessment of financial
reforms in OCDE countries”, Paris, 1995.

3+ See the Glossary for stamping being distinguished from sampling.
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constitutionality of money issuance combined with the right to levy taxes brought something
new and necessary — generality and the legal tender concept. Governmental money has to be
accepted by citizens and legal tender may be used to pay taxes. Between citizens, the nation’s
currency (from the word “curraunt” — circulating) cannot be refused as a medium of exchange.
A nation’s currency becomes a medium for its holder to satisfy an obligation for a value struck
on a coin or stamped on a paper bill. The right for the sovereign to play on values is derived
from this set-up, and is a very controversial topic of monetary policy that grounded, after
financial failures, the stream of ideas pleading for a return to the gold standard.

With the absence of gold as a monetary reference and given an internationally adopted
philosophy that opposes intervention on currency exchange markets, the monetary privilege of
seignorage has all but disappeared — notwithstanding its ancient roots. Traditional seignorage
persists in a tiny niche area, where it is invoked by former minting administrations for the sale
of collection coinage to the public (essentially pocket money without monetary effect). His-
torically, however, any effective impact of seignorage had already dissipated when Germany
and France went to war, and when the gold reference was abandoned. In prior centuries, how-
ever, seignorage provided a useful tool for governments, due to the difference between the
intrinsic metal value of the struck coins and their face value — the resulting margin allowed
for generation of a profit that could be used to finance government operations. This historical
anachronism constitutes one reason why, in the wake of the French Revolution, Jefferson and
other like-minded statesmen opposed to autocracy were equally ill-inclined to embrace the
concept of a seignorage-mandated central bank that could yield institutional power outside the
purview and even support of an elected Congress.

The Modern Seignorage Privilege

There are two privileges to be distinguished, the first being a monetary issuance privilege or
the authority to issue paper bills or script money, and the second being a stamping privilege
to designate a “par value” stamp or figure as an indication of value for a given denomination
of money.

The Issuance Privilege

One justification originally supporting the argument for a gold standard was the link benefit
of committing governments and their central banks to a limit on the accumulation of metal
reserve equivalent to the level of national wealth. Even without a gold standard, chartered
banks (at least in the USA) were limited in equating their fair reserves to the level of so-called
“good deposits”. When combined with a gold standard, that concept was acceptable, if not
favourable.

However, when the rules changed to “our institution will only buy your commercial bank
papers and treasury bonds”, by artificially impacting values, interest rates and liquidity vol-
umes this approach could be interpreted as equivalent to embezzlement. It served to obscure
the multiplier effect of credit and, with direct and indirect tax exemptions, impacted treas-
ury bond values. These exemptions comprise the government bonds and debt issuances with-
holding tax exemption, municipal bonds not taxed at the local level, and/or special vehicles
(insurance companies, pension plans, etc.) enjoying a range of tax benefits. All these instru-
ments could have “obscured” taxation benefits inside their currency zone of origin, or taxation
advantages outside the respective primary currency zones — with such zones being designated
as reserve territories by corresponding central banks.
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In view of the above and depending on how it was practiced, the pure monetary issuance
privilege may thus be termed as “exorbitant”, for instance when a currency was to be accepted
on a larger scale than defined by its own territory or regional monetary zone. In this context,
the IMF website even refers to the classic comments of the then French Minister of Finance,
Valéry Giscard d’Estaing, when talking about the US dollar. The IMF uses elements of his
classic quote in referring to the special case of the US dollar as: “the existence of a greater
macroeconomic space accorded to a country, issuing a major reserve currency by virtue of the
greater liquidity of its market, the ability to borrow in its own currency abroad at lower cost,
and the seignorage earned from issuing an internationally used currency (distinct from, but
associated with, its role as a reserve asset).”®

The issuance privilege is a trust requirement to adjust the quantity of available instru-
ments to current needs, and therefore guarantee the stamping value we talk about. As we will
see later, the pricing mechanism of monetary instruments is not linked to real transactions and
therefore no longer naturally limited as it was with, for instance, the gold standard. Therefore,
a trustworthy third party and a stable mechanism are necessary to determine the quantity of
money that should be available. This concept by itself supports the existence of compensation
for intermediation, the seignorage. One will see that the question is whom and how. An issuer
who declares that they will limit the quantity of instruments if credible will gain trust in the
same way as any rare object has value. Should seignorage be a monopoly or not? That is the
question.

The Stamping Privilege®

Granting a constitutional right to set the value of a national currency denomination is equiv-
alent to granting the right to use an imprinted measurement tool designed to support monetary
exchange mechanisms. In many settings, the precise definition of this right is widely open to
debate.’” In the USA, such a right should be interpreted in the historical context of coinage,
and the failure of the original continental bonds (issued during the War of Independence). In
this narrow case, the stamping privilege was initially intended to guarantee the face value and
exchange value of the US dollar against a range of foreign coinage then in use in the post-
revolutionary United States.

Before constituencies enable democratic governments to exercise such a right, there
is an implicit (but practically unrecognized) duty to consider whether a government will
behave as any responsible private entity would to limit indebtedness. Hence, an unlimited
monetary stamping privilege has generally not been considered historically (and if it were,
it would have been condemned). One example supporting this position can be found in the
discourse between the ailing pre-revolutionary French monarchy and both Thomas Jefferson
and Benjamin Franklin — all parties that were intimately familiar with the financial reform
projects of the then French Finance Minister de Calonne. These reforms were rejected by the
“Etats Généraux”, so called by Louis XVI, but after subsequent monetary failure the second

35 See the IMF website at imsrefor.org/about/glossary — Reforming the International Monetary System,
Commonly used terms and concepts.

% See the Glossary entry for stamping.

37 Article One, section 8 of the 1788 Constitution states: “The congress shall have power (...) to borrow
money on the credit of the United States (to coin money, regulate the value thereof, and of foreign coin,
and fix the Standard of Weights and Measures...”
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generational iteration of financial reform was ultimately adopted by the new French Republic
in 1791 (see our previous discussion on the evolution of the Germinal franc). Of course, such
historical examples are of interest only to the extent that the respective economic, fiscal and
political environments are reproducible.

From a cursory 5000-year review of economic historical precedent, however, no single
relevant example that illuminates this issue equivalently may be reproduced in our time. As
the underlying privilege of monetary stamping survives and prevails in our time, it continues
to be legitimized by a combination of societal trust and free market forces. Thus, one must
accept its existence, albeit pondering the best methods for reigning in a privilege of otherwise
immense state power.

It is generally agreed that governments have a public service duty to keep their constitu-
encies prosperous but also to collect tax levies, as the very governments tasked with main-
taining economic prosperity need to be kept in fiscally sound status — not prone to economic
collapse or sovereign default. In other words, the consequence of fiscal state failure rapidly
impacts the public, which is dependent on state-issued currency. This is of considerable
importance when considering self-destructive societal processes. When the “Schumpeter cre-
ative destruction”® effect is applied to entire economic systems and societies, the impact is
not self-limiting as it might be for an individual company entering bankruptcy. Even recently,
however, the financial world has witnessed the global impact that the collapse of bulge bracket
banks or transnational insurance conglomerates can generate. Nevertheless, the consequences
of a self-destructive societal economic collapse generally have even more deleterious out-
comes, frequently ending in external military conflict and civil warfare.

The preceding theory points out the fact that both monetary measurement standards and
multilateral surveillance of money stamping and issuance are necessary in tandem — and are
preferable, if not superior, to a gold standard function that is required to combine all these
aspects in one level of functionality. Any present or future international monetary agreement
or regime thus needs to address the methodology to be adopted for measuring and defining
the unit of currency. This includes the conditions for warranting the measurement unit as well
as the conditions for insuring public trust and sustainability of the currency system — in the
public interest of conditionally securing the best optional position for a society to maintain
prosperity. To further expand on this issue, one needs to consider the new global monetary
environment that contemporary society is confronting today.

Nevertheless, even if backed up by metal reserves, there is confusion in the minds of
many between the “value”, stamping® and nominal face value of a struck or printed money
instrument. The confusion is linked to the guarantees given to a bank bill or coinage (often in
the hands of the public) and the trust given to figures due to the respect in which the govern-
ment may be held. Even if not formally, the government is often deemed to be, in the public’s
mind, the warrantor. We will review later (in Chapter 8) the topic of warrantees and warran-
tors, which will create distinctions between several kinds of money. At most, when backed, it
is a metal weight equivalent. When not backed, as has been the rule since 1971, it is a deriv-
ative of a transferability commitment from the central bank that gives “legal tender” to what is
called money. Stamping is now a mere numbering system to help measurement by comparison

38 Schumpeter, J., Capitalism, Socialism and Democracy. See References.

¥The word “stamping” is used as an action to give a figure to a measurement in reference to an indepen-
dent unit system. The nominal value does refer to a figure referring to a monetary unit.
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with totally transferable instruments, and is to be distinguished from “value”, which results
from an exchange ratio.

Legal Tender and Seignorage

Legal tender just means that a government will agree to deliver its currency against other
instruments, and that a legal tender instrument has to be accepted by any existing counter-
parties within a defined territory. However, since gold is no longer a monetary basis, it is not
really a more claimable instrument when issued by a government central bank than when
issued by any private issuer. As commented long ago by Von Mises, some repeated sayings
may be held as becoming the truth, when they are not.*> A bank statement representing a
deposit or a bank bill, which are both denominated instruments, has long been considered to
have a fixed value, while conceptually it does not. Somehow, the essence of seignorage has
changed as at the same time the monopoly to trade “money” has been scattered between new
players and is no longer the sovereign’s privilege. However, at the same time, through regu-
lation tax policies and other strategies, governments may change the value of the instruments
they have issued. They may tax or exempt an instrument, they may raise or reduce the values
of an instrument which has already been stamped through interest rate strategies at the central
bank, and they may reduce the exchangeability of instruments by creating regulated vehicles
that they will be driven into, such as pension plans or insurance policies.

‘We note that the concept of legal tender is weakened or reduced by the broadening nature
of what money is. No longer redeemable, what is M1 money or central bank money is now
only an exchangeable instrument with limits set by laws, regulation and practice, which has
modified the potentiality of seignorage. Exchangeability is the synonym for competing monet-
ary instruments. The seignorage right to stamping relies mainly on sovereignty and the related
monopoly of issuing money. What it will rely on in the future is at stake*' if money becomes
mainly immaterial, not redeemable and digital. We have doubts about the understanding by
central banks that even the most recent regulations do not address the topic, and are outdated
for reaching the goals to be assigned to an efficient currency instrument.*?

EVOLUTION OF MONEY INTO A SEGREGATED INTERMEDIATION TOOL
WITH IMPRECISE FRONTIERS

Linguistic Definition of the Word “Money”

If we consult the Oxford Dictionary, money is defined as “a current medium of exchange in
the form of coins and banknotes; coins and banknotes collectively”. As today’s guardians
of this dogma (recognized as being foreclosed since the 1971 demise of the Bretton Woods

40Human action.

4 European Directive 2007/64 CE of December 13, 2012 DSP for instance defines electronic money to
be accepted.

“2Banque de France, Focus no. 10, “Dangers relating to the development of virtual moneys; an example,
the Bitcoin”, December 5, 2013.



48 THE MONETARY SYSTEM

monetary regime), both the IMF and the central banks define liquidity in a restricted context.
However, included in the word “legal” is the inherent liberty for individuals and enterprises to
engage in trade. A more restrictive definition of the legal aspects pertaining to money is pro-
vided by the French Larousse dictionary.* This source refers to the “currency exchange rate of
anote” — which in turn is contingent on the currency denomination having received a specific
stamp from the central bank guaranteeing a monetary note’s reimbursement value (either in
metal or in exchange to a specific quantitative level of release from debt).

These two “at variance” definitions of money reflect a philosophical divergence with
regard to two issues: (1) the trend that a central bank or equivalent authority needs to define
money tends to hide the last 20 years of innovation and (2) an evolving reality that govern-
ments or their central banks are — in the public mind — no longer able to guarantee convinc-
ingly the potential conversion of the money supply into an acceptable counter form or other
asset value derived from the sale of assets or tax levies that would be recognized by credi-
tors. In other words, what is at question here is the reliability of a sovereign privilege that,
in essence, cannot (over a predictable period of time) support the reimbursement of govern-
ment debts or guarantee equivalent convertibility of an issued monetary supply to potential
subscribers.

In raising this issue, one may return to Chapter 2 and reconsult Table 2.2, which reflects
the relationship between merchandise exports versus US household and non-profit wealth.
These parameters are reflective of systems involving exchange volumes without imposed con-
straints with regard to the speed, frequency or total number of applicable transactions per unit
time or per market size. This limits any understanding of how such transactions are compen-
sated for either in cash-value or in non-cash-value equivalents, thus necessitating revision of
the existing limits that govern an increasingly outmoded definition of money.

MONEY TODAY

A wider approach to defining today’s money needs to consider practically all categories of
receivables and debts, as well as any asset or liability that reflects an economic system based
on multivariate interaction between enterprises, entrepreneurs and money — all linked to a
common exchange contract and the inherent concept of potential exchange value. It is necess-
ary to remind ourselves that money is merely a back-up to “real-world economic dynamics”
that undergo evolutionary adaptation. As Braudel has written: “money is a very old invention,
if I consider by that any means that accelerate exchanges and with exchanges, not society. One
could say that money issued by cities had created modernity. At best, statistics about economy
are just a flow analysis of national income but not of the volume extent. But this volume has
to be analysed.”*

In considering the rapidly transforming exchange mechanisms underlying the extra-
ordinary developments of an early 20th-century world economy rattled by change, it was
logical that money would emerge as a prime supporting factor underlying such evolution, and
reflecting mutations in the ongoing process — especially when considering money’s function
as an intermediate for most transactional exchanges.

4 French equivalent to the Oxford Dictionary or US Harraps.
#“Braudel, F., La Dynamique du Capitalisme, ch. 2, p. 120.
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As an anti-analogical aside, one may consider the case of 1789 France, where metal coin-
age represented 96% of the money supply, as opposed to less than 1% 200 years later. Script
money was, in fact, absent at the eve of the Revolution. In 1989 it represented 84% of monet-
ary supply, the balance (16%) being fiduciary money. This development of script money into
the predominant form of currency — which developed to its present level in modern times —
may be considered a historically remarkable world phenomenon.

It would be absurd to believe that this mutational trend is limited only to consideration of
script money issued by banks. Rather, with the development and spread of the global digital
economy (coupled with the imagination, innovation and economic requirements of the global
financial sector), entirely new genres and forms of contract relating to money have emerged.
Provided that frontiers, which once helped define classical money, can be repositioned, such
new forms of financial quasi-monetary compacts can be qualified as liquid assets, albeit with
inherent transitional challenges involved.

Perhaps not surprisingly, some writers like Ron Paul®® (Member of the US House of Rep-
resentatives and well known for his presidential debate positions on the role of money and current
financial reforms) join F.A. Hayek* and go to the extreme in recommending the abandonment
of legal money issued by central banks. In Congressman Paul’s view, legal money represents
only a tiny fraction of all types of circulating monetary species or equivalents, such as bartered
goods, securities, derivatives, bonds, credit or debit notes, bearer bonds, natural resources and
commodities, etc. Although accurate with regard to the disproportion of currency to other forms
of money, extrapolating a subsequent conclusion that the FED concedes a loss of control over
the monetary supply and comes to an end is a highly controversial position. In the eyes of
most experts, these are non-mainstream positions — particularly when viewed in the context of
today’s world economic structures. Clearly, though, governance issues at central banks cannot be
reformed internally or warranted effectively to the citizenry by existing means of guidance and
control. The essential issue is how to manage and proctor an international reform process — on
a basis that is acceptable to the widest constituency possible. Such a globally scalable monetary
institutional reform effort would require a body of mandated but independent political power, a
body that would convene and establish new reform principles, structures and operational mech-
anisms — including recommendations on their implementation, necessary accountability and a
determination as to which governing bodies would provide the oversight needed.

The topic of granting an authority the right to stamp, or of defining the stamping measure-
ment unit, is key and whoever is chosen is requisite for exchanges based on a single language
in that respect. One has to remember that the end of the chartered bank system’s ability to
issue money with the creation of the FED in 1913 was caused by having different values for
the dollar depending on the bank which issued it, which was a deterrent to exchanges. The
need for a monetary instrument to exchange and a guarantee of scale do not impose a cen-
tral bank, though. What imposes centralized regulation of scale is the need for its guarantee,
and further the need for stability during the time of the production phases of any service or
product. Money as a toll for exchanging easily can only exist if it covers a sufficient number
of market participants over a sufficient economic space. Having different values and volatility
would jeopardize the target of level plain markets. Money has to be secured and stable, the
resulting price of exchanged goods and services are the adjusting factors.

4 Paul, R. End the FED. See References.
4Hayek, F. Prices and Production (1931); The Road to Serfdom (1944). See References.
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THE DEMISE OF TRADITIONAL CONCEPTUAL APPROACHES

Focusing solely on the opinions of classical economic theorists, one may overlook alter-
native viewpoints such as those of Malthus, which may be of passing interest but no longer
bear immediate relevance to the current global economic environment — where a cogent
analytical approach requires consideration of a range of societal factors, such as “asset
preservation” (including savings), trends and investment factors. Once again fashionable
in our time, Keynesian thinking (so attractive to the monetarists and physiocrats of the
past) nevertheless has limits, and requires reformulation to maintain relevance vis-a-vis
rapid changes in our global financial system. When participating in the Bretton Woods
Conference Keynes was, after all, a civil servant beholden to the British Crown, and thus
promoted a composite currency then known as the “Bancor”. A central underlying motiv-
ation for this was his intent to maintain a significant global presence for the UK pound
sterling that commanded monetary dominance over an immense colonial Empire and
Commonwealth, while nevertheless exhibiting stress in the face of an impending exit from
an immense war effort.

However, the emerging supremacy of the US dollar dominated thinking in the 1944
environment — one that projected a vast financial challenge in terms of impending European
reconstruction. It is not surprising in hindsight, then, that an inevitable outcome of Bretton
Woods was the rejection of a pound sterling-centric Keynesian world. In the interim dec-
ades, however, the negative reciprocity and lack of vigilance that accompanied the dollar’s
global reign (not to mention the deviant use of such monetary supremacy) paradoxically
facilitated the gradual weakening of US economic predominance alongside the rise of
Asia. Although implausible at the time, a “Bancor”-type currency system might one day
re-emerge as a consideration in a globalized, multi-polar financial environment of the
future.

Considering the evolution of political thought in 1944, one limitation in proposing alter-
native options to a dollar-dominated system was the reality that a post-war monetary system
organized solely around central banks was no longer a practical consideration after 1929.
The fact that a future globalized supply-side monetary pool would consist only partially of
a monetary compartment destined purely for exchange functions was originally noted even
by Braudel, an intellectually sharp academic known for his politically neutral positions.
Drawing an analogy to Lavoisier’s earlier genius in changing the mainstream view of mol-
ecular chemistry, the 20th-century anti-Keynesian neutralist view of economic systems also
sought to escape the confines of an inexistent narrow, linearly bordered space, much like
Lavoisier had done for the field of 18th-century chemistry.*’

Today’s financial environment operates within new legal, accounting and financial terri-
tories set by innovative as well as short-sighted human forces alike. Yesterday’s formulae are no
longer adaptable for the purposes of efficiently organizing management of the contemporary

4TWrongly summarized in the saying: “Nothing is created, nothing disappears, it only changes.” Thomas
Jefferson, Benjamin Franklin, Irénée Dupont de Nemours and Lavoisier knew each other. Benjamin
Franklin’s mission in France was to obtain financing from the French Court for the US War of Indepen-
dence, but also to buy saltpeter for the purpose of manufacturing gunpowder. This explains the sub-
sequent monopoly granted to Dupont de Nemours to manufacture gunpowder. In addition, Lavoisier and
Franklin were close friends.
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FIGURE 3.1 Currency and stamping value: today’s money issuance

world economy. Many experts would argue that a global economic environment with flexible
limits is likely more favourable to democracy and economic development in our time than it
was in the immediate post-war era — when the operational aspects of national economies were
focused on a wartime footing and emerging Cold War military challenges. However, historical
experience also teaches us that going beyond “flexible approaches” to an unbridled “lais-
sez-faire environment”, as Quesnay advocated,*® would likely prove an unworkable basis for
harmonious economic growth in democratic societies. Rather, through an entirely revamped
system of modernized money and exchanges (Figure 3.1), the implementation of a new and
balanced economic set-up deserves consideration — an approach suggested by Braudel in pro-
posing the re-examination of current statistical approaches.*

One may also note again that both monetary velocity and related concepts such as the
multiplier fail to cover the entire operational scope of exchanges, and as a result tend to gloss
over interconnected effects on sampling that are associated with a range of related mass

“Fran¢ois Quesnay (1694—1774), French Physiocratic School.

4 See the Conclusion to this book: namely, how — in a conference at Johns Hopkins University — Braudel
incites researchers to begin statistical research anew, so as to best characterize economic phenomena that
more effectively reflect a global financial environment.
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accumulation effects — hence, such approaches also present drawbacks. Across the board, then,
the “lenses of observation and scrutiny” applied to ongoing changes in the post-war economic
system have been richly opaque, and characterized by unclearly formulated concepts.*

THE OPERATIONAL SCOPE OF MONEY AND ITS USE

Following the demise of the gold-to-currency reserve link, our common understanding of
money and its role in world society was irreversibly altered. Ronald Reagan’s 1984 elec-
tion to the US Presidency ushered in the belief system of the Chicago school of economic
thinking, which promoted the thesis that financial resources would be more efficiently used
by entrepreneurs rather than by the government.”® Even with the Cold War still in progress,
colonial conflicts were largely resolved, along with a reduction in colonial territories open for
non-remunerated resource exploitation. Economic stimuli for the US economy were now gen-
erated through massive research and development of new defence technologies, rather than
primarily by means of forward deployment of military forces. Arising from these new econ-
omic points of view, a US-instigated pattern of tax reductions was emulated by most western
nations (see Table 3.2).

(a) In 1944, following the Great Depression and to contribute to the war effort, the top brack-
ets of US income tax reached a 94% rate and stabilized around 90% till the end of the
Kennedy era.

(b) The US rate for individuals at 45% is without state tax. State tax can vary, but a standard
10% can be added for comparison when the taxpayer is a resident of a major industrial
state.

(¢c) The French marginal rate for individuals was reduced to 40% in 2010 and raised again in
2013 to 45%, to which 15.5% must be added as social contributions on passive income
for 2013, part of which was deductible. The cumulated taxation with an existing wealth

TABLE 3.2 Marginal individual income tax rates evolution

USA France China Germany
Corporation Individual Corporation Individual Corporation Individual Corporation Individual
1960 47% 90% 50% 60% NA NA 15/51% 53%
2007 39% 35% 33.33% 50% 25% 45% 29.80% 45%
2013 39% 45% 33.30% 45% 25% 45% 29.80% 45%

Source: Finance laws.

50 Scientific papers on both sides of the Atlantic seem to view market statistics as the major determinant
for “rules of observation”. This viewpoint reflects the belief that the historical origin of such statistics
imparts truth. In doing so, and in building mathematical models on such a basis, the implementation of
such positions aggravates the potential dysfunction of markets involved in trading financial instruments.
Worse yet, superimposed human input and gregarious, contagious general speculative behaviour may
uncover both truths, as well as contribute to catastrophic economic outcomes.

51 See the Foreword to this book for mention of the relationship between finance law and economic
recovery.
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tax on non professional or art assets was capped at 50% from 2008 to 2010. The new
French Presidency in 2012 raised the capping to 75% maximum tax rate on income over
1 million euros (1.3 million dollars at 2013’s exchange rate with the euro) yearly taxable
income, but the Constitutional Court censured that proposal and set a referential maxi-
mum bracket limit of 66% over which tax would be considered confiscatory.

(d) 2007 shows a turn in fiscal policies since, on both sides of the Atlantic with the exception
of the UK, finance laws tend to increase marginal rates for individuals by reducing special
exemptions, capping limits and raising rates. Basic general rates go up to 45% and long-
term or ordinary capital gains as passive income niche safe heavens are reduced (USA) or
mostly cancelled (France).

(e) 2013 sees a further upturn on individual taxation.

In distinct variance to the pattern of tax reductions between 1985 and 2004, since the
2007-2008 economic crisis, marginal tax rates for individuals have demonstrated a rising
trend (for both general income and capital gains tax rates), especially for the period 2012—
2013 when considering the need for balancing budgets to reduce the growth of governmental
debt levels. Concurrently, the continuing impact of deregulation and resulting global compe-
tition has restrained price increases and inflation on industrial products, or led to deflation
where possible, so as to balance price increases in some necessary and limited-availability
natural raw materials. Contrary to this global deflationary environment, rare fixed assets like
well-located real estate have been hit by the excess of liquidity and the refinancing system
extension with uninterrupted price increases.

In the post-2009 environment, private and corporate sources of capital are accessible on
an increasing scale with a trend towards corporate balance sheets that reflects factual refinanc-
ing proceeds and accumulating deficits, but to some extent the deployment of scripted money
is hemmed in by regulation. Money has changed in nature — every conceivable model of finan-
cial engineering or instrument appears to generate today’s “new money”’, and both banks and
markets continue to embrace a brave new world that appears to thrive on an ever-expanding
global currency, which continues to evolve in a historically unprecedented direction.

Meanwhile, professional actors in the banking playing field seek to: (1) increase per-
sonal compensation by inducing monetary velocity through accelerated transactional rotation
of money and (2) reduce institutional risk by shunting that risk externally through third-
party financing arrangements, which use protective formulae and legally safe packaging.
Income generated by commissions and transaction margins — rather than by sound economic
expansion — has become the basis of the banking sector’s primary growth. It is interesting to
examine the diverse tools that have been used by the financial sector to maintain profitability.

THE EXTENSION OF MONEY WITH DISINTERMEDIATION

Direct Financing and Hedying of Risk

Since the Reagan era of the 1980s, under the influence of Milton Friedman and other econ-
omists from Chicago, deregulation coming from an over-regulation due to past wars being
necessary became the motto, if not the Holy Grail. The refinancing of economies was no
longer limited to bank financing, as we have already seen when describing financial depth
(Chapter 2). Securitization granting equivalent guarantees to paper holders was the main
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engine, and the deficits of both trade and budget the fuel for it. Financial instruments, includ-
ing mortgage-backed securities becoming monetary instruments, were moving faster and out-
side the boundaries of the banking system.

REPLAGEMENT OF BANK LOAN FINANCING BY SECURITIZATION AND THE
IMPACT OF PRO-CYCLICAL EFFECTS®

The Origin of Securitization

A primary reason for debt securitization was to allow banks not to carry the risk of loans they
produced or were rewarded for. This objective was enabled by ongoing evolution in econ-
omic conditions. These included deficit spending by governments or industry, and the matured
savings (albeit dwindling) resources of an aging population. Thus, a new form of monetary
sourcing and leverage was available on financial markets. This in turn opened the window for
widespread sales of new financial instruments, both from within originating monetary juris-
dictions and in a cross-border international context. Moreover, as the administration of loans
is not specifically a banking activity and can be subcontracted to specialists, effective exter-
nalization of associated expenditures and financial risks served to reduce banking overheads.
Ultimately, this overall strategy of debt securitization was intended to reduce banks’ balance
sheet liabilities, and as a consequence enhance return on equity for banks.

Over the past 35 years, financial engineering options have also increased in sophistication,
and the impact of their implementation has fundamentally changed the financial structure of
the economy. Concurrently, the traditional oligopolistic sources of commercial bank financ-
ing have progressively been supplanted by the role of markets and securitized debt instru-
ments. In the USA, the most active players on these secondary markets have been financial
institutions with total assets that exceeded those of traditional commercial banks, particularly
as of 2007 Q3.% One example of such secondary market instruments are mortgage-backed
securities, which have enjoyed a historically disastrous upsurge, due in part to the massive
pre-crisis expansion of the housing sector — a key contributor to the domestic US economy.
This occurred in parallel with another trend, namely the progressive transference of US manu-
facturing capability to foreign nations that offered low-cost offshore production environments.

This dynamic provided players in the securitization sector with a false sense of abun-
dant and rapidly accessible liquidity. However, economic history showed that such hubristic
liquidity presaged a coming crisis, one which was heralded most recently by a massive rise in
household debt coupled to mortgage-backed securities, a wave that by mid-2001 had already
reached a domestic value of $11 trillion for the US housing sector.

Alongside these real-estate-sector securitization options and trends, the facile financ-
ing of heavy infrastructure and transportation capabilities (rail or sea, and aircraft) was also
facilitated in the context of reducing the required scope of government participation. Such
financing was enabled through the sale of receivables, the management of which could also be
subcontracted. The role of bank financing was increased by the sale of loan portfolios, and by

52See further, note 88 in D’ Austra and Schlessinger (1993) regarding securitization alongside a parallel
banking system, as well as our previous book.

33$17.6tn for market institutions (including $4tn for ABS issuers) and $12.6tn for banking institutions.
Source: US Federal Reserve.
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the release of corresponding hedging equity that was available for new credits (under Cooke
and Basel ratios). By capping the ratio between loan commitments and available core equity,
Basel II regulations actually favour the securitization process.

This process is not a very recent phenomenon — that is, many years of growth in the US
home construction sector (that contributed to the set-up of the 2008 crisis) had long been
“pushed” by government-chartered agencies set up for the purpose of warranting fiscally com-
promised loans, and then allowing their direct or secondarily securitized sales on organized
financial markets — or by artificially clearing such loans from the ledger sheets of commercial
banks that were previously saddled with such failing loans.

We note that this evolution of factors accelerated the disintermediation of lending
activities, which were subsequently reduced to redistribution activity, and thus escaped from
the need for refinancing internal to a given commercial banking institution. In turn, this pattern
influenced direct central bank interventions, for instance in response to negative assessments
on the capabilities of various commercial banks to self-finance their internal loan portfolios.
Not surprisingly, under such conditions “interest spreads”* have emerged as a determinant
factor. If spreads are high and allow coverage of the default rates, this induces banks to
lend. Conversely, if spreads narrow and become too low, banks abstain from accumulating
additional lending risk.

As we know, the above description is problematic. During the starting phases of the
2007-2008 crisis, the liquidity erosion within the financial markets would not have been read-
ily perceived, particularly if observers’ viewpoints were limited to the classical analysis of
cash money and bank credits to the economy. In other words, not all the intermediary finan-
cial institutional parties (including commercial banks, whose public customer deposits do
not cover the entire scope of operational refinancing capital requirements) inevitably engage
in large-scale borrowing on the financial markets. However, unlike the precarious position
of pure brokerage houses, whose operating reserve liquidity rapidly eroded during the cri-
sis period, diversified “multi-activity” banks cross-retained liquidity resources to allow for
continued operational stability. That is, multifunctional mega-banks with sizable commercial
operations or mainstream commercial banks exert a so-called protective “bumper role” — as
the sheer size of their balance sheet can cover the marginal effects of defaults, at least in those
instances where banks do not surrender to the market sirens of unrestrained proprietary capital
trading or whose organizational structure is heavily skewed away from maintaining a sizable
commercial banking operation.

The pro-cyclical effect of market refinancing and interbank deposits (REPO)> reveals
a major reason for the brutal credit crunch and resulting novel aspects of the 2008 crisis. As
suggested by knowledge gained during that crisis, future doubts about overall macroeconomic
accounting-level reconciliation between “values of debts” in the banking system (including
sovereign debts and the projected global capacity of economies to eventually reimburse those
debts) are unlikely to be ameliorated by mere application of “stress-testing” parameters. In
other words, new and potentially misleading accounting standards may not provide more than

S+ Difference between interest rates for borrowing money versus the lending rate applied to borrowers.

55 Contractual sale and repurchase agreement by which two parties agree to the sale by one of them of a
proportion of securities (that will be used as collateral for the other buyer against a loan of lower value),
with both parties agreeing to subsequently reverse the transaction by a repurchase transaction at some
later date.
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a distorted picture of individual or grouped banking status, since the economic link between
such financial institutions (including their fiscal vulnerabilities) has assumed a historically
new pattern of interdependence — one that remains largely undefined with no accepted,
crisis-tested or proven formula for its global analysis. Moreover, “stress test”-defined and
capital requirements-driven accounting standards have, to date, not adequately considered
accounting-induced microeconomic “book effects” which can result from the impact of how
securitization trends are analysed or inadequately considered.

Thus, the potential for banks to experience instability as a consequence of pro-cyclical
market behaviour will not be reduced by links to such accounting standards — at least not in
the absence of wide-reaching intrinsic reform. Without such far-reaching fundamental reform,
central banks would have to provide substitute liquidity in future crisis settings where a focal
lack of liquidity could emerge in the financial sector, and for which a replacement monetary
supply would not exist outside the central banks themselves. This potential scenario remains
a major challenge for today’s central banks.

With securitization’s global role extending far beyond the intent of any original design, a
financial Excalibur emerged — a double-edged sword with the potential to drive future transac-
tional flow in the face of an uncertain and potentially deleterious outcome. A suitable analogy
might be a football championship with sizable quantities of pre-reserved tickets, subject to
potential cancellation on the basis of non-predictable inclement weather. Such financial uncer-
tainty for both organizers and ticket holders would, in turn, be compounded through insurance
premium liabilities for the organizers and inflated ticket costs for football fans.

It may be said that securitization has been a victim of its own success. Through the
securities sorting phenomenon, stakeholders were separated from immediate fiscal impact
and remained largely concerned only with the financial health of underlying primary warrants
and their owners. Little concern was directed towards the impact on the larger population of
retail-level public market investors — in essence, the citizens who were potentially most vul-
nerable to variances in the financial health of underlying warrantees.

In a real sense, securitization allows for de facto transformation of a “receivables port-
folio” into a new secondary (derivative) financial instrument, which becomes independently
tradable on public markets. Prior to the 2007-2008 crisis, this had been allowed to occur even
if primary “receivables” warrants underlying the new financial instruments were of uncertain
long-term stability. In this manner, an entire market sector (in this case real estate and the
credit industry) could be exposed to non-sector-applicable market-driven variations in value,
without links to the overall economic situation or that of the impacted sector (e.g., real estate
and credits).

The challenge of maintaining balance in this macabre new financial reality involved off-
setting the greed of the financial world against the weakness of prevailing accounting stan-
dards.

The Securitization Concept and Its Implementation

The design of a securitization derives from the archaic idea that any receivable may be sold,
and combines this precept with the concept of “fair value” — for example, since the sale of a
receivable can (legally speaking) be performed only at a fair value-based equitable price.

To perform the sale of a portfolio containing many receivables, one has to determine
individual and composite pricing. One also needs to carefully design the legal mechanisms by
which sales of the receivable, and recovery of both interest flux and reimbursement flow, will
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benefit the buyer. In other words, the securitization process converts a receivable into a “war-
ranted right” to regularly receive (usually as a lump sum) remuneration, in the form of interest
and future financial revenue flows. Depending on the degree of certainty as regards the debt-
or’s capability to insure the instrument over time (and the strength of the warrantees and their
sale in case of default), the projected flow of remuneration can be quantitatively projected.

The use of trusts and similar legal bodies located in “ad hoc” favourable legal and tax
jurisdictions also serves to enhance legal protection for the warranted beneficiaries of the
securitized instruments. When utilizing such legal options, the critical objective is to minimize
or eliminate the tax-withholding liabilities that could reduce buyer yield or incur sell-side
expenses (the latter model exempting situations where sellers are government entities). It may
also reduce the risk of claims resulting from the financed investments (vessels for instance).

The determination of the securitized portfolio’s value requires knowledge of the average
statistical risk for default, the underlying value of the warrant and its execution costs. Prior
consideration is also accorded to the probability of anticipated changes in reimbursement
levels by debtors, and/or of the eventuality that an adverse interest spread emerges during
the life of the security — that is, interest rates decline in comparison with those at the start of
the securitization and valuation process.

This overall securitization process is then rendered feasible and practical by bundling a
sufficient number of individual, securitized receivables warrants that share a common or hom-
ogenous legal design. From observations based on previous default patterns, it is possible to
extrapolate future event probabilities. Upon quantification, this risk appraisal forms the basis
for implementing forward-hedging strategies — for instance in the form of corresponding front
deposits or by purchasing premiums from an independent insurer.

Via such a securitization process, an industrial company or financial institution can sell
its receivables to a third party at a set price with immediate payment. One example of this is
the use of a unit investment trust. Operating through a suitable securitization specialist, the
receivables warrants can be placed into a dedicated trust, the unit shares of which are tradable.
This trust is comprised of warranted shares and risk shares which are synergistically grouped
within the trust, for the purpose of establishing a reserve capable of absorbing potential
defaults, covering anticipated reimbursements — and to a defined extent offering protection
for both categories of shares. The eventual seller of the receivables is therefore discharged of
the collection burden delegated to specialists. These securitization set-ups then generate com-
missions, fees and margins — whose extent and significance is linked to the underlying risks
and the complexity of the design.

The existing market for secured receivables is mostly related to home financing
(mortgage-backed securities), but also exists in the field of consumer lending and leveraged
assets (ABS) — for instance, enabling the producers of such loans to immediately cash out
receivables. The various processes for receivables selling have contributed to the functional
repertoire of financial institutions and industrial corporations alike, thereby ensuring faster
and at times safer monetary flow for the economy. Securitization is merely one of these pro-
cesses, and each nation has its own unique origination mechanism (for instance not only in the
home building sector, but also in the heavy equipment and transportation sectors).

Securitization has also been used to access tax havens. For instance, given the financial
surplus of the 1980s, Japan and other countries instituted legal mechanisms (set by laws and
tax treaties) for avoiding tax withholding and double taxation on returns from shares and
bonds — for instance, those which involve the flow of money emanating from countries not
linked by tax treaties. The use of trusts and similar legal bodies located in “ad hoc” nations
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also serves to enhance legal protection for the warranted beneficiaries of the securitized instru-
ments. When utilizing such legal options, the critical objective is to minimize or eliminate the
tax-withholding liabilities that could reduce buyer yield or incur sell-side expenses (the latter
model exempting situations where sellers are government entities).

Securitization Financing via Trust-Derived “Shadow Gapital” Originating
from Retirement Accounts, Direct Savings and Trade Deficits

A US importer receives a product from Asia. They credit their export vendor’s account for a
set amount, for instance $100, posted at the vendor’s central bank. In the case of international
trade transactions, all dollar transactions are centralized for the US FED via a US clearing
central bank — in the EU, an analogous system involves the ECB, which centralizes all trans-
actions in euros.

On the US-side of the transaction accounting system, a debt against the Asian system
does not appear on the books. As a consequence, the $100 receivable can then circulate freely.
Depending on applicable regulations, this amount could remain under the exporter’s control,
except for the obligation to sell the foreign currency equivalent in that exporter’s possession
to the applicable central bank. By virtue of that obligation, the $100 is held and processed
through the exporter’s commercial bank.

In cases when the importer has an account outside the jurisdiction where the importer is
domiciled — for instance in Dubai, London or Hong Kong — the entitled bank will be able to
operate this “non-resident account” and apply the deposited $100 as if it were fundable. This
sum can then be exchanged between non-residents of the USA or sold against other currency.
Nothing happens at the US national account level, as the balance there remains unchanged.
As a single example that has broader implications, the use and destination of the $100 in
funds can follow a number of pathways, exemplifying the movement of trade capital across
the globe:

® Fither such trade capital can be invested in US financials or debt instruments bought on
US markets, and then rerouted through the banking system assigned to the benefit of the
US FED.

® Or, trade capital can be used for tangible investments in US companies, in which case the
$100 also returns to the USA.

m Or, the $100 is used for an import transaction from the USA.

® Or, such capital is used for tangible investments of purchases abroad, in which case the
$100 in this example is lost to the US system and trade balance.

Through this and similar processes, the accumulated US deficit has fed the capacity for
banks to levy the financing needed to operate major export transactions denominated in US$,
but originating from non-US monetary zones. In doing so, banks rely on refinancing mechan-
isms beyond their control, and thus on the good will of outside sources willing to loan them
capital. The latter sources of offshore capital are then in a position to appraise the good qual-
ity of the assets they hold in the role of a counterparty, but as a general policy will maintain
a generous “‘security” margin in their favour. In case of a microeconomic drop in value for
a given economic subsector, the commercial banking and reserve will be compromised, and
central banks will have to come to the rescue with equivalent amounts to replace the liquidity
that has evaporated.
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The saying that “bad money drives out good” is applicable to this example, since the
availability of currency will induce traders to invest and will also motivate the primary govern-
ment or central bank issuer to release additional monetary reserves to compensate for the ris-
ing trade deficit. In a free currency exchange system, our hypothetical $100 is fairly volatile,
since its fate will depend either on the choices and priorities of the central bank to which it has
been sold or assigned, or on the owner of a non-US-resident bank account where these funds
have been deposited — that is, a financial counterparty who can freely use those funds, includ-
ing withdrawing them from circulation or deployed investment in the USA.

The transitional fate of the $100 will additionally depend on the interest rates prevalent
for the dollar market at that time, and on the decisions of other central banks that are impact-
ing international currency markets and relevant interest spreads. In particular, the Chinese
central bank retains an inventory of $3 trillion, which only represents funds that are specifi-
cally deposited in the Chinese banking system, by virtue of China’s degree of exposure to the
accumula