


In 1978, when the last pages of Age |of
Inflation were penned, the annual inflation rate
was on the rise. It peaked in 1980 at 13.58%,
before declining to a low in 1998 of 1.55%.
Today, inflation is on the rise again, but this
time, the U.S. has new problems as the world's
largest debtor. A new generation must cope With
the ageless problem called inflation. The
answers are different from those that worked
during the early 1980's. To understand today's
problems and solutions, see Age of Inflation
Continued.




CONTENTS

Inflation Without ENd ............oooiiiiimimmmmeee e 1
The Dollar Standard.............oeveeiiiiiieieeeeeeeee e 8
Deep in Debt, Deep in Danger ..............veceeeeemvvnnnniinnnennnn. 17
Bubbles in Real EState..............coooviimmmmece e 26
No Conscience in POlItICS .........ooovviiiiiieiiee 33
In Search of a Lesser EVil ........ccviiiieeeec e 37
As Far asthe Eye Can See........cccceeiiiiiiieeeieeiiieeeeeeeiis 40



Inflation Without End

In 1978, when the last pages of Age of Inflatiorrevpenned,
President Jimmy Carter was haggling and wranglingh w
Congressional leaders about vexatious economic esssu
Consumer prices, which had risen 6.8 percent in71%ere
climbing at an ever faster rate. In a televisedregklto the nation,
the President bravely addressed the problem: "lims for all of
us to make a greater and more coordinated effbie."called for
workers to limit wage increases to 7 percent amk@dsompanies
to hold price increases below those of 1976 and71¥&t the
dollar continued to decline. The President thenoanned a
number of federal actions including massive U.3erirention in
foreign exchange markets to bolster the dollar. Tdk of the
dollar nevertheless accelerated; its purchasingepashrank 7.62
percent in 1978, 11.22 percent in 1979, and 13&5&8pt in 1980.

This was not the dawn of the age of inflation. Some
economists point to World War |, when nearly eveoyntry in the
world took recourse to nonconvertible paper morfey: a few
years after the war, the standard was restordihuglh gold coins
were no longer in circulation in most countrieswias abolished
again during the great depression, by the Unitathd#om in 1931,
the United States in 1933, and most European deantn 1936.
Soon thereafter, not a single country observedoie: standard.
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Age of Inflation Continued

A few American economists hint at the inauguratidrthe Federal
Reserve System as the beginning of the age oftiolaThe
System was established by law in 1913 and begawpéoate in
November 1914. Its primary functions ever sinceateelto the
maintenance of monetary and credit conditions fabler to
business activity in all fields. Its primary dutiese lending its
funds, which it may create, and setting discoutgssawhich it is
free to manipulate. The dollar, which it has studly managed
toward those ends, unfortunately has lost more 8Hapercent of
its purchasing power in 91 years of Federal Resexistence.

Other economists look upon the launching of Pregide
Kennedy's "New Frontier" and President Johnson'sedG
Society" as the dawn of the age of inflation. Rtest Kennedy
embarked upon massive spending programs of fedmdalto
education, medical care for the aged, aid to depresireas, and
an accelerated space program. President Johnsontiseceafter
launched his "War on Poverty" with a Job Corps, @pmity
Head Start, Volunteers in the Service to AmericaSA),
Medicaid, and Medicare. The costs of these programre made
to accelerate year after year—just like the cos$tthe Vietnam
War which President Johnson was waging. The Fedeeakrve
System readily accommodated both federal coursexctodn with
generous issuances of money and credit. During 19@0s, it
made the U.S. dollar lose some 21 percent of itshasing power.
The losses thereafter accelerated to 55 percemgdtite 1970s,
44 percent during the 1980s, 26 percent during19@0s, and
some 15 percent so far in this decade. Relativel1960
purchasing power, the U. S. dollar has become asman
currency, presently worth barely a dime. Surelyflation is
gnawing at every U.S. dollar without reprieve od émsight.

Some economists who define inflation in an oldiasbéd way
point to the stock of money created or managedhieyRederal
Reserve System.
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U.S. Stock of Money

(in billions of dollars)

Federal Reserve M M3
currency F.R. currency F.R. currency
commercial bank demand deposits
demand deposits savings accounts
time deposits

1960 28.8 140.0 301.5
1970 46.0 206.2 618.3
1980 106.0 385.8 1826.4
1990 223.9 795.3 4091.7
2000 525.0 1121.6 6630.5
200¢ 718.7 1368.¢ 6680.t

Source: federalreserve.gov/releases

Academic economists who like to search for thoygiasions,
and concepts that gave birth to the age of inftafmint to
prominent thought leaders and authors who paveavthe The
pathfinder of them all undoubtedly was John Maynideynes,
whose ideas, based on large-scale government e@mptanning,
are best expressed in his work, The General Theufry
Employment, Interest, and Money (1936). Some ecastsrwho
faithfully followed in his footsteps were A. H. Hsen, R. F.
Harrod, P. A. Samuelson, A. P. Lerner, Joan Rolbinsd.
Beveridge, to name but a few. Some writers sudbd.dsange and
P.M. Sweezy even added a measure of Marxian thawglipport
of their spending plans and programs. All thesd¢ergiand many
more were the architects and framers of the paliciich
legislators and regulators have been conductindpfédly and
fervently ever since.

Their preponderance in all matters of political @ednomic
thought has convinced us that the U.S. dollar walhtinue to
depreciate in the foreseeable future. Some finhadalysts are
warning of much higher inflation rates to come, imainy believe
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that the rates will remain relatively low despiteasng energy
prices. They are persuaded that high energy prices many
consumers to cut back in other purchases whichskeep core rate
of dollar depreciation near two percent. In realtgnsumers can
be expected to react in different ways to risingergg prices.

Many may be able to reduce their consumption ofgneothers

who cannot cut back may curtail other consumptiOthers yet
may simply bear the higher costs. Most people réaeictly to

price changes they anticipate. They first may catkb their

purchases when they expect goods prices to deelinieh would

enable them to buy more in the future. They maytdmago

purchase when they expect future prices to soarthAsrate of
Federal Reserve monetary expansion varies freqientd must

brace for reactive consumer cutbacks followed bghes and
surges, in an unending sequel of stops and goes.

Mainstream economists and financial analysts ugueile
several more reasons why inflation will not soad amhy the
dollar will maintain its position as the world'sirpary reserve
currency. They point to the Federal Reserve's Boadt its
discount rate to a level that is said to approhehrarket rate at
which member banks are discouraged from borrowingrem
Federal Reserve funds. But we doubt that the preliscount rate
of 4 1/4 percent is even close to the unimpedekehaate. Goods
prices presently are rising at 3 to 4 percent, iwmeduces the net
interest rate to 1/4 to 1 1/4 percent. MoreoveeneW¥ this were the
free market rate, it would not immediately affebe tpower of
commercial banks to continue their fiduciary expamsAfter all,
they are loaded with mountains of excess reservieghwthe
Federal Reserve has so generously provided indbe phey can
continue to expand their credits at multiple rafsa five percent
reserve requirement, a one-million dollar excesemee allows a
bank to extend twenty million dollars in new crediOf course,
it would always have to be careful not to expamsdcitedits faster
than its actual reserves allow.
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All over the globe, trade barriers have come dower eince
the disintegration of the Soviet empire and relaeafsgs satellites.
Many countries now are adjusting to world markendittons and
allowing foreign products and services to enter adnpete.
Computers, software, and cell phones now are bapsti
productivity in remote places, which are advandirggn a horse-
and-buggy age to a computer age. Free trade andermod
technology are raising labor productivity and irasieg world
competition, which is keeping a lid on world markmices. It
especially thwarts and frustrates unionized indestrwhich
depend on legal protection and immunities. All sgblanges have
persuaded mainstream economists and analysts hisat'giobal
war on inflation" has succeeded in eliminating thdlationary
psychology” of companies around the world. Prodacer
everywhere, they are convinced, have learned tetbefficiency
and productivity rather than to simply raise prices

We readily agree with such observations, but deagvith the
conclusions. Removal of many trade barriers sinde t
disintegration of the Soviet empire has increasednemic
productivity and improved living conditions in maparts of the
world. Consumer goods from China, India, and matheropoor
countries are competing effectively with U.S.-mgaeducts and
restraining most prices, but they do not weakerewan repudiate
the inflation ideology; in fact, alleviation of lafion effects may
encourage and reinforce inflation proper. It magiuce the U.S.
government to continue to incur huge budget dsfigiicrease its
debt by the trillions, and prompt the Federal Resdo facilitate
it all.

The U.S. dollar continues to function as the werltest-
known medium of exchange. Yet, we are rather féatifat
foreign central banks, which are holding large gilef U.S.
dollars, may some day dump some dollars to avoigr éarger
losses. We do not know the foreign creditors whé lead the
way and do not know when and why in particular tivélyunload



Age of Inflation Continued

their dollars. We cannot tell what the future vialing, but we do
know that the present monetary order is inept amamalous and,
therefore, cannot last. It is bound to change,eeitjradually or
abruptly, either tomorrow, next year, or a decadmfnow.

The future may be uncertain, but several poters@narios
come to mind. The optimists in our midst, livingr fsomething
better to come, are hopeful that the federal gowenm may soon
learn to live within its means, that it will balahdts budget and
begin to reduce its $8 trillion debt. But such opsm is rather
unrealistic; public opinion soon would take a staadainst
spending reductions, many of which would be emtidat
reductions. No matter who resides in the White ldoos what
political party controls the Congress, most emtiats are beyond
the reach of review and, therefore, will continegardless of
revenue and debt. In public life, instead of fritgahnd economy,
spending and dealing tend to hold sway.

Some optimists are confident that the Federal ResBystem
may check its expansion of currency and creditclvisioon would
force member banks to cease and desist from trsgntion. But
such happy expectation is even more unrealistic fandiful than
the hope of a balanced government budget. FedeeskriRe
inactivity surely would allow the American econortty readjust
to actual market conditions; interest rates woue runtil the
demand for funds and their supply would be equedding to a
readjustment recession with slumping production aiging
unemployment. As the federal government is unlikelyreduce
its spending during a recession, huge federal ittefieould cause
interest rates to soar to double-digit levels andhe&r depress
economic activity. Once again, the Federal Resergald have
to come to the rescue by slashing interest ratdseapanding the
stock of money. All along, public opinion would deniupon
benefit spending, condone budget deficits, andasuacthe Federal
Reserve for its valiant fight against recession@amemployment.

Some economists envision continuation of presematawy
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policies with the U.S. dollar depreciating at aeraf two to four
percent. The Federal Reserve, we are told, is githe country a
measure of stability and pointing the way to ecoisognowth and
prosperity throughout the world. But these partssdrlithely
overlook the huge federal government deficits, adl vas the
massive trade deficits which render the Americabnemy rather
vulnerable. American savings are at a record low auarrent-
account deficits are at a record high, which hayreted a global
housing boom, the biggest financial bubble in mstcA world

economy so maladjusted is dangerously vulnerableamful

readjustment.

The economic situation presently looks ominouske lithe
1970s, when inflation soared at double-digit rat8srely, the
present bubble will burst, as all such bubblesidikorably in the
past, but what will it do to the economy? With primflation
edging up already, will the Fed slash its interases, as it did in
2001-2002, and thereby accelerate the dollar degi@t? And
how will the federal government react? With presénidget
deficits at record highs, will it double the highsd reach six
hundred or even seven hundred billion dollars ar¥&&e had
better prepare for one or the other, soaring iioitator a nasty
slump.

The worst conceivable scenario would be a comlmnabf
present monetary and fiscal policies together wgtiowth of
American protectionism. The federal government mmegulate
imports and exports with the purpose of shieldingmdstic
industries from foreign competition. It may excludeertain
imports entirely, establish import quotas, or imgpapecial duties
on imports, thereby increasing the price of the artgd article.
Such measures undoubtedly would be popular withynadmmestic
industries but highly contentious in creditor coied. For a
debtor to strike at his creditors always is ill-edd and unwise;
it could spell the end of the world dollar standahddeed, a
mountain of debt casts a shadow on the brightasepl



The Dollar Standard

We may not be able to see the future, but we canyal learn
from the past. A cursory look at the history ofemmational
monetary systems may reveal where we were, wherargeand
where we are heading. Ever since the dawn of rzatibn,
precious metals have had wide monetary use, dudhed
convenience of handling, durability, divisibilitgnd their high
value as jewelry. During the Middle Ages, Europeamuntries
strove toward bimetallism, that is, the use of gahdl silver as the
monetary standard of value. The United States gowent
adopted a bimetallic standard at its very beginrang clung to it
throughout most of the f9century. England was the first country
that made gold the standard currency in 1798 arib;1&any
countries hesitantly followed suit, the United 8gatin 1900.
Under this system, gold became the standard ofevidtoughout
the commercial world, furnishing a price denominator all
goods and services. Gold coins passed freely frandho hand
in full payment for economic goods and in discharge
indebtedness. They had no regional or nationaltdiion, being
accepted and traded all over the globe.

The age of the classical gold standard was ratiat; St came
to an abrupt end in 1914 when World War | eruptedcEurope.
The belligerent governments immediately okad their
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redemption obligations, enabling them to issue mdneely and
generously. After the war, while the vanquished ntoes
continued to inflate their currencies at accelegatiates until they
became practically worthless, the victors soonaegd the coin
standard with a bullion standard which used goldhia form of
bars and ingots in international payment. The Gi2epression
soon smothered this system with massive budgeftitefand
numerous regulations and controls.

At the Bretton Woods international conference im49the
representatives of allied nations tried to restomnetary order by
creating yet another system, the gold-exchangedatdn The
member countries fixed the value of their curremaiet to gold,
but to some foreign exchange, which in turn waseatable in
gold at a given ratio. Most governments fixed thairrencies to
the U.S. dollar and retained dollar reserves inUimged States.
In fact, they created an incipient dollar standasting on gold.
It served satisfactorily during the 1950s, fadilitg numerous
readjustments to the dollar, but came under squ&ssure during
the 1960s when President Johnson introduced hiat&eciety
and waged war in Vietham. Massive budget defiaithich the
Federal Reserve readily facilitated, soon weakenégnational
confidence in the integrity of the dollar, whictdlsome dollar-
holding countries to seek exchange of their dolfarsgold. With
the specter of U.S. international insolvency comimgsight, and
in order to avoid the unthinkable, the U.S. goveenmin 1968,
introduced a two-tier system, which limited paymeitgold to
foreign central banks at $35 an ounce, but denddd gayment to
all others. And in support of the waning U.S. gotderves, the
International Monetary Fund created Special DrawiRights as a
new currency reserve. Despite all such measuresdthin on
U.S. gold reserves continued.

The year 1971 was to be a landmark in monetarpryisOn
August 15, the United States government removed gsl the
foundation stone of the international monetarger and
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rescinded the international agreements that hadnedkfthe
system since the end of World War Il. In a natignétlevised
address, President Nixon simply announced thatUthieed States
would no longer honor its 26-year-old commitment pay
international obligations in gold at the rate o6%&n ounce. He
imposed a 10 percent surcharge on imports intoUthiéed States
and, above all, ordered virtually all wages andgmito freeze.
Violators would be fined, imprisoned, or both. Whibe controls
created frustrating problems, they underwent fophases" of
adjustment to “"problem areas" such as food, heecdite, and
construction.

The new fiat-dollar standard was a germane deviwabi the
Bretton Woods order, without its limitations. Lilaéed at last
from any gold reserve requirement, it promised @ve all
political needs. Unfortunately, it proved to be evess stable
than its harbinger, more inflationary and, aboJe rabre divisive
and injurious to American prosperity and prestige.

Withdrawal of American troops from Vietnam in 1932d
1973 did not end the price and wage spirals thae we mark the
presidencies of Messrs Nixon, Ford, and Carterh\Whe federal
government incurring massive budget deficits, tleeleFal Reserve
duly supplied funds at single-digit interest ratdmnk credit
expanded at double-digit rates, and goods pricasedo The Fed
occasionally would "tighten" its reins, but its est always
remained below market rates, often even below #esr of
inflation. U.S. trade deficits increased erraticallith dollar funds
flowing to Western Europe and Japan, but the monetathorities
in Europe and Japan liked the exchange rates aietidisl them
with substantial purchases of dollars. Their doBapport meant
to sustain their own exports and to bolster andidige their own
export industries. The abundance of dollar fundgeantral banks
throughout the world then facilitated an explosigeowth of
money and credit in most industrial countries.

In 1974 and 1975, the fever of double-digit infhatiwas
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briefly eclipsed by the chills of recession. Amanc
unemployment rose to 8.3 percent, a 33-year-higlomadly, and
much higher in construction and manufacturing.elnained high
although the chills of recession soon gave wayragaithe fever
of inflation. Money and credit were made to expaamhin at
double-digit rates, trade deficits set new recomsd the U.S.
dollar deteriorated further in international maskeBy the end of
the decade, the country fell again into the grip tbé twin
economic evils of recession and inflation. Unemplent rose
again while GNP was falling. The Federal Reservejeu new
management, finally meant to call a halt to the dam It raised
its discount rate to 12 percent, the prime ratee rabove 15
percent, and the eurodollar rate to 20 percentsidk¥at Carter
joined the campaign by imposing federal temperatumetrols in
public and commercial buildings, setting minimum msoer
temperature at 78 degrees and maximum winter tenperat 65
degrees. Many Americans keenly felt the effects gasoline
rationing, waiting in long lines at gasoline seevistations.
Legislators and regulators had a ready explandtorthe crisis:
the sheikhs and emirs of OPEC had done it again.

In 1981, President Reagan took the helm of a deteplpled
country. During his eight years in office he marthge lift the
spirits, changing the course, and relaxing thesreihgovernment.
He rolled back the Johnson Great Society but pveserthe
Roosevelt New Deal. He rejected Keynesian formufas
managing economic demand and instead followed Tgtgiqe"
prescriptions which aim to stimulate production amgestment by
way of tax reduction and removal of some governneamitrols.
Mostly at loggerheads with Congress, he insistedeamming the
country and confronting Soviet aspirations. He dfeesily resisted
Congressional efforts to boost taxes significanéijith Congress
raising social spending and the President expandmigary
outlays, Federal budget deficits soon exceededhwalred billion
dollars a year; the national debt doubled in sgeams.
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With the discount rate at 12 percent, the quamtitynoney and
credit finally stabilized, allowing the economy feadjust to actual
market conditions. A 25 percent Federal tax cutrdliece years
brought some relief to business but tore big hatethe federal
budget and capital market. The dollar regained soeiative
strength and the American economy became agairernbgese of
the world economy. It slowed down after a spectacuvall
Street crash in 1987, which reflected the inteamati concern
about the budget deficits and the chronic trade amdent account
deficits of the United States. In ages past, theditors would
have demanded prompt payment in gold, which woalee Horced
the debtor to mend his ways or face insolvency. fi&e dollar
standard merely prompted contentious diplomatichaxges—the
creditors pressing the debtor to live within hisame and the
debtor urging his creditors to relax and stimulabeir own
economies with easier money, larger budget defiaitboth.

The decade of the 1990s was akin to the 1980sdar with
a recession, saw new acceleration followed by deatsbn and a
"soft landing” in 1995. Great concern about thedabalance of
payments deficits of the United States led to apskacline in the
value of the U.S. dollar, especially versus theadape yen and the
Deutsche mark, along with other European currenciesely tied
to it. Coordinated intervention by foreign centdadnks was
needed to stabilize the dollar. It rallied for ailwhwvhen several
Asian currencies foundered in 1997. Large -currestant
deficits led to sudden declines and devaluationthefThai baht,
the Malaysian ringgit, the Indonesian rupiah, thelippine peso,
the Singapore dollar, and the South Korean won. [htexnational
Monetary Fund (IMF), working in cooperation withdumstrial
countries, kept the Asian crisis from spreading.

Throughout the 1990s, the Federal government sdffeudget
deficits, although political spokesmen frequentlpasied of
surpluses. In 1998, 1999, and 2000 the Clinton Adstration
waxed eloquent about its surpluses which, in tine)ld retire the
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national debt. In reality, the surpluses were dsfiitnanced with
Social Security money and other government trusid$u They
increased the national debt with Social Securityysty as much
as they did with Treasury bills, notes, and borwmd $ investors;
payment obligations to Social Security beneficgdee as binding

as those to investors.

Throughout the decades, a few economists were agoabout
the magnitude of the trade deficits and the vulniéta of the
American dollar, but their fears proved to be unfibed because
they underestimated the worldwide demand for delland the
willingness of foreign investors and central bask&r trust and
hold U.S. dollars. After all, until recently, theefttits never
exceeded three percent of GDP and Americans sgilewnet
creditors in their foreign accounts. By now, in @0@he dollar
standard has reached a stage in which not onlyvae@®nomists,
but also some foreign creditors, are beginning teston its
future. The Federal government is swimming in aesaocof debt.
In its first term, the Bush administration increhshe federal debt
by $2.2 trillion. Congress raised the Treasury daditing three
times, by $450 billion in 2002, by $984 billion R003, and by
another $800 billion on November 19, 2004, to $8,18llion.
The ready willingness of Congress to finance sueficitls is a
clear indication of the political and ideologicalolarand-make-up
of most members of Congress, and the public tleatethem.

Foreign observers are drawing similar conclusidrise Bank
of Japan, which owns more than $800 billion in alobbligations,
already announced its reluctance to increase itdirfgp China,
with dollar holdings exceeding $500 billion, is ¢aimg under
"unsustainable U.S. trade deficits.” Asian bank#ogather
holding more than $2 trillion in American obligat® are
suffering hundred-billion dollar losses in terms pfirchasing
power. It is not surprising that the central bamfsindia and
Russia, as well as some Middle East investors, hagan to sell
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dollar obligations.

According to some estimates, foreign banks andstove are
holding some $9 trillion of U.S. paper assets. Theg owning
some 43 percent of U.S. Treasuries, 25 percent roerican
corporate bonds, and 12 percent of U.S. corporgigies. They
obviously are suffering losses whenever the ddiddis against
their respective currencies; even if they are peddggethe dollar,
they are incurring losses against all other curesrtbat are rising.

The dollar standard surely would draw to a closéorkign
dollar investors would panic and start selling rthmerican paper
investments—their U.S. Treasuries, U.S. agencied, Grporate
bonds and shares. The crash would be felt arouamdvtirld and
neither foreign sellers nor American authoritiesilddoe trusted to
react rationally in the fear and noise of the crasie scene could
be similar to the political bedlam of the 1930s.

There always is the hope that the primary crediwatsact in
concert and once again bail out the debtor. Thegaan Central
Bank, the Bank of Japan, the Bank of China, and Bhek of
England may decide to avert the unthinkable andpatipthe
dollar by mopping up huge quantities. The moppinguid
stabilize the situation once again by inflating athebreciating
their own currencies; they would pass the deprecidbsses on
to their own nationals. Optimists in our midst d&@ping for this
scenario; they are convinced that the Bush admatish will in
time save the situation by balancing its budget #red Federal
Reserve will allow interest rates to seek markeele Such a
policy would avert the dollar dilemma, althoughwibuld lead to
a painful recession forcing all economic factors réadjust to
changing market conditions.

Pessimists in our midst cast doubt on such a siceriEney
point not only to the host of legislators and ragpis who cherish
their position and power, but also to public opmiand ideology,
which call for government favors. They are prepai@groceed
on the present road and brace for the morrow. Adgvics even
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contend that a government facing a financial crisfs such
magnitude is prone to divert public attention frot® ominous
path by embarking upon foreign adventures.

This economist is ever mindful that debts do nakefar pass
away. Individuals must face them, deal with them,renege in
bankruptcy. Governments have an additional optaanthe issuers
of their own currencies, they may inflate and dejate their debts
away. The United States government has done thes snce it
cast aside the gold standard and imposed the dstitaxdard. It
undoubtedly will continue to do so as far as the egn see. It
proceeds on an iniquitous road which individualsuMtosoon be
barred from traveling, but governments love to taleedding their
debts one percent at a time. It is a road of thikadstandard
designed at Bretton Woods, built by the U.S. gomemt,
managed by the Federal Reserve System, and findagely by
creditor central banks in Europe and Asia. It ispad on which
the fall in dollar value has inflicted losses nailyoon all foreign
dollar holders, each in proportion to the amountdofiars held,
but also on virtually all Americans. It is the gimlal road of debt
default, the magnitude of which amounts to trilsoof dollars,
undoubtedly the largest in the history of interowadl relations. It
will be remembered for generations to come.

It is unlikely that the Federal government and thederal
Reserve will soon mend their ways, but it also @uldful that
foreign creditors will continue their support inaékely. The U.S.
dollar is bound to continue to depreciate and gatigisurrender
its role as the world's primary reserve currencyatanultiple
reserve-currency system resting on the euro, Japangn,
Chinese renminbi, and the American dollar. The ipiek
standard system is likely to perform more effidgr@nd equitably
than the dollar standard. Competition would avdid abuses and
inequities of a monopolistic system. Confining th@wers of the
Federal Reserve System and constraining the defititude of the
U.S. Treasury, it would ward off any further inutida of the
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world with U.S. dollars.

In idle reverie of years long past, this econonsstempted to
compare the dollar standard with the gold standardoughout
the short history of the gold standard, the balasfcpayments of
gold-producing countries was usually "unfavorabl&ihce the
birth of the dollar standard, the United States hasumed the
position of the gold-producing countries; its bakrof payments
usually is unfavorable. Much capital and labor wepent to find,
mine, refine, and market gold; the United Stateasrdeninuscule
expense in the production of its money. The quantit gold
coming to market was limited by market forces; theantity of
dollars depends on the judgment of Federal Resgoxernors
who are appointed by the President. In times ahdilrand war,
the quantity of gold mined declines; in such tintes stock of fiat
dollars tends to multiply and its value depreciagesordingly.
The quantity of gold is limited by nature and i&ue is enhanced
by many non-monetary uses; fiat and fiduciary menkgve no
such uses or limitations. They are the sorry prtedatpolitics.
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Deep in Debt, Deep in Danger

In a question-and-answer session conducted in Bépte
2004, a professor of economics responded to stugeestions
about disturbing reports of excessive spending dadgerous
levels of debt.

Student: The Federal government is about to redsh t
Congressional debt limit of $7.384 trillion. Shouldbe concerned
about this debt? My history professor likes to guétresident
Franklin D. Roosevelt who once said: "Our natiodabt, after
all, is an internal debt owed not only by the matiout to the
nation. If our children have to pay interest orthigy will pay that
interest to themselves."

Professor: In 1939, when President Roosevelt mdude t
speech, the Federal debt may have been an intdefd) but it
surely was not owed to ourselves. It divided theonabetween
people who enjoyed the benefits of spending, andir th
descendants, who were expected to square the drdoareated
a persistent social conflict. Since the 1980s, wagehadded a
rapidly growing international debt. It is estimatatl some $5.5
trillion, which amounts to one-half of our grosstioaal product
of some $11 trillion. Americans would have to lathaif a year
in order to pay it off. It is significant that oforeign creditors like
to invest their dollar earnings in U.S. Treasurlgations, which
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enjoy the highest credit rating. They now own alimse-half of

the Federal debt. The Bank of Japan is our biggestitor, with

some $700 billion in claims, followed by the CehtBank of

China, with $ 165 billion. You need to be concertetause our
rising international indebtedness endangers nog tré position
and value of the U.S. dollar, but also casts a dagdow on world
trade and commerce.

Student: The Congressional debt ceiling immediataiges
a question. What can we expect when Treasury spgriéaches
the limit?

Professor: Indeed, Federal spending is likely tache the
Congressional ceiling by late September or earlyoler 2005.
This year's budget deficit may hit a record $44%di which is
$70 billion more than last year. If we add the antoborrowed
from the Social Security Fund, the budget defictually amounts
to $639 billion, or some 6 percent of gross natigmmaduct. A tax
increase of the magnitude required to balance spgndith
revenue would depress the economy immediatelyddesucut in
spending, which would launch a needed readjustmeni|d make
much political noise. | doubt that the Republicam$®oth Houses
want to pass legislation that cuts spending; it lv@aiffect their re-
election hopes. They may rely on U.S. Treasury &acy Snow
to find ways that avoid embarrassment. In the tepts of former
secretaries Rubin and O'Neill, he may have to redethe debt
"subject to Ilimit" or find new ways to circumventhet
Congressional limitation.

Student: According to some economists, Federal citkefi
consume productive capital and lead to economignsit#on.
What is your position?

Professor: | agree. A deficit is a shortage of finabt
covered by tax revenues. | can think of four sosirteat may
cover the shortfall: people's savings, foreign iegd Federal
Reserve money creation, and credit expansion bwan{ial
institutions. Regarding people's savings, inussinay buy
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Treasury bills, notes, and bonds instead of cotpoobligations.
All three are certificates of savings consumed.ekgpr lending
may reduce foreign consumption and allow us to bamss.
When the debt falls due, the reverse holds trudeifsd Reserve
money creation debases the currency and causesore@on
upheavals; it creates economic maladjustments wlagte much
capital. Credit expansion by financial institutiomas similar
effects. The Federal government uses all four ssuaf revenue
to cover its massive deficits. They all drain, gliate, and waste
productive capital. On August 26, 2004, the U.Snsbe Bureau
released an annual report according to which theben of
Americans now living below the poverty line rose by million
in 2003 and now totals 35.8 million, that is, mdnan 12 percent
of the population. No matter how you may define ploeerty line,
the numbers describe a state of economic stagnf@iioB5 million
Americans.

Student: The same economists are concerned abeut th
position and value of the U.S. dollar. How doeseiinational
indebtedness affect the dollar?

Professor: Benjamin Franklin already answered thisstion
in his Poor Richard's Almanac: "Creditors are aessfitious
sect—qgreat observers of set days and times." Qaigfo creditors
may soon raise the question of how long the U.8.cammtinue to
enjoy huge trade deficits and make no visible &fforcorrect the
imbalance. If they were to call this debt or merdigallow our
current trade deficits of some $500 billion a yaaterest rates
would soar, equity markets would plummet, and th&. Wlollar
would plunge. Its position as the primary reserugency of the
world would be severely impaired. In other words,leng as the
world is accumulating American dollars and invegtin dollar
assets, it is sustaining the dollar. If it shouldoad some dollar
holdings or merely decline to accept more, theadolould face
severe pressures in world money markets.

Student: You stated that almost one-half of @lotds held
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by foreigners. How did we incur this debt? | am aotare of any
debt | owe to foreigners.

Professor: We incur debt to foreigners by way addér
deficits which are excesses of imports over exporte dollars
earned by foreign businessmen usually are depositedreign
commercial banks which deposit them in their cénbanks,
which invest them directly in U.S. Treasury obligas or other
claims and assets in the U.S. Although you, petbgrnaay not
be indebted to foreign creditors, the money younspa the shirt
you are wearing may have gone to Hong Kong and cogie
back with many other dollars for the purchase o®.Ulreasury
bills, notes, or bonds. They are certificates dftde

Student: | don 't understand why we are sufferinade
deficits.

Professor: You are not alone. Most Americans ar@ &iss
about the mysteries of foreign trade and intermafiaelations.
Some media celebrities and government officials queck to
point to foreign causes; others may wax eloquenutAmerican
affluence and the joy of spending and consuming.fefv
economists find primary fault with U.S. governmeatlicies, in
particular the Federal Reserve policy of easy momey credit.
They charge that Federal Reserve governors hdbitiggiore the
market rate of interest at which the demand fomadie funds
tends to match the supply. In order to stimulatenemic activity,
Fed governors like to keep their rates far belowkeiarates,
which causes the stock of money and credit to exp&ovods
prices rise, which induces American businessmeshtip abroad
and foreign buyers to reduce their purchases of risare goods.
Our trade deficits are the inevitable result of éradl Reserve
monetary policies.

Student: Why don't we experience rates of pricdatioin
higher than just two to three percent annually? \Wisyead do we
suffer huge trade deficits that enable us to impord enjoy so
many foreign goods?
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Professor: If any other country would expand itsney and
credit at Federal Reserve rates, it would soon rexqpee all the
symptoms of serious inflation; its currency mayelosuch of its
value. The American dollar differs from all othdyscause of its
size and position as the primary reserve currerfcthe world.
Ever since the Nixon Administration discarded cordityomoney,
that is, gold and silver, the U.S. dollar has €illehe void and
served as world money. It is used, invested, aratdeal all over
the globe, which amounts to an extraordinary densmt support.
Surely, the economic principles that rule the vamaof all forms
and kinds of money apply also to the U.S. dollaie® its size
and position in the world, they work more slowlyt lvith equally
inexorable force.

Student: Such an explanation is simple enough. Vghyt
ignored by countless media commentators and govarhm
officials alike?

Professor: It points the finger of responsibilitydablame at
them. They summarily reject any such explanatiod eontinue
on their merry ways. The officials enjoy loud aatlaand full-
hearted public support as long as they conduct lpogolicies
such as easy money and plentiful credit at bargaies. They are
unwittingly leading the way on a wrong path to emcy
depreciation and economic stagnation.

Student: Many other countries suffer higher ratesnfhation
than the U.S., yet they do not go deep into debt.ti@ contrary,
as their money depreciates, they import less argbréxmore.
They become net creditors; their balance of tradeommes very
"favorable."

Professor: Indeed, willful expansion of the stodknmney by
a central bank at first may cause goods pricesséorather slowly,
but as soon as people begin to expect ever moce jprflation,
they begin to reduce their cash holdings, thathisir demand for
money declines, which causes the rise in pricesadcelerate.
When people finally despair about the shrinkingreadf their
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money, they may rush to exchange their holdingsat@ilable real
goods. We then speak of a "flight from money"; éample, a
ten percent expansion of the stock of money at fitay cause
goods prices to rise slowly at two, three, or eViee percent.

When people expect it to continue in the foreseeélture, prices
may increase at double-digit rates. When peoplallfindespair,

prices may soar at triple-digit rates and the momay finally

become utterly worthless. All along, the balancedrafle becomes
very "favorable."

Student: What is the payment record of goverrismém
bygone times?

Professor: Governments rarely ever pay their débtsull.
Throughout history, many simply defaulted when theden of
debt became bothersome; creditors are rather ddésssagainst
debtors holding supreme political and legal powéftany
monarchs engaged in open depreciation of theirageinreplacing
precious metals with base metals and forcing thantheir hapless
subjects. In our age of fiat paper, governmentseipassue ever
larger volumes of their paper and pronounce itdllégnder.” The
increase naturally depreciates the money and dhmesi the value
of all debt. Since 1933, when the U.S. governmepudiated its
obligation to make payments in gold, the U.S. ddflas lost most
of its purchasing power. By now, all creditors hdest various
amounts depending on the rate of depreciation duiie life of
the debt. There cannot be any doubt that the préssaeral debt
of $7.384 trillion will suffer the common fate. Ahe present, it
Is depreciating at a modest rate of only three gregrdn years to
come, the rate is likely to increase and the delstecline in value
and purchasing power. It will dwindle and wane whan the rate
of depreciation exceeds the rate of debt increAséen percent
annual depreciation will shrink the value of allbtesubstantially.
After many years of such debt depreciation, whennetary
calculation becomes ever more difficult because enbrmous
numbers, governments usually conduct "currencyme$d They
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suddenly decree an exchange of old money for nemeynat rates
of 10 to 1, 100 to 1, or even higher ratios. Of reeu the new
currency continues to depreciate at rates sinal#rat of the old.

Student: You asserted that soaring Federal deficitste
social and political strife. | don 't understand.

Professor: All Federal expenditures other than eéhfus the
protection of human life and private property amansfer
expenses; they forcibly take income and wealth faame person
and give them to another. After all, the federategoment has no
means of its own; every penny of benefit it bestasva forced
extraction from a taxpayer. And every such trangfest source of
political and social conflict. The beneficiariegyae and fight to
defend their rights to the take; the victims feebmged and hurt.
Some may emigrate, but most get embroiled in adesadorawl
about social benefits and their ways of payment.elVian
economic depression finally descends and impovesisdll, the
conflict may turn into an armed struggle and cidr. In the end,
it may bring forth a "strong man" who, investedhaihe necessary
emergency powers, restores social peace; thatomplete calm
under dictatorial rule. All social conflict sociesi are moving in
this direction.

Student: You explained our international indebtegnand
the ever rising debt of the federal government, didtnot mention
the debts incurred by American business and theplpeo
themselves, the consumers. Are they economy-mindad
prudent with money or are they following in fedei@tsteps?

Professor: They are following the pattern of thelefal
government. The very policy that led to the premasi
international debt situation also has infected Acaer businesses
and consumers. Federal government debt presentlging at an
annual rate of ten percent, household debt at elpeecent, and
business debt at 4.1 percent. Any financial instituwith direct
access to the Fed until recently could borrow fuaidene percent
and then happily re-lend them at much higher r&ethis time,
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they may borrow at 1.5 percent and extend creditoiase buyers
charging six or seven percent and to consumers legher rates.
On both levels, the atrtificially low rates cause tolume of loans
to grow far beyond the level of actual savings. Tiféerence is
covered by fiat inflation and credit expansion.

Student: Can you visualize the coming readjustmétb@v
and when should | brace for it?

Professor: | doubt that we'll ever see a run-awafiation
similar to those we can observe all over the warldthe United
States, | expect the elaborate house of debt teridedte long
before the dollar crumbles completely. | fear fbe tfinancial
institutions that are enjoying the boom, extendingir credits and
maximizing their profits. As soon as interest ratesurn to
market levels, the boom will give way to readjusttehat is,
stagflation or recession. Housing prices will deei which will
exert great pressure on the very collateral fouodabf the
housing boom. Having granted a mortgage loan oft@090
percent of the value of a house, the lender fagbstantial losses
when its market price falls by 30 or 40 percenmifirly, as soon
as a recession descends on the country and unemgibyises to
painful levels, many consumer loans are likely &fadlt, inflicting
serious losses on lenders. In short, | expect thesdr which debt
built to crumble long before the U.S. dollar goesits glory. A
wise man guards against this scenario by followifigomas
Jefferson's advice: "Never spend your money bgfouehave it."

Total U.S. debt (government, corporate, and indialyl is
estimated at some $37 trillion, which is more tliaree times the
gross national product. It doubled over the past fyears and
continues to grow every day. In addition, the UReasury
reminds us of entitlement programs with unfundexbilities of
some $44 trillion. You may say, our children wile able to
handle our debt. You may be right! They may follaav our
footsteps and load our debt together with their osm their
children, in a long sequence of generational dabsage. At the
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same time, they will depreciate the currency, dng treduce the
value of the debt. The value may fall at variougsadepending
on the choices of the politicians in power. Whatetey may be,
they will surely do their best to postpone the iteue.
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Bubbles in Real Estate

With stock prices now moving waywardly and unpreadty,
many Americans have taken a liking to real estd@teey have
bought homes in record numbers, as easy credil@amdnterest
rates have enabled many to buy rather than remnsgehAnd just
like stock prices during the 1990s, the value ahée keeps rising
as does the debt incurred to buy them. According~¢aeral
Reserve data, American homes now are worth some $dlon,
which is 92% more than a decade ago, while mortgaipt more
than doubled to $6 trillion. With all that moneyshing into real
estate, does it cause prices to surge, as it diderstock market,
or does it manifest rising incomes and growing awhip
aspirations?

Searching for an answer to these questions, we rais& and
answer yet another question that enfolds the farisethe capital
market that guides and drives economic activityovedld to
function freely, or is it controlled and manipulitby government
regulators? In other words, is an unhampered mar&et of
interest allowed to direct the employment of capatad labor, and
thereby shape present conditions, or is the raten@nded and
manipulated by mighty controllers? The answer isials: it is
set by the governors of the Federal Reserve Sysidmo,thereby
modify all interest rates and manipulate the capiarkets. In
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recent years, they chose to keep interest ratebeflmw market
rates, and thus guide economic activity along littest differed
greatly from those an unhampered market would hdixected.
They caused massive increases in money and ceedit,brought
about what economists call "maladjustments,” whach the very
mainspring of economic recessions and depressions.

Maladjustments in real estate differ visibly frohe tafflictions
of stock and bond markets, which are national orenev
international in range and scope. Landed propertgni inherently
local asset that is affected by a great numbepadlldemand and
supply factors. The housing market in San Joseifo@h, has
little resemblance to that in Grove City, Pennsyglaa although
both are affected by the same Federal Reserve argngolicy.
Some places may suffer stagnation or price declwede others
experience feverish booms. There may be bubblesmme parts
of the country, while stagnation and recession latkers in their
grip. Yet all prices undoubtedly are much highanthihey would
be in the absence of chronic inflation and dolipreciation.

The Office of Federal Housing Enterprise Oversigtiobrms
us that average housing prices rose 38.3 percent 997 to
2002. This knowledge may be of interest to econonmtorians,
but of little use to real estate investors. Theg matrigued and
lured by local conditions, and the possibility céring high
returns through debt financing when prices soamofne buyer
may put down ten percent of the purchase price mrcbw the
rest; a price rise of ten percent would doubleihi@stment. An
annual price increase of just five percent wouleldsia return of
50 percent on his investment, year after year. §Vthie mortgage
loan continually depreciates in purchasing powée bwner's
equity rises in step with the rising price of hisuke. In fact, in
less than ten years a ten percent annual depogciatie will shift
one-half of the value of his house to him, withbig having made
a single loan payment. Surely, he will have to rem the
property and pay interest on the mortgage loargiwtmay be less
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than the rent he would have to pay if he were o tlee house.

This leverage of debt financing also works in reeerWhen
the bubble bursts and housing prices readjust, nmamwy owners
lose their entire investment. A ten percent decim@rices wipes
out a ten percent owner equity; a thirty or forgrgent decline,
which is rather common in a bubble crash, not @tdynps out his
investment, but also may inflict additional lossesi#ess he walks
away from his house and thereby shifts the lossdbé financial
institution that granted the loan. When the decimeevere and
many owners choose to unload their losses on oredithe crash
may jeopardize the solvency of financial institngothat financed
the bubble.

Despite such occasional reversals, our age oftioflahas
made ownership of a home the most effective wayntoease
personal wealth. While inflation tends to raiseeistt rates by
adding the anticipated depreciation rate to theicbdsne-
preference rate, it also lowers the debtor's rigkmpum, which
may offset the higher depreciation rate. The ownetuity
increases in step with the rising price of the leoushich
simultaneously reduces the risk to the lender. iBetbe age of
inflation, a home buyer needed a down payment oft@®0
percent of the purchase price; the age of inflatgmadually
reduced this rate to 20 or 10 percent, but somstigh@ercent or
less. The lender's price risk is minimal; the buyeay just sit
back and let the bubble increase his equity.

Politicians and government officials look with favon home
ownership, as they themselves benefit from suclréavHome
buyers enjoy big tax breaks. They can deduct ptpgaxes and
the interest on their mortgages from their taxableome. And
when they sell their homes, they may exclude u$260,000 in
capital gains from taxable income; married couptesy deduct
$500,000. And they can do this again and agairoag &s they
live in the home for two of the five years priorgelling.

The prices of manors and mansions have soared atlove
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other housing prices. When the stock market begaretteat and
disappoint in 2001, many underperforming funds kougfuge in

real estate, and thus caused housing prices to ¢flkeThe

nouveaux riches of the stock market sought safednsirin real

estate, and those speculators who could not affoich luxury

could at least borrow against the equity in theiuges and raise
their standards of consumption to manor levels.réfiriancing"

mania gripped the real estate market and lifted ldheel of

mortgage debt. To take advantage of the currentries, many
debtors chose ‘"variable-rate” mortgages that aradjusted

frequently. If interest rates should ever returnmarket levels and
cause real estate prices to decline, many sucharefed houses
would not be worth the debt standing against thém.the

meantime, most homeowners rejoice about their gisaguity

which they calculate in nominal prices. If they Wwbiwcompute

prices in inflation-adjusted dollars, their profigould be much
lower or even turn to losses. In some parts ofcthentry, nominal

prices continue to rise moderately while inflatexjusted prices
actually stagnate or even decline.

National statistics tend to understate the riskost for many
homeowners. They obscure the extreme price swimgsdividual
towns and cities, and blur the particular forcest timay reduce or
compound the maladjustment. During the 1980s, fanmple,
several West Coast cities enjoyed feverish high-i@ed defense-
spending booms. Real estate prices soared. A feaws yiater,
when high-tech production spread to China, Indml many other
places, stagnation settled over many places anderifell
noticeably. In the Silicon Valley, they slid someenty percent.
In recent years, many communities also have betactadl by
soaring U.S. trade deficits, driven by Federal Reseasy-money
policies and mounting U.S. Treasury budget deficRs trade
deficits rose to more than $500 billion annuallyattis, to more
than five percent of GDP, American manufacturers nodny
consumers goods faced growing pressures of fooaigipetition
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and were forced to contract. Many communities sexperienced
economic declines and rising unemployment, espgaal parts
and sections of town occupied by the laboring patpot. While
the construction of mansions continued at full gpesd middle
class refinancing generated new life in old neighbods, heavily-
populated urban areas occupied by welfare recpieand
unemployed laborers ceased to grow. Apartment nerag have
kept on rising, but the prices of such dwellingehadid.

Throughout the industrial Northeast, many commesitilarge
and small, even endured real depressions as nildhor unions
relentlessly boosted production costs and unempayrsoared to
deplorable levels. The strongholds of labor uniasgh as coal
mining, the steel industry, the automobile industhe aerospace
industry, trucking, and shipyards, stagnated thnoug most of the
1980s and 1990s. In Grove City, Pennsylvania, lmbpr strikes,
too numerous to count, finally drove the largesplayer out of
town and state. In Youngstown, Ohio, high unempleymand
deep depression settled on the community whenastesteel mill
was forced to close its gates.

The local demand-and-supply factors, that oftenedthe real
estate market, may at times be overshadowed bgnahtforces.
They surely were overwhelmed during the Great Bxswa of the
1930s and the six recessions that descended ocotimry since
then. Another recession could do it again. If fgmecentral banks
should tire of financing U.S. trade deficits, theSUdollar would
plummet in foreign exchange markets, American gopdses
would rise, and interest rates would readjust. Aternational
flight from the dollar undoubtedly would delimiteghFed's power
to manage interest rates. Rising rates would impacdhe housing
market and reveal the maladjustments that resulmah many
years of rate manipulation. Rising rates would eepil-designed
housing built in wrong quantities, wrong qualitiesnd wrong
neighborhoods. Of course, the monetary authoriiesild do
everything in their power to flush the troubles gwanaware of
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any inexorable principles of economics, and infegdaby the
coercive powers of government, they are likely tmmpound the
difficulties and make matters worse.

Even if foreign creditors should never tire of ficang
American trade deficits and U.S. Treasury debt, the
maladjustments are calling for correction. The aceé debt in
which many Americans are swimming cannot brook gomase
in interest rates; it may soon force a readjustm8mhilarly, the
financial bubble engendered grossly inflated peaelings ratios
which call for early readjustment to unimpeded lIsvén short,
powerful forces, consisting of the value judgmesmtsl choices of
the people, are working tirelessly to correct traanjustments in
all parts of the economy, including real estate.

It is nearly impossible to estimate the magnitudencome
and wealth which false interest rates and mislgadnedit markets
redistribute every day. It is unearned lucre thattaken from
millions of savers and creditors and bestowed dnkialds of
debtors, including millions of mortgagors. Surelynost
Americans are both creditors and debtors, butyaggual in both
accounts. Most may be vaguely aware of the trangfecess;
some may take advantage of it, but only a few may b
knowledgeable of the causes that drive the prodéssnomists
are keeping their eyes on the prime movers, theefaédReserve
System and the U.S. Treasury, which wield vast pswaver
American money and credit, but their voices areslgaaudible in
the din of official pronouncements.

Most Americans trust their political leaders aneithmedia
spokesmen, who wax eloquent about the wisdom ofefaéd
Reserve policies and the benefits of Federal spgndihey sense
the growing importance of government, and espgcitdl primary
role in the allocation of inflation lucre. Discengi the important
role of politics in their economic lives, many Antamns now
participate in party politics and join in bittew#s about
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government favors. They all want to redistribute thcre; few
would abolish it. They may even favor and suppaftationary
policies that blow bubbles in real estate and er@éatomparable
opportunities. Unfortunately, they pay little he¢a the great
economic and social harm done by such policies.
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No Conscience In Politics

Many people know how to earn money, but few areraved
what the Federal Reserve System, acting by awhofithe U.S.
Government, is doing to their money. It is inflatinand
depreciating the dollar at various rates—at douli@- rates
during the 1970s and early 1980s, and at singlg-diges ever
since. No wonder many victims readily conclude ttraift and
self-reliance are useless and even injurious, hatl dpending and
debt are preferable by far. They may join the rnudes of
spenders who prefer to consume today and pay tomoand they
may call on government demanding compensation, and, care
in many forms. Surely, the hurt and harm inflictad inflation are
a mighty driving force for government programs aedefits.

In their discussions and analyses of various proble
economists usually avoid the use of moral termdirgavith
ultimate principles that should govern human cohdugver
fearful of being embroiled in ethical controversi¢gisey seek to
remain neutral and "value-free." They do counsglslators and
regulators on the cost-efficiency of a policy, lmat on its moral
implications. They may offer professional advice tbhe efficiency
of money management, but not on the morality or arality of
inflationary policies. They dare not state thatlatbn is a
pernicious form of taxation which most people domeaognize
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as such. Authorities of money and banking, rathenttaxing
authorities, redistribute income and wealth undevec of
ignorance. Placed on every person in the form ghdr goods
prices, the application does not fall equally amdutaneously on
every buyer. The people who receive the newly eckahoney
first may actually benefit, as goods prices reddjather slowly.
Others, who receive it later or not at all, willvieato tighten their
belts. Above all, inflation ravishes the savings @duntless
Americans and turns many into prodigal spendersdadors.

The biggest debtor also is the biggest inflatioofifger. With
some eight trillion dollars in debt, the U.S. fealegovernment is
by far the biggest winner. In fact, it gains notlyofrom debt
depreciation, which at just three percent amountsame $240
billion every year, but also from Federal Resenaney and credit
creation that enables the U.S. Treasury to sufferual budget
deficits of some $500 billion a year. Without thewer to inflate
and depreciate the dollar at will, the U.S. govezntnwvould be a
different institution, more like that which the Faling Fathers
had envisioned, but endowed with the power of tidlg it has
become an almighty organization that redistributesome and
wealth, and refashions the social and economicrorde

The primary beneficiaries of the new order are aisn
managers: legislators, regulators, and a huge aomycivil
servants. They are first in power, prestige, andebes. Many
U.S. Senators and Congressmen are the admired siednesd
benefactors of countless petitioners for handonts favors. They
are revered for every benefit they bestow. And dhare the
officials of the Department of Commerce with sevieanefit
programs, the Department of Education with thidy¥f programs,
the Department of Energy with six, the DepartmenHealth and
Human Services with eight, the Department of Haysind Urban
Development with fourteen, the Department of theerior with
three, the Department of Labor with nine, the D&pant of
Transportation with nine, and various governmemimassions
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and authorities with another ten programs. Fedaoéticians and
agents are the wise and virtuous judges and juwfebenefits
amounting to more than one trillion dollars evergay How
"honorable” would they be, pray tell, without FeleReserve
assistance in financing the deficits and withostpbwer to print
more money?

Evil acts tend to breed more evil acts. Inflatigngolicies
conducted for long periods of time not only fostiee growth of
government, but also depress economic activityndstals of
living may stagnate or even decline as growing letdigficits
thwart capital accumulation and investment that sargtaining the
standards. Inflation misleads businessmen in thewestment
decisions, which causes much waste and many baulasp In
fact, it is the root cause of the boom-and-bustegywhich wreaks
havoc on economic activity. Indeed, inflation breedany evils,
of which most Americans are unaware.

Since 1971, when President Nixon abolished theestiges
of the gold standard and repudiated all obligatidos meet
international obligations with payments in golde t1.S. dollar has
been the dominant world currency. It enables Anamiscto buy
massive quantities of foreign goods and servicafersng annual
trade deficits of more than half a trillion dollanew, and making
payment in ever depreciating dollars. Foreign @tntand
commercial banks as well as many foreign individuate using
their dollars with the hope that they will retaimeir purchasing-
power in the long run. Asian creditors are holdingre than $2
trillion in claims, Japan and China alone an egtohab1.5 trillion
between them. A dollar depreciation rate of jugbe3cent strips
Japan and China of some $45 billion in purchasiogegs every
year. They undoubtedly are suffering such lossessiiance
because they are mindful of the many benefits #reyreceiving
from amicable relations with the United States. Ao@en capital
is rushing into China, building many plants andradticing
modern technology while some 20,000 young Chinese a
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studying at American colleges and universities.tihd same time,
Japanese and Chinese companies are investing sudpliars in
the United States, assuming control over Americarparations.
If the United States government should ever distht peaceful
relationship with discriminatory trade restrictiorad painful
barriers, the Asian creditors may dump some ddlddings. The
dollar crash would be heard around the globe.

There is no conscience in politics. Economic pesicmay be
changed, reformed, and readjusted because theyneifective,
unproductive, and unpopular, but rarely ever bezatmey are
immoral. Debt may be a grievous bondage to an lam®rman,
but it may be a "national bond" which, in Presid&uosevelt's
words, "is owed not only by the nation but alsothe nation."
Surely, politicians have a code of laws to obseamd obey, but
honesty in matters of debt and money is not orieesh.

If it is true that we cannot do wrong without suiifig wrong,
we must brace for more grief to come.
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In Search of a Lesser Evil

Most Americans who are unschooled in political @&egdnomic
thought should have no trouble in national elediohhey may
vote for candidates who, in their judgment, notyoate likely to
be honest and trustworthy, but also promise greana@mic
improvements and personal benefits. But some Armaesicvho
make an effort to reflect on the records and premimade by the
candidates may face difficult questions of consmenrAs voters,
they may be forced to choose among several caerdidat high
political office, all of whom are likely to make fbars worse.
Does their conscience force them to search for @mbse the
lesser evil or even abstain from participatingha tontest?

Guided by old notions of labor disadvantage andoégtion,
the political candidates may favor popular labagidation and
regulation that are designed to benefit some werklut inflict
great harm on others. They may advocate prompt rgowent
intervention in matters of lay-offs and health-cabenefits,
affirmative action and NAFTA, which actually maysdipt and
depress economic activity. Guided by some concem did
voters, they may promise more Medicare—drug bexneét
reduced prices or even complete coverage of towdltin
expenses—at the expense of the well-to-do, old yemuwohg alike.
All such promises not only tend to aggravate samailflict, but
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also threaten to impede economic activity. Doescitescience of
knowledgeable voters who pay heed to such politaraimises
force them to choose the lesser evil or even watlwdfrom the
political fray?

Surely, they will not vote for candidates walking the
footsteps of Presidents Hoover and Roosevelt, vevered many
trade relations with other countries and doubled even trebled
income and business taxes, but will they conseisash their votes
for candidates who are treading on the heels ofsitReats
Kennedy, Johnson, Nixon, Ford, and Carter? Theyduced
popular policies that led to chronic "stagflatiothat is, a medley
of rampant inflation and painful stagnation. By Q98ouble-digit
inflation was reducing the economic substance o$trdanericans
and economic stagnation was depressing their lesklbving.
Surely, knowledgeable voters would not choose such
candidates—unless they feel compelled to opt fer l#sser evil
and thus prevent the greater evil. But is it ethica accordance
with the principles of right and good conduct, &stca vote for any
evil?

Most moral philosophers would answer this quesiiorthe
affirmative—as long as the lesser evil serves avemt the greater
evil. To save a life, | may lie and deceive a rgvassassin who is
searching for his victim. But does this moral pipte apply to the
world of politics? This writer is inclined to denis applicability
because a vote for one evil does not lead to magctibut rather
to ever more evil; social and economic policiesngpfrom social
and economic thought that may give rise to mangequences.

If 1 approve of any labor legislation that intederwith actual
market conditions, | may invite ever more legislati and
regulation. If | favor some health-care benefits Jome people at
the expense of other people, | may not be ablégecbto "further
improvements.” If | approve of any "affirmative act," that is,
government programs allocating jobs and resouresdmbers of
special groups, such as minorities and women, |, inaje end,
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clear the way for "universal affirmation,” that ithe political
command order. If | approve of some governmenteutain of
American labor from the competition of foreign labo NAFTA
countries, | may not be able to object to ever tdvgprotection.”
If I look with favor upon some free medical sergide the elderly,
| may not be able to deny them ever more benéditer | say
"yes" to benefits and entitlements, how can | latgr "no"?

In politics, any vote for lesser evil may pave tvay for
greater evil. Awareness of this tendency may caosay
Americans not to participate in the election precdbey do not
want to feel responsible for the manifestation afich evil in
politics. Other Americans may cast their votes dominority party
that is not expected to participate in any policgkng. Briefly
sharing the political platform with the major pesgi during
election time, minority parties may be able to eagbjections to
the aspirations of the policy-shaping parties, hudlitical
objections rarely lead us in new directions. Thaprot take the
place of thorough information and earnest educatdnthe
inexorable principles that affect our lives.

The lesser-evil road leads straight to the commsysiem. It
has many stops at which the drivers take a breaherrefuel for
the next lap. Some may wonder and argue about dbts @and
affordability of the trip, but as long as there affuent taxpayers
left, they are likely to push ahead. They may pasalthough the
road is hard and difficult and every mile is paa fvith social
conflict and political strife.

39



As Far as the Eye Can See

Many officials, politicians, and media commentatoase
convinced that inflation is obsolete and passeyTdre telling us
that the rise and decline of inflation during trestpforty years has
been the most disruptive force, but that the FédBeserve's
staunch anti-inflationary policies have finally reved the danger.
They brought us, we are to believe, great improvesen
efficiency and productivity, which in turn led taomdreases in
wages, profits, and living standards.

Although this kind of information and literature amflation is
very large, much of it is tainted with politicaltémests which are
rather self-serving. Inflation actually is an idegical and
political disease, the early symptoms of which appe during the
19" century; it contaminated the world in the™2€entury, and is
bound to rage on as far as the eye can see. Iniffletion is a
morbid condition that is gnawing at the very foutala of our
civilized order. Its many aftereffects may be taaiser and
baleful to contemplate.

Most college textbooks define inflation as "pewesist and
relatively large increases in the prices of goodd services." Its
opposite is "deflation,” a process of generallylidéty prices.
Some may even remember the original meaning of wied
“inflate™: to fill up or blow up the volume of mopdeyond the
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needs of business, causing its value to decling.f8u writers
ever search for the ultimate causes that make gpadss rise.
Surely, they may blame wars and preparations for as the
common cause of inflation; in particular, the costghe Vietham
War during the 1970s, which led to double-digitcprinflation.
They may point to the quadrupling of oil prices1f874 by the
Organization of Petroleum Exporting Countries (OPBGd many
other contributing factors, but few writers mentithe ideological
and institutional conditions that spawned our ageftation.

Few economists ever suggest that "fiat money" diatliciary
credit" are the pillar and post of our age of ifla. Paper money
that is decreed to be legal tender and unbackedsdspresting
thereon are now our legal media of exchange. Theydaindling
in value, depreciating our savings and enrichingnesadebtors,
especially the body politic, causing boom and busgtles, and
politicizing nearly every aspect of our economid aocial lives.
Sooner or later, they are bound to lead us intdth@nagecession or
depression, followed by more inflation, price andge controls,
and finally, currency reform, which starts the smuge all over
again. Indeed, our monetary order breeds much egcnand
political conflict and may lead us straight to diggal command
system, with all its evil ramifications.

Major intellectual and ideological strongholds dietsystem
are the universities, big daily newspapers, theianadtworks, and
Hollywood studios. A few talk-show hosts may ciie their
excesses, but rarely do any teaching of their own.few
educators who point to the disease are barely hieatide din of
the mainstream chorus. And fewer yet have the geuta dwell
on the importance of balanced budgets and mon&eedom. He
who would dare to propose a gold-coin standard avdnd pitied
and spurned as a relic from the distant past. lHgstehostility
toward the gold standard unites all welfarists socialists.

Inflationism is a dreadful cancer that is gnawing the
backbone of the civilized order. This diagnosticieadily
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discerns three stages of ideological progressiadig not only
to the destruction of the money we know, but alsontuch

economic and political conflict and strife. In thiest stage, which
became clearly visible during the second half & 19th century,
most countries acquired a central bank designecedalate and
control the supply of money and credit, with thealgof guiding

and regulating economic life. After all, doctrineseconomic and
social conflict began to sway the thinking of mahgught leaders.
They became social and political reformers labowtigyently to

change the economic system. They created a vast afasocial
legislation, beginning with the Bismarckian reformmisthe 1880s
in Germany, followed by Lloyd George's reforms irit@n

increasing the death duties, raising taxes on largemes, taxing
undeveloped and non-income producing land, giviogeghment
a portion of rising land values, and, in the fogpst of Otto von
Bismarck, passing much labor legislation. In theitéth States,
Woodrow Wilson introduced the "New Frontier" andabsished
the Federal Reserve System in 1913. Soon thereaftesountries
enacted major social reforms: a few went all thg teasocialism,
even communism or some other form of authoritasiamni

In the second stage of inflation progression, teetral banks
were gradually liberated from the shackles of tléd gstandard.
During World War | and World War Il all banks weferced to
lend a financial hand to the fighting. Thereaftdre gold-coin
standard gave way to the gold-bullion standard,n thgold
exchange standard, and finally the gold-dollar cadh. In 1971,
when American gold payment obligations exceededfarythe
reserves of gold, President Nixon halted all godgyrpents. The
United States thereby led the world into the tlstalge of inflation
progression: an unrestricted fiat standard.

Fiat money is non-convertible money that is madglléender
by the decree, or fiat, of government and the oaderourts. It is
paper money, and credit based thereon. As it caprbiéerated
at will, governments have used and depreciatdaaughout
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history. There cannot be any doubt that our fiatlade are
destined to go the way of all others. The only ¢joasopen to
discussion is the length of time it will take. Theure sometimes
is likened to an opaque mirror in which we meredg gshe dim
outlines of our own worried faces. But this writsometimes
catches sight not only of his own old face, bub ai the evils of
inflation for decades to come. He searches in Yainthe faces
and names of influential authors and educators wiould

disapprove of deficit spending and Federal Resdnvancing,

leaders who would call for balanced federal budgetd honest
payments in gold. And even if there were a few sddamers,
old policies are not easily changed and old custowis easily
broken; inflation is likely to drag on for decadescome.

Looking in the opaque mirror we can see a host ehtors,
educators, public servants, and politicos who mby @vould stand
bravely by every inch of "social progress" but algould want to
advance another yard. They would labor diligentdyrépair and
expand the public education system, the Medicack Madicaid
healthcare system, and the Social Security andrdegeension
system. They would reorganize the labor market, apecultural
market, the federal and state bureaucracies, dmueaall, the
federal money and banking system. In short, theynaarching in
the old direction of social reform, just like thgiredecessors.
Several generations of social reformers built thistesn; even if
some friends of freedom would come in sight, it ldotake
several generations to reverse the trend.

A political colossus does not readily turn aroulmdfiscal year
2006, the federal government plans to spend sonietfillion, or
43 percent of all its outlays, on Social Securliedicare, and
Medicaid. Two years from now, in 2008, the outlays bound to
accelerate as "baby boomers” will be eligible fog trough. They
may claim one-half or more of all federal spendintpreover, the
U.S. military presently is spending more than laaffillion dollars
a year. If, in coming months, Muslim terrorists glibstrike
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Americans anywhere in the world, the American it
undoubtedly would strike back, which again wouldbdtofederal
outlays. But no matter how high such expenditurey foe, they
would not be allowed to infringe on social welfabenefits.
Surely, the budget deficits are bound to continné the Federal
Reserve is expected to cover them.

Federal Reserve deficit financing has many hurtful
consequences which are felt throughout the worldcreates
balance-of-payment deficits, which by now amounstoe $650
billion a year, or some $2,000 for every man, woyremd child.
The United States must borrow foreign capital irs taimount to
prevent the dollar from falling. Fortunately, Asiaentral banks
have come to the rescue and acquired large geantfidollars in
order to keep their own currencies low, and thepoet industries
growing and prospering. But if the foreign appetite dollars
should ever diminish as a result of growing doutstua the credit
worthiness of the world's largest debtor, the dadlarely would
fall and jar the financial order of the world.

There is no escape from the vast imbalances innatienal
trade and finance. They will be corrected, soonelater, by the
inexorable principles that govern human action. W&y be in the
dark only about the time of readjustment and th&poase by
political authorities. But we are ever aware thalitigs is an ugly
struggle that determines "who gets what, when, leowd.” It is the
favorite occupation of people who serve speciakrggts, who
have axes to grind, and public careers to advdhég.a game in
which benefits are bestowed according to politiséill and
connection, rather than merit. It is an arena afspures and
counter-pressures in which emotion often prevaisr season, and
power over justice. Conflict politics has nothirgdo with morals
and ethics; it is a bitter battle about positioendfits, privileges,
taxes, and obligations. Some 500 years ago, Nicktdchiavelli
described it rather well: "The state is no organisapable of
bringing either moral or material improvementsite populace,
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but merely a vehicle of power for the men and parfyower."

Most critics of the economic order usually pointth@ men in
power who held forth and led the way. They mayadnéresidents
Herbert Hoover, Franklin D. Roosevelt, Harry S. miemn, Dwight
D. Eisenhower, John F. Kennedy, or any Democratic o0
Republican successor for having led them astray raisthanaged
the economic structure. Surely, these men led tley wo
economic and social reform, but they merely saileith the
ideological wind and aimed at popular targets. Tldysteered
toward goals which the scholars and academics bpdused and
promoted long before them. There cannot be any tddlidt
"inflation economics,” as it is practiced today,nmarily is the
intellectual creation of John Maynard Keynes and many
American disciples such as A. P. Lerner, O. La#geBergson, P.
M. Sweezy, W. Fellner, and P. Samuelson. They wewecial
welfare in terms of full employment and easy-mormlicies,
which is the most influential economic formulatiof our time.
It appeals to both practical politicians and thecat economists.
Moreover, many never tired of discovering and deptp labor
exploitation and exorbitant capitalist profits. @ant doctrines
are proclaimed all over the world not only in theaching of
economics, economic history, and sociology, bub atsthe halls
of politics. They are promulgated on the floor dfetU.S.
Congress by members of both parties, as well asdist masters
and gurus of the media. They make sure that ioflapiresses on
without end.
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