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Preface 

I have always been an admirer of Ludwig von Mises (1881-1973) and long considered him 

the greatest economist of the 20th century. He was also a charming and a modest person. He 

would have never considered himself infallible. And he wasn’t. After a long study, soul-

searching and hesitation I called attention to points where in my opinion Mises was wrong. 

With a great deal of diffidence and humility I am doing my best to defend my position vis-a-

vis that of Mises. 

Accentuating the negative 

I have always felt that the theory of gold money, as presented by Mises and even more so by 

Hayek, is a ‘negative theory’. Friedrich A. Hayek almost goes as far as saying that the gold 

standard is a necessary evil; there would be no need for it if the government could be 

trusted. According to Mises it is the temptation to tamper with the value of the monetary 

unit that has made the gold standard indispensable. In this way growth in the stock of 

money is tied to the profitability of gold mining. Mises thought it was necessary to add that 

“the gold standard is not a perfect institution: there is no such thing as perfection in human 

affairs.” His position is motivated by the Quantity Theory of Money. Consequently he fails to 

distinguish between the value and the purchasing power of gold which, from the point of 

view of Menger, are two different concepts. 

Positive theory of gold 

In my view there is no need to be apologetic about the gold standard. Rather, there is need 

for what I call ― in want of a better word ― a 'positive theory' of gold. I offer such a  

positive theory, and my main criticism of Mises, Hayek, and many other great economic 

thinkers going all the way back to Ricardo centers around the fact that they have all missed 

the point of contact between gold and interest. More specifically they have missed the point 

of contact between gold and the ‘curse of aging’. Man’s surplus of mental and physical 

powers will one day give way to deficit and he knows it. He prepares for the day when he 
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has to draw on his savings. That is, provided that he has any: if central planners and central 

bankers have not embezzled it. In fact, Mises unfairly ridiculed John Fullarton by calling his 

reference to gold hoarding in reaction to the suppression of the rate of interest “Deus ex 

machina”. 

In the view of most economists gold was hit upon as a suitable material out of which the  

monetary unit can be fashioned by accident. Gold is heavy and shiny ― an ideal symbol of 

opulence. Their failure to connect gold with senescence is all the more curious since Carl 

Menger, the founder of deductive economics had already developed the theory of 

marketability (Absatzfähigkeit) in the 19th century. He established the fact that gold had 

become money through a prolonged process of evolution making it far more marketable 

than any other good. This, apparently, failed to strike a sympathetic chord in Mises. I am 

merely advocating a return to Menger and his ‘quality theory of money’. 

The disequilibrium theory of price 

Mises was a professed quantity theorist. He readily admitted that the supply/demand 

equilibrium theory of price formation is a far cry from reality but, as he says, we have nothing 

better to replace it. As a penetrating study of Menger’s work reveals, we actually do: the 

disequilibrium theory of price based on the bid/asked spread and its variation as a function 

of quantity. 

Mises’ addiction to the Quantity Theory of Money is all the more curious since he was an 

adamant opponent of positivism, a synonym for panphysicalism, a scheme designed to deny 

that there is any other method of scientific inquiry than empiricism. Historically, the 

Quantity Theory of Money is the most damaging fruit of panphysicalism. Menger’s ‘Quality 

Theory of Money’ is infinitely superior: the value of money, far from being determined by its 

quantity is, rather, determined by its quality, namely, the quality of marketability. 

Self-liquidating credit 

The concept of self-liquidating credit has been around since the great scholars on banking 

theory introduced it in Germany in the 19th century. The source of self-liquidating credit is 

definitely not savings. Paradoxically, it is consumption, giving rise to discounting bills and to 

the discount rate. It should be thought of as the momentum that consumption, in particular 

consumption of goods most urgently demanded by the consumers, imparts to production. 

To Mises demand is one dimensional. Although he agrees that Say’s Law is valid: as long as 

people want to eat, there will be employment opportunities so that everyone who wants to 

earn wages, can. But he would not agree to the following extension of this proposition: as 

long as people want to eat, there will be an opportunity for everyone of character who has 

mastered the four rules of arithmetic to start his own retail business virtually without capital  

― thanks to the universal availability of self-liquidating credit. Street vendors can survive, 

indeed succeed, in front of the hypermarket. It’s just a matter of moving goods from the 

producers to the consumers in the most efficient way (which hypermarkets may or may not 
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be able to do). In more details: the movement of consumer goods being finished must be 

financed with the most marketable financial instrument second only to gold: the real bill. 

 

From blockading trade to blocking bills 

This fact is not merely of theoretical interest. For us, children of the 21st century, it is also a 

matter of preserving our civilization. The disastrous experimentation with irredeemable 

currency has reached the point of no return. Our civilization is at stake, and the only way to 

save it is through the gold coin standard cum real bills financing of trade. The bill market is 

the clearing house of the gold standard without which it cannot survive. This is why the 

British effort to go back on the gold standard in 1925 failed. After the peace treaty following 

World War I the victorious Entente powers could no longer blockade Germany’s foreign 

trade. In their wisdom they instead blocked the circulation of international bills of exchange 

that used to finance it. In doing so they shot themselves in the foot as their own producers 

and consumers were equally handicapped by the forcible abolition of the multilateral trading 

system, that is, the international gold bill market. The victors in their blind hatred of German 

efficiency forced the straitjacket of the bilateral trading system on the whole world. This was 

tantamount to going back to barter ― without realizing it. 

Destruction of the Wage Fund 

In actual fact, it was even worse. The Entente powers unwittingly destroyed the Wage Fund 

out of which workers (whose semi-finished products could not be sold for some 90 days 

while they ‘mature’ into finished products) had been paid. The forcible abolition of the 

international gold bill market made it impossible to continue paying wages to a great many 

workers. Economists were blind to see the dire consequences, the coming disaster in the 

form of the Great Depression of the 1930’s and the unprecedented wave of unemployment 

in its wake. The only exception was Heinrich Rittershausen, but his warnings were dismissed 

as German chauvinistic propaganda. The gold standard was made the whipping boy 

responsible for the catastrophic unemployment. That judgment is still outstanding. Just one 

economist, Wilhelm Röpke, had the courage to stand up and say that the fault lay not with 

the gold standard, but with those in whose care the gold standard was entrusted. The 

trouble was not with the gold standard per se, but with the decision to castrate it − by 

removing its clearing house, the gold bill market. 

The ultimate extinguisher of debt 

History is repeating itself. The present crisis is a gold crisis. Gold, the only ultimate 

extinguisher of debt has been unceremoniously deposed and exiled from the monetary 

system. In consequence debt in the world can only grow. Without gold there is no way to 

reduce the size of total debt. What they call debt reduction nowadays is just shifting debt 

from individuals to banks and banks to governments. Governments at large, through their 
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central banks, shift it to the U.S. Treasury where the buck stops. This is the most inane 

notion ever taking root among informed and intelligent people, raising questions how scores 

of Ivy League professors and Nobel prize lareates could treat it with respect. 

To camouflage the unlimited accumulation of unpaid and unpayable debt, excess debt is 

being kicked upstairs. It unobtrusively keeps accumulating as ‘sovereign debt’ of 

governments. Nevertheless, the holy name ‘sovereign debt’ does not neutralize its 

increasing toxicity. 

The central bank is ordered to buy as much of the sovereign debt as it takes to contain 

deflation. However, money printing cannot keep up with the collapsing velocity of monetary 

circulation. The world is blindly rushing into another Great Depression and is facing another 

unprecedented wave of unemployment. The monetary authorities do see this coming. But 

whatever they do, their action is counterproductive. Deflation, which we may define as the 

spontaneous collapsing of the velocity of monetary circulation, continues and deepens − 

despite the printing spree. Central banks may print paper money to their hearts’ content, 

but they are utterly helpless when it comes to controlling the velocity of circulation. They 

could not divine what people will do with the freshly printed paper money put into their 

hands (or dropped from a helicopter). Central banks pray and hope that people will spend it 

on goods to prevent prices from falling. It is all in vain. Speculators front-run the central bank 

in buying Treasury bonds. The appeal of riskless profits is irresistible. They know the central 

bank is committed to a policy of open-ended bond purchases. Speculators pre-empt it in 

buying the bonds first.  

Risk-free speculation 

The hare-brained schemes of Keynes and Friedman assume that the only conceivable 

reaction of people to the stimulus of open-ended money-creation is: open-ended buying of 

goods − as falsely predicted by the Quantity Theory of Money. They failed to notice the fly in 

the ointment. The fly that has escaped their attention is risk-free speculation induced by the 

well-advertised open-market purchases of government debt by central banks. Open market 

purchases was hailed as a way to ‘fine-tune’ and ‘micro-manage’ the increase in the stock of 

money. We need not go into investigating the validity of the claim whether this is feasible or 

reasonable. It is sufficient to point out its fatal flaw: it ignores risk-free profits to which it 

inevitably gives rise. Rather than controlling the fall of prices, the policy of open market 

purchases contributes to the fall of interest rates through the exorbitant purchases of bonds 

by the speculators. However, falling interest rates, as this lecture series proves, erodes and 

ultimately destroys capital, thus deepening deflation and hatching depression. 

The stealthy and illegal introduction of open market operations by the Federal Reserve in 

1922 led to the ruination of the world economy. It did not take a century to accomplish this 

feat. It does more damage to civilization than the NKVD and the Gestapo combined. It kills 

with invisible bullets. 
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In their obsession with the Quantity Theory of Money Keynes and Friedman forgot that the 

lure of risk-free profits would take precedence to the lure of consumption. People respond 

to the stimulus of open-ended money creation with open-ended purchases of Treasury 

paper – before they give thought to open-ended purchases of goods. The Fed saws inflation 

– only to reap deflation. On risk free bond specula 

tion see also Appendix. 

After all is said and done, a durable regime of irredeemable currency, which Keynes and 

Friedman were so eager to establish, remains a pipe dream. 

 

Munich, Bavaria, September 3, 2012. 

professorfekete 
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Chapter 1. Marginal utility and unit price 

I introduce my subject with a simple example that has been overlooked. The word ‘price’ is 

being used in a sloppy and imprecise way. Actually, it should always mean ‘unit price’, yet 

often it is used to mean ‘total price’ of a consignment. Carl Menger (1840-1921), the father 

of the Austrian School of Economics set out to clear up the confusion. Quantity theorists 

assume that total price increases linearly as a function of quantity. Twice, three times, four 

etc. times as much costs twice, three times, four etc. times as much [Figure 1A]. Of course, 

this means that the unit price is constant [Figure 1B]. Menger realized that this was a crude 

distortion of facts. It never happens (save one important instance as we shall soon see). In 

general, total price is an increasing non-linear function of quantity. It gets larger but by ever 

smaller amounts [Figure 2A]. Nonlinearity is a fact of life. When you buy one egg, they make 

you pay a higher unit price than what you pay when you buy eggs by the dozen. The unit 

price is not constant: it is decreasing with quantity [Figure 2B]. In a market where supply is 

not discrete as in the egg market, but continuous as in the flour market, we recognize that 

the unit price is just the differential quotient of the price: it is the rate of change in the 

variation of the total price. 

I criticize mainstream Austrian economics for paying lip service to the Principle of Marginal 

Utility without embracing its substance. To see this I review the historical background. 

Menger wanted to axiomatize the common experience that the increase of total price is 

nonlinear, and the unit price is a declining function of quantity. He ran into a vicious loop. To 

measure values he needed a measuring rod. He could not have one without finding the 

material first out of which he could fabricate it. However, he could find it only if he were 

able to measure value already. To escape from the vicious loop Menger introduced the ideas 

of utility and marginal utility. Utility connotes with total price; marginal utility, with unit 

price. At this point Menger introduced two key postulates.  

 1. Postulate of increasing utility. The economizing individual, when confronted with 

the choice between two different supplies of the same economic good, will choose the 

larger. 

 2. Postulate of declining marginal utility. The economizing individual, in acquiring 

subsequent units of a supply of the same economic good, will earmark units acquired later 

with a lower priority, while those acquired earlier are earmarked with a higher priority. 

If the supply is continuous rather than discrete, then we recognize that marginal utility is just 

the differential quotient of utility, that is, the rate of change in the variation of utility. This 

enables us to rank all goods according to the rate of decline of marginal utility (assigning 

higher rank to the lower rate of decline). Then the good having the highest rank (lowest rate 

of decline) will play a most important role in the evolution of the market economy. Over long 

periods of time it will be promoted to the status of money. This good behaves exactly like all 

goods are supposed to behave in the warped view of quantity theorists, [see Figures 1A and 
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1B]. In other words, the marginal utility of money declines so slowly that for all practical 

purposes it can be taken to be (nonzero) constant. Consequently the utility of money is 

proportional to its quantity. Moreover, money is the only good that behaves this way. 

In markets where the supply of goods changes continuously (as opposed to changing 

discretely), utility and marginal utility behave much like total price and unit price do: the 

increase in utility is nonlinear, while marginal utility declines with increasing quantity [see 

Figures 2A and 2B]. 

The particular good that has over the millennia evolved to become money, love it or hate it 

― is gold. It is thanks to gold that we can measure value, have prices, and we can do 

economic calculation. This was the greatest breakthrough in the history of economics. It 

became the new foundation of the theory of value where all the greatest minds, including 

Adam Smith, went astray. Since antiquity everybody has assumed that value could be 

measured by the amount of work needed to produce it. Karl Marx borrowed Adam Smith’s 

idea and came up with a theory of exploitation. The toiling masses are ruthlessly exploited 

by the owners of capital, who unjustly expropriate the ‘surplus value’ labor has produced. In 

Lenin’s hand the word became flesh, and millions of innocent people (some shot, others 

starved to death) were “liquidated” before the mistake could be corrected. 

Nowadays doctrinaire Keynesians and Friedmanites, in denying that gold is a nature-given 

measure of value, deny marginal utility. They promote the dogma of government 

omnipotence in matters of choosing the monetary unit, defying the market’s choice. Not 

surprisingly, the government always chooses its own debt as the basis for the monetary 

system. 

How many hundreds of millions of more innocent people will have to die inside or outside of 

the Gulag in the last-ditch defense of this vicious dogma? 

More on marginal utility can be found in Chapter 7. 
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FIGURE 2A  
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Chapter 2. Marginal productivity of labor  

 It is curious that Mises does not deal systematically with the marginal productivity of labor and 

capital in his major treatises. I have run a search engine on Human Action and found only asides.  

These fundamental concepts crop up in a minor essay of his: The Anti-capitalistic Mentality, first 

published in 1956. Marginal productivity of capital is barely mentioned; marginal productivity of 

labor is treated hurriedly. According to Mises the concept of productivity of labor is nonsensical. It 

refers to an undefined and undefinable quantity. We have to talk about the marginal productivity of 

labor, he says, i.e., “the deduction in net output to be caused by the elimination of one worker. Then 

it refers to a definite economic quantity, or its equivalent in money.” (p 86, edition 1972.) 

This, however, still does not remove ambiguity. The elimination of which worker? Why, the marginal 

worker, naturally. But Mises does not say who the marginal worker is. To clarify the matter we 

change the negative definition of Mises to its positive equivalent. Marginal productivity of labor is 

defined as the addition to net output to be caused by the hiring of the marginal worker, i.e., the 

worker whose contribution, while lower than that of those already hired, is higher than that of others 

seeking employment (submarginal workers). 

This definition is still unsatisfactory. The marginal worker is not a person; it is a role to be cast. The 

cast is subject to change without notice. We rank all workers according to their productivity, that is, 

according to the increase in output that hiring each would contribute to the success of the 

enterprise. To be sure, workers do have their individual productivity. The marginal worker’s 

productivity is just high enough so that it will make a positive contribution to the success of the 

enterprise. He will be the first to be employed. The rest whose productivity is lower will not be: their 

hiring would cause losses to the enterprise. The productivity of the marginal worker is called the 

marginal productivity of labor. The concept of marginal worker is meaningful even if no hiring or 

firing takes place. 

This concept is important because it alone determines the wage rate. Wages are not fixed by the 

employer capriciously. They are determined by the consumers who may buy or refuse to buy the 

consumer good. If a worker’s productivity is submarginal, it means that the consumers will not 

compensate the employer for the outlay of his wages, causing a loss. No enterprise can go on making 

losses while hoping to stay in business. Public opinion calling this selection cruel or inhuman 

notwithstanding, the fact remains that the right to work is not a birthright. The ‘blame’ belongs to 

the consumer who refuses to pay top dollar for low quality or mispriced merchandise. This consumer 

behavior is universal: the submarginal worker himself behaves accordingly when he goes shopping. 

Note the common features of the definitions of marginal utility and marginal productivity of labor. 

Most conspicuous is what we call the Method of Marginalism replacing the Method of Averaging. In 

both cases there is a ranking: subjects are ranked according to given criteria. The marginal subject 

emerges as the last person who just meets the criterion. 

The great insight of Menger was that economics is dealing with the contact points between the 

logosphere* (the sphere of reason) and the protosphere (defined by combining the geosphere and 

the subhuman biosphere). In the latter the Method of Averaging is appropriate and paramount. In 

the former it is useless: we must have recourse to the Method of Marginalism. 
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The concept of marginal productivity of labor demonstrates the futility of government policy of high 

wages. The government may introduce minimum wage legislation (ostensibly to protect employees 

against the greed of employers). It may legalize violence: grant unions power to force fellow workers 

reluctant to join strike action. It may also allow the use of violence against company property. 

Government policy and union violence may indeed prevent employers from hiring workers at a wage 

determined by the labor market. But it cannot force employers to hire at uneconomic wages. All that 

government policy and union violence will accomplish is to raise the marginal productivity of labor 

artificially and unnecessarily, thereby pushing ever more people into the submarginal category. 

Government policy and union violence are among the chief causes of unemployment today. 

 

* A similar concept, that of the noösphere, was introduced by the Jesuit philosopher Pierre Teilhard 

de Chardin (1881-1955) in 1922 and the Soviet mineralogist Vladimir Vernadsky (1863-1945) in 1936. 

For further details, see Wikipedia. 
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Chapter 3. Marginal productivity of capital 

The absence of a systematic treatment of the marginal productivity of capital in Human Action is 

even more conspicuous. “Marginal productivity of the material factors of production” is mentioned 

in The Anti-capitalist Mentality by Mises, 1972 edition, p 86), but that is all. 

Let us define the marginal productivity of capital as the increase in net output to be caused by the 

application of the marginal capital good. In more detail, we rank all material factors of production 

according to their productivity. The productivity of X is the increase in net output caused by the 

application of X per total dollar cost of installing it. In other words, the marginal productivity of the 

material factor of production X is the quota of increase in net output that can be attributed to $1 of 

the total cost of installing it.  

The marginal capital good is that material factor of production the contribution of which, while lower 

than those applied already, is higher than any alternative not in use. It is the first material factor of 

production that will be applied as soon as production is expanded. The rest whose productivity is 

lower will not be: their employment would cause losses to the enterprise. These factors are called 

submarginal. The productivity of the marginal capital good is called the marginal productivity of 

capital. Again, we should think about marginal capital not as a definite plant or piece of equipment 

but, rather, as a role to be cast. The cast is subject to change without notice. Even if no change in the 

park of capital goods is contemplated, marginal capital has a role to play. 

The concept of the marginal productivity of capital is important because of its role in the formation 

of the rate of interest. The marginal entrepreneur is doing arbitrage between the bond market and 

the market for capital goods. If the rate of interest rises above the rate of marginal productivity of 

capital, then he is the first to sell his capital goods and use the proceeds (and savings from suspended 

capital maintenance) to buy the bond. Bonds are cheap, their yield is higher than the return he could 

earn from production. Conversely, if the rate of interest retreats sufficiently, then the marginal 

entrepreneur will sell bonds from portfolio at a profit, buy back (and restart the maintenance of) his 

capital goods, and reboot production. We shall say that the marginal productivity of capital 

determines the ceiling for the range in which the rate of interest may move. (The floor is determined 

by marginal time preference, i.e., the time preference of the marginal bondholder doing arbitrage 

between the bond market and the gold market. This is the subject of Chapter 19.) 

This interplay between the change of the interest rate and contraction/expansion in production is 

well known and has been discussed by several authors (possibly using different terminology), among 

others by Hayek in his book Prices and Production. It is all the more surprising that Mises 

categorically refuses to admit that marginal productivity of capital has anything at all to do with the 

variation in rate of interest. In fact he chastised Eugene Böhm-Bawerk for including a chapter in his 

great work Capital and Interest surveying the productivity theories of interest (having surveyed the 

time preference theories of interest in an earlier chapter). Böhm-Bawerk was right to keep 

productivity theories in the fold. There is no real antagonism here. Instead, we have the possibility 

for synthesis between the two rival theories, as motivated by Carl Menger’s seminal idea of the 

bid/asked spread. We shall return to this in Chapter 19. 

NASOE has been the first to spell out this synthesis in a single unified theory of interest. In the light of 

this, ‘management’ of the rate of interest by the central bank is seen to cause capital erosion, in the 
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extreme case, capital destruction. The process is most insidious. It is camouflaged as a ‘benevolent 

interference’ nudging the economy towards full employment by making the rate of interest lower. In 

fact, however, a prolonged fall in the interest-rate structure is lethal. It inevitably induces falling 

prices. It imperceptibly destroys capital, causing wholesale bankruptcies and unemployment. It leads 

to depression. 

Every entrepreneur making a positive investment decision is doomed under a falling interest-rate 

structure. He has made his decision at the wrong time. Another entrepreneur who was smart enough 

to wait for the rate of interest to fall more will have the edge: his cost of capital is going to be lower. 

The trouble is that a third one who waited even longer will be able to borrow at an even lower rate. 

He will beat them both. The conclusion is that, under a permanently falling interest rate structure no 

rational decision to make an investment can be made. All investments are doomed: all capital is being 

eroded just as soon as installed. Moreover, it is eroded at a rate faster than the natural erosion due 

to wear and tear. The ultimate result is total capital destruction. 

The present official ‘zero interest rate policy’ (ZIRP) of the Fed endangers the very survival of our 

civilization. It is an insane policy, inspired and guided by an insane theory, Keynesianism with its 

characteristic denigration of capital. In the 20th century capital destruction was manifested by 

‘outsourcing’, as they called the wholesale export of jobs from America and Europe to China and 

elsewhere. 

Capital goods are not the only ones subject to erosion as described above. Financial capital is equally 

at stake as shown by the Great Financial Crisis that started in 2007-2008. It will continue relentlessly 

as long as the policy of serial halving of interest rates continues. 

It is questionable that this policy can be stopped and reversed: we have reached and passed the 

point of no return. The talk about ‘exit strategy’ and “tapering” is mere whistling in the dark. The 

mirror image of interest rates falling to zero is bond prices going to infinity, as manifested by the 

quadrillion-dollar strong derivatives tower that feeds upon itself. The game of musical chairs must go 

on, but a game of musical chairs it shall remain. 

We shall return to the problem of capital destruction caused by the falling interest rate structure in 

Chapter 19. 
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Chapter 4. Is there an automatic discount on future goods? 

The corner stone of Mises’ theory of interest is his concept of originary interest. Human beings value 

any good available immediately more highly than an identical good available only in the future. For 

Mises, this is an apodictic rule that brooks no exception. He is using the example of an apple. If 

available only a year hence, it may be worth, say, just three quarters of an apple available 

immediately. The discounted value of the apple one year hence is obtained by multiplying the 

present value by the discount factor which, in this case, is ¾. A simple calculation, not reproduced 

here, shows that the discounted value of the apple 2, 3, … , n years hence is     =        ,       =  

      , … ,       . This is a decreasing sequence since the discount factor is  less than 1. In general, 

if the discount factor is q < 1, the discounted future value in n years, due to time preference, is qn. 

We say that future value is subject to the Law of Exponential Decay (according to Mises’ concept of 

time discount). 

Mises’ proposition on time discount is questionable. Even if we stay within the realm of the apple 

orchard, we encounter exceptions. Consider an isolated apple orchard that has been destroyed by a 

landslide just after apple harvest. There is no other apple orchard in the vicinity. In this case an apple 

available a year hence will be valued more highly, not less, than an identical apple immediately 

available. 

This is not a freak example like that of ice-in-summer/ice-in-winter. We have a whole range of them. 

Consider that a new observatory is to be built on an isolated mountain top. The target date for 

opening is a year from now. There are two major components involved in the project: (1) the building 

to house the telescope; (2) the telescope itself. Through delays in the construction of the building the 

target date has to be postponed by one year, while the delivery of the telescope is made on time. 

Questions: what is the present value of the telescope at the time of delivery to the site? How does it 

compare with the value of the same telescope on the new target date a year later, that is, when the 

building is completed and ready to receive it? Clearly, there is no future discount here. The telescope 

must be stored and insured for an additional year at extra cost that must come out of its present 

value. As a result, the present value will be at a discount; the future value will be at a premium. 

We have seen that Mises’ assumption of an automatic future discount on all goods is equivalent to 

the statement that future value is subject to the Law of Exponential Decay. While declining, the 

future discounted value is always positive. But as our telescope example shows, in general it may not 

be. Moreover, the future discounted value may or may not vary along an exponential curve. 

Generally it is a U-shaped curve with the bottom corresponding to a negative value in case of a delay 

in completing the building (or in case of early delivery of the telescope). Similar examples can be 

constructed for products with two or more major components. If the delivery of these components is 

not dovetailed exactly, then extra costs such as storage and insurance may distort the schedule of 

future values. 

We may conclude that the assumption of an apodictic discount on future values cannot be a valid 

basis for the theory of interest. Originary interest is a phantom. The future is a closed book to us. We 

just don’t know how people, ourselves included, will value goods in the future. Our value system may 

change as time goes on. 
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Upon closer scrutiny we find that there is but one type of assets for which Mises’ assumption on 

automatic future discount is unconditionally applicable, namely, debt. The future value of a non-

performing loan follows the Law of Exponential Decay. This forces us to consider debt markets 

(typically the bond market where evidences of debt are traded) for clues as to the variation of the 

rate of interest. After all has been said and done, the formation of the rate of interest turns out to be 

a market process, contrary to what Mises had to say on the subject. The rate of interest by its nature 

is a price, and it is formed in the markets in the same manner as prices of goods are formed. We 

must abandon all previous definitions and redefine the rate of interest in terms of the bond price as 

follows. The rate of interest at any given time is that rate at which the stream of coupon payments 

(representing periodic payments of interest without amortization) plus the repayment of the principal 

sum at maturity amortize the market value (as distinct from the face value) of the bond. 

We are now ready to develop a new theory of interest in the spirit of Menger, which makes the rate 

of interest the outcome of a market process. (See also: Chapters 16 and 19.) 
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 Chapter 5. Marginal productivity of debt 

In Chapter 2 we introduced the concepts of protosphere (the geosphere plus subhuman biosphere) 

and the logosphere where reason and human action are also present (the point where we leave  the 

world of causality and enter the world of teleology.) We have also seen several examples how to use 

Menger’s Method of Marginalism (as distinct from the mathematical Method of Averaging) to 

introduce important new concepts such as, for example, the marginal productivity of capital. 

Generally speaking, the Method of Averaging is applicable in the protosphere, but may fail in the 

logosphere. This important limitation on the applicability of mathematical methods was not 

recognized before Carl Menger. The merit is his: Menger was the first to realize that, thanks to the 

power of reasoning, human beings can change the database even while doing the calculation. Of 

course, this will falsify the bottom line. Averages and teleology do not mix. There is need for a new 

method to supplement the old: the Method of Marginalism. Mises, while recognizing the all-

important difference between causality and teleology, failed to realize that subjectivism goes way 

beyond marginal utility and the theory of value. There is a whole range of contact points between 

the protosphere and the logosphere where the Method of Marginalism supersedes the Method of 

Averaging. As we have seen, Mises barely touches upon these points of contact. He failed to work 

out the concept of the marginal productivity of labor and capital in sufficient detail.  

Above all, Mises failed to work out the concept of marginal time preference. He talked about time 

preference as if it were the average time preference of individuals (somewhere between the time 

preference of Scrooge and that of the prodigal son). However, as Menger showed, the Method of 

Averages might be inapplicable in the logosphere. Mises should have used the Method of 

Marginalism. Here is how he should have proceeded. Having ranked all bondholders according to 

their time preference, he should have focused on the marginal bondholder who is the first to trade 

his future good (the gold bond) for a present good (the gold coin) as the rate of interest drops 

further. He will keep the proceeds in the form of gold coins in protest against the low-interest policy 

of the banks. 

The Method of Marginalism is applied by Mises in the case of the marginal productivity of labor. The 

ranking involved is that according to productivity. The marginal productivity of labor is just the 

productivity of the marginal worker. He is the one who gets hired first in case the production effort is 

expanded. Observe the contact point between the protosphere and the logoshpere: the marginal 

subject. We have seen in Chapter 2 that the marginal subject is not a person: it is a role to be cast. In 

case of fast technological changes the cast will change frequently. The same procedure can be used 

for defining the marginal productivity of capital as the productivity of the marginal factor of 

production, see Chapter 3. Here the contact point between the protosphere and the logosphere is 

the marginal object. Again, it is not a physical object, but a role to be cast. At the time of fast 

technological changes the cast can change often. 

The Method of Marginalism has not been extended to cover all economics. That is a pity: we could 

conceptualize the whole spectrum of human action using the same methodology. In Chapter 20 we 

shall discuss the concept of the marginal productivity of social circulating capital extending the 

Method of Marginalism  to Adam Smith’s Real Bills Doctrine. Thus we develop the theory of discount 

in a novel way. Such an approach is badly needed since, following Mises, a large number of 

economists today denies the existence of discount rate as distinct from that of  the  rate of interest. 
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We proceed to discuss the concept of marginal productivity of debt. Nowadays it is fashionable to 

argue that there is nothing alarming about the quantity of debt outstanding, because what matters is 

the GDP/debt ratio. After all, the larger the GDP, the greater amount of debt the economy may carry. 

By historical standards, present GDP per debt levels in the U.S. and the U.K. are not extreme, and the 

monetary authorities are more than able to handle them. They will reduce debt levels once they kick-

start the economy through further reducing the rate of interest. 

Whatever the GDP/debt ratio measures, it cannot measure the debt-carrying ability of the economy. 

The proper ratio to watch is the marginal productivity of debt, or ΔGDP/Δdebt (additional wealth 

created by $1 dollar worth of additional debt). The question is how much additional wealth is 

produced at the margin. In the decade following World War II the marginal productivity of wealth 

was greater than 2. As long as it is greater than 1, the economy is working fine. Every dollar of new 

debt creates more than one dollar’s worth of new wealth on a net basis. Trouble starts when the 

marginal productivity of debt starts falling towards 1. At 1 no new wealth is being created net of 

debt. 

For the sake of argument we ignore the fact that the GDP may include a lot of hot air. For example, it 

is suggested that doubling the size of the civil service would add greatly to wealth   a dubious 

proposition. Be that as it may, when the marginal productivity of debt is less than 1 but still positive, 

going deeper into debt has lost all its conceivable economic justification. It no longer pays for itself in 

terms of new wealth creation. 

But the red alert signal comes when the marginal productivity of debt goes negative. It means that 

going deeper into debt is destroying existing wealth. The economy is sucked into the black hole. All 

measures the monetary authorities may take will from then on be counter-productive. The debt- 

creating machine is spinning out of control. 

Two analysts studying the marginal productivity of debt agree that it has been falling consistently 

since 1971, the year when the U.S. defaulted on its international gold obligations. The fall has been 

accelerating and the marginal productivity of debt is approaching zero. One analyst puts the date of 

this ominous event at 2015; according to the other it has already happened at the start of the Great 

Financial Crisis in 2007/2008. Whatever the correct date is, we are now in a very dangerous situation. 

Most alarming is the fact that policymakers, while they may have the correct diagnosis of deflation, 

apply the wrong medicine, the monetization of government debt, that makes deflation worse, not 

better. (For the purposes of this analysis we may define hyperdeflation as the pathological dystrophy 

of the velocity of money. The opposite malady is hyperinflation, the pathological hypertrophy of the 

velocity of money.) 

Let us summarize the events of the past 40 years. After the U.S. defaulted on its gold obligations in 

1971, gold was thoughtlessly removed from the international monetary system. In this way the only 

ultimate extinguisher of debt was discarded. Ever since debt is created without any regard to its 

economic usefulness (or to its economic toxicity). Total debt can only increase, never contract. At 

one point the marginal productivity of debt will turn negative, if it hasn’t already. Thereafter 

additional debt is pure poison. Wealth is being destroyed at an accelerating rate. Poverty spreads. 

Law and order will break down. As an act of criminal negligence, the economic profession failed to 

examine the ultimate consequences of the world-wide experiment with fiat money, in spite of the 
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fact that such experiments in the past had a 100% failure rate. This unprecedented experiment that 

will wreak havoc on the world economy.  
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Chapter 6. From price to spread. Human action is arbitrage  

Traditionally economics is about price; it is about buying and selling. Mises gave the title Human 

Action to his magnum opus and he described the purposive action of humans to remove felt 

uneasiness through producing goods and services, and trading them in the markets. There is nothing 

wrong with this description. However, the overview of economics can be greatly simplified and at the 

same time made more penetrating if, instead of focusing on the price (which is pretty meaningless in 

and of itself) we focus on the spread (which is more encompassing). Then the meaning of human 

action is also simplified. It is arbitrage: buying in one market and selling in another. The spread is the 

sale price minus the purchase price. Note that in general the spread (unlike its special case, the 

bid/asked spread) can be negative. Buying and selling need not be simultaneous, nor has buying to 

precede selling (i.e., short selling is permissible). Buying and selling may be done in the same or in 

different markets. To streamline terminology we shall use the language of long and short legs of a 

straddle. Typically, a long leg is a purchase, but it can also be the covering (offsetting) of a short 

position. Correspondingly, a short leg is a sale, but it can also be the offsetting of a long position.  In 

this view economic activity appears as shuffling of straddles. 

A straddle is a combination of a number of long and short legs (the numbers may or may not be 

equal). The spread belonging to the straddle is defined as follows. Each straddle has an opposite 

straddle obtained by reversing every leg (a long leg is replaced by the equivalent short leg, and a 

short leg by the equivalent long). Thus the opposite straddle offsets the original: the position of the 

market actor becomes neutral when he offsets his straddles. Because the selling price of the earlier 

purchase, or the covering price of the earlier short sale could be different from the prices at which 

these positions have been initiated, offsetting may cause the ledger to change. The spread of the 

straddle is the value of short legs minus the value of the long. Profit or loss occurs according as the 

spread of the straddle is positive or negative. The name of the game is to make ‘straddle-farming’ as 

profitable as possible. 

The concept of a straddle is to be taken in its most general sense. Thus we can talk about one-legged 

straddles. For example, take the case of an entrepreneur replacing one of the inputs A of his 

production effort with another B by shifting custom. This transaction is regarded as a one-legged 

straddle with long leg B (while the short leg A that cancels the standing order for A is considered a 

‘phantom long leg’). In another example, a housewife starts buying a new household item X that has 

just come on the market. Hers is also a one-legged straddle with long leg X. Again, there is a 

‘phantom short leg’ Y which is the nearest substitute for X. In this way the production and 

distribution of goods appears as a landscape of straddles and spreads that, properly cultivated, will 

generate profits for the market participants. 

Arbitrage in its most primitive form appears as barter ‘telescoping’ as it were the long and short legs 

into a single transaction. Further examples: the market-maker is doing arbitrage between the bid and 

asked price causing the bid/asked spread to contract. Import/export business is arbitrage between 

the domestic and the overseas markets. This shows that one can do arbitrage between two different 

markets separated in space. Markets for future delivery show that one can do arbitrage between 

markets separated in time. The most complex business transactions can be described in terms of 

arbitrage: the entrepreneur sets up a straddle with several long and short legs; then he works on his 

straddle through a series of arbitrage operations aiming to offset it later. 
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Curiously, Mises has no use for the word ‘arbitrage’. Checking the index of Human Action reveals just 

one entry, and it refers to an aside. Mises keeps talking about buying and selling at market prices to 

make a profit, rather than talking about setting up straddles and doing arbitrage with the aim to 

offset them later at positive spreads. 

NASOE is championing a paradigm-shift from prices to spreads, from buying or selling to arbitrage. 

The possibility of changing the spread through arbitrage to a more profitable one is what animates 

human action. Thus we have a more comprehensive view of the market process. It also allows a 

glimpse into the mind of the entrepreneur. His secret is to find the most promising straddles which 

he can husband through a series of arbitrage operations before offsetting them at the greatest 

positive spread (profit). The conventional supply/demand equilibrium model of economics is 

obsolete. It must be replaced by the more up-to-date model of the landscape of all straddles and 

spreads, which is the stage on which the drama of human action is played out. 
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Chapter 7. Menger’s concept of marketability 

In current textbooks on Austrian economics Menger’s concept of marketability appears fuzzy, even 

ambiguous. For example, some authors define marketability in terms of the cost (both in time and 

money) of “liquidating” (read: selling) the item under consideration that has been purchased earlier. 

Ambiguity can be avoided if we reduce the concept of marketability to the most pivotal idea of 

Menger: the spread. “Marketability” is used here as shorthand for “marketability in the large” or 

“salability” (Absatzfähigkeit) that is at the heart of the theory of value. (“Marketability in the small” 

or “hoardability” is at the heart of the theory of interest, and is dealt with in Chapter 18.) In what 

follows, the word ‘item’ shall mean either a good or a paper asset actively traded in the markets. 

Both concepts, marketability in the large and marketability in the small refer to the rate of change of 

the bid/asked spread as a function of quantity. The bid/asked spread of an item A is asked price 

minus bid price. Since the asked price is always higher than the bid price , the bid/asked spread is 

always positive. We say that the item A is more marketable than another B if the bid/asked spread of 

A is increasing more slowly than that of B as ever larger quantities of A and B are thrown on the 

market. For example, the share of the firm IBM is more marketable than the share of GM (because 

GM has been through a bankruptcy procedure; IBM has not). Another example is tobacco that is 

more marketable than hay (because saturation of the hay market occurs more frequently). 

There are problems with this definition. It appears to be circular. Spread assumes prices, and prices 

assume the measurability of value in terms of the most marketable good, the concept we are trying 

to define. Menger introduced the concept of marginal utility precisely in order to eliminate this 

circularity. As we have seen in Chapter 1 the concept of marginal utility involves an object (a certain 

good or asset X) and a subject (the market actor). The latter strives to acquire (through production or 

through barter) more units of the former, but will do so ever more reluctantly as his inventory of X is 

getting larger, until he reaches his satiation point beyond which he does not want to acquire any 

more units of X. In more technical language we say that the utility of his inventory increases with 

quantity (up to his satiation point, where it becomes stationary). The marginal utility of X is defined 

as the utility of an additional unit of X to the marginal actor (i.e., the actor who has not reached his 

satiation point, but will do so upon the acquisition of just one more unit of X, when the marginal 

utility of X to him becomes zero).  

All items (goods or assets) have declining marginal utilities. They can be ranked according to the rate 

of decline. The highest rank belongs to the item whose marginal utility declines at the slowest rate. 

Unit quantity of this particular item will serve as the unit of value. The value of all other items can be 

expressed as a multiple or a fraction of this unit. Equipped with a suitable unit of value we have unit 

prices for A and B, we have bid/asked spreads, and we can measure and compare the variation of 

spreads. As it happens, gold is the first (and silver the second) most marketable good. Saying it 

differently, the satiation point for gold is farther away than that for any other marketable item. So far 

away indeed that for all practical purposes it is beyond reach. (The process just described is like that 

of selecting the most suitable material out of which to construct a measuring rod. You will want it to 

be least responsive to changes in temperature, among other things). 

‘’Auri sacra fames!’’ (Virgil: Aeneid, III.57.) So exclaimed the Trojan hero Aeneis when he learned of 

the fate of his fellow prince Polydorus. The king of Troy, Priam, had sent Polydorus with a great 

weight of gold to the Thracian king asking for help to raise an army to relieve the besieged city. But 
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when the Thracian king heard that the Trojans are not doing all that well against the Greeks, he took 

the gold by force and had Polydorus murdered in his sleep. “The accursed hunger for gold! To what 

do you not drive human hearts!” 

Keynes gave currency to this quotation from Virgil to smear gold’s good name. But as the original 

story shows, it is not the uses of gold but its abuses that ought to be castigated. All substances can be 

abused, gold is no exception. 

It is an exercise in futility for the government to outlaw the trade and ownership of gold. No matter 

how many items the government may outlaw or confiscate, there will always remain a most 

marketable one that is ready to fill the shoes of gold. 
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Chapter 8. Can value be measured? 

According to Mises values can be compared, but they cannot be measured. However, economic 

calculation plays an important role in his writings; in particular, think of his famous prediction made 

in the 1920’s, that the Soviet economic system will sooner or later collapse. It has to because, unlike 

the capitalist system of production, it is lacking the possibility of economic calculation. All the means 

of production have been nationalized by the Soviets and there is no market for them. The captains of 

industry are totally in the dark with regard to possible losses due to the lack of market prices for the 

material factors of production that they must employ. The prediction of Mises materialized less than 

70 years later (some 15 years after he died). This was a most brilliant triumph for deductive 

economics. It even put the CIA to shame that certainly did not anticipate the collapse of the ‘Evil 

Empire’ in spite of its budget in the hundreds of millions of dollars, until the day before it happened. 

The question arises: if values cannot be measured, how is economic calculation possible under 

capitalism? Apparently Mises was far too dogmatic in assuming the impossibility of measuring value. 

This is all the more curious since Menger already in the 19th century solved the problem by 

establishing the measuring rod, a unit weight of gold, with which measuring value has become 

possible. Mises was blinded by the Quantity Theory of Money. He refused to accept the fact that the 

marginal utility of gold was, in fact, a non-zero constant. Gold is the ideal material out of which the 

measuring rod of value can be fashioned. No wonder that devotees of the QTM demur. To their mind 

the value of gold, like the value of anything else, cannot be constant as it depends on available 

quantity. But if there is one lesson we must learn from Menger, it is the recognition that gold has 

become money not by historical accident, nor by its alleged scarcity, but because of the fact that gold 

is the most marketable substance we have. It took an evolution lasting for thousands of years for gold 

to reach that status. The process goes back to prehistoric times, well before writing was invented. 

People were hoarding gold as it was the best means of the original accumulation of capital through 

which income could be converted into wealth and wealth into income, long before anyone thought of 

the exchange of wealth and income. Gold hoards had existed before gold became money. Lending 

and borrowing was unheard-of; individuals saved by hoarding gold, and drew on their savings by 

dishoarding it (i.e., selling their gold piecemeal as the need arose). As the savings of an increasing 

population grew, the stocks-to-flows ratio for gold became a high multiple (at present variously 

estimated between 50 and 80, meaning that at the present rate of gold production it would take 50 

to 80 years of output to duplicate existing stocks) while the ratio for all other goods (save silver) it is 

a small fraction. E.g., for copper it is about one-third (meaning that stockpiles do not exceed four 

months’ mine output) because of the fast-declining marginal utility of copper that prevents large-

scale accumulation. 

There are far-reaching consequences. Gold continues to be mined in good times as well as in bad 

most economically, without any fear of a glut. According to Mises it is nonsensical to talk about 

constant marginal utility because it would imply infinite demand. However, in saying this Mises has 

overlooked the existence of interest. Interest is a regulator of the demand for gold. It prevents 

demand from getting arbitrarily large. NASOE recognizes the contact between gold and interest after 

John Fullarton first pointed it out in 1844 (cf. Chapter 15.) It has developed a comprehensive theory 

of gold, interest, capital accumulation, as well as of measuring value and forming prices without 

reference to supply/demand equilibrium. Note that these two concepts are indefinable in markets 
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with speculator participation. Speculators could turn from buyers to sellers or from sellers to buyers 

on a moment’s notice. 

The gold-interest nexus is a great unifying idea in economics. Pieces of the jigsaw puzzle neatly fall 

into place. Once taken into account the objection that the constant marginal utility of gold is 

tantamount to infinite demand for gold, is rebuffed. We conclude that value can be measured, and 

prices are the valid measure of value, on which economic calculation rests. 

Dogmatic clenching to the Quantity Theory of Money causes more harm than good. We should give 

full recognition to Menger’s ‘quality theory of money’, placing the most marketable goods, gold and 

silver, into the center. Their value has nothing to do with changing supply or demand. They owe their 

value not to their alleged scarcity, but to their supreme marketability. 

 

Chapter 9.  Is constant marginal utility of gold contradictory?  

As already mentioned in Chapter 8, Mises refused to acknowledge that gold has constant, nonzero 

marginal utility. His position is that constant marginal utility is contradictory as it implies infinite 

demand and infinitely high price. We respectfully disagree with Mises. He went astray because he 

missed the point that interest payable for the privilege of using gold is a powerful deterrent 

militating against an infinitely increasing high price. The tempering of the demand for gold by the 

requirement to pay interest for its use is obvious. Moreover, the rate of interest is variable and varies 

inversely with the propensity to save. The more people save, the greater amount of gold will be 

available for others with which to finance investments. Thus supply smoothly adjusts itself to 

demand: greater demand for gold calls out a greater supply through the mechanism of the variable 

interest rate.  

John M. Keynes, the enfant terrible of economics asserted that not only gold but all other commodi-

ties also have their own rate of interest. In particular, he talks about the “wheat rate of interest”. 

This, of course, is pure bunk. It is meaningful to talk about interest only in relation to the commodity 

that commands constant nonzero marginal utility, that is, gold. If you want to borrow wheat, you just 

borrow gold and buy the wheat with the proceeds. There is no market for borrowing wheat. Keynes 

was fooled by the existence of futures markets for wheat. But these futures markets don’t let you 

borrow (consumable) wheat. What they do is just the opposite: they let you hedge your price risk if 

you have ‘borrowed’ wheat through the mechanism of borrowing gold. They help you restitute the 

‘borrowed’ wheat on the best possible terms. As we can see from this example, only a commodity 

with stable value can be lent and borrowed on reasonable terms. In the previous Chapter we 

discussed why the value of gold is indeed constant. Gold is the very material out of which the 

measuring rod to measure value is fabricated. Devotees of the Quantity Theory of Money have a 

confused notion of marketability (as Mises and Hayek apparently did). Be that as it may, the idea that 

the value of gold varies is an oxymoron. The value of gold cannot vary any more than the length of a 

yardstick measured in terms of the yard can. If you reject gold as the material out of which the 

yardstick to measure value can be made, then you have to answer the question what is the true 

measure of value. No matter how you look at it, the only constant in economics must be derived 

from the idea of maximum marketability. 
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Quantity theorists and other detractors of gold argue that the value of gold is palpably variable as 

witnessed by the great historical episodes of gold dispersal. There were three such episodes: the sack 

of Persepolis by Alexander the Great in 330 B.C., the sack of Cusco by Pizzaro in 1534 A.D., and the 

sham demonetization of gold by Richard Nixon in 1973. Each of these episodes was followed by price 

revolutions. E.g., the sack of Cusco was followed by a prolonged period of rising prices first in Spain 

(to where the looted gold was first shipped) lasting over a hundred years, then, in the rest of Europe, 

as gold (and silver) percolated down to other countries. The impression was that the value of gold 

fell. However, in each of these episodes the availability of consumer goods was greatly reduced in 

the wake of a spending orgy. We argue that price revolutions were always and everywhere the 

consequence of the scarcity of consumer goods, never that of an alleged abundance of gold. In the 

latest episode the world has experienced an unprecedented increase in prices, accompanied by a fall 

in the purchasing power of gold. This was partly the result of auctioning off US Treasury and IMF gold 

and, most notoriously, auctioning off half of the gold reserve of the Bank of England at record low 

prices at the end of the 20th century; and the sham demonetization of gold and the propaganda 

accompanying it. 

But, for the most part, the fall in the purchasing power of gold was the result of a spending spree 

arising out of abolishing compulsory gold reserves for banks to secure the dollar. 

One has to distinguish between the value of gold and the purchasing power of gold. Since there is no 

other good the marketability of which is the same or greater than that of gold, the value of gold has 

not changed and will not change within the limits of our observa on     in spite of great changes in the 

purchasing power of gold. We have to call attention to the glaring fact that in those periods when the 

purchasing power of gold was falling, such as the last decades of the 20th century, for example, the 

purchasing power of non-gold currencies was falling even more. Therefore it is no argument against 

the gold standard that sometimes the purchasing power of gold goes through a prolonged decline. 

There is no historical episode on record during which the purchasing power of paper currencies 

remained stable while that of gold was falling. In each and every case the purchasing power of paper 

currencies fell more. Those fond of harping on the deficiencies of the gold standard, pointing to 

historical periods when the purchasing power of gold was falling, of course never mention this fact. 

The fall in the purchasing power of gold apparently came to an end at the simultaneous turn of the 

century and millennium. Gold is reasserting itself as the universal unit of value. 

We just have to put 33333333333333the idea to rest that the value of gold is subject to rising and 

falling as that of other substances. 
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Chapter 10. Is paper money a present good or a future good?  

The bone of contention between Mises and NASOE is the question posed in the title of this Chapter. 

According to Mises, a gold certificate (a.k.a. yellowback) is just as much a present good as the gold 

coin which it promises to pay bearer on demand. As long as its maturity and security is not in 

question, the gold certificate can perform all the monetary functions that the gold coin can. In saying 

this Mises obliterates the difference between a promise and the object of a promise. He also ignores 

the fact that a gold certificate is listed in the asset column of the balance sheet of its owner; but 

unless it also appears in the liability column of the balance sheet of someone else, the gold certificate 

is worthless. For the gold coin there is no such limitation. Gold is the only asset that is not the liability 

of a third party. Consider the fact that, upon consolidating all balance sheets in the US (including that 

of the US Treasury) the value of gold certificates will evaporate. The value of gold coins will not.  

Payment in gold coin is the ultimate settler of debt. No other method of payment will extinguish 

debt, which is merely shifted from the debtor to the bank or, ultimately, to the US Treasury. It is a 

fable that the US Treasury can expand credit without limit, thanks to its ability to extend the maturity 

of its debt at will indefinitely. As the ‘sovereign debt crisis’ of the European governments most 

convincingly shows, government debt has its limits, too. Like private debt, it can be and is being 

abused. There is another crisis in the offing right now that has not yet hit the headlines: the 

sovereign debt crisis of the US government. This crisis is far more serious than other sovereign debt 

crises in Europe, already in the headlines. (Triffin’s Paradox). When it bursts upon the scene, the 

world’s monetary and payment system will unravel for reasons having to do with the fact that 

practically all central banks cover their note liabilities with U.S. government obligations.  

Mises actually goes a lot farther than promoting gold certificates to the status of a present good. He 

promotes irredeemable paper money of every stripe in the same way. Not only is the yellowback a 

present good in his view, but so is the greenback and every other inconvertible paper money. In 

insisting that they, too, constitute present value Mises contradicts himself. Elsewhere in his writings 

he eloquently and wittily says that only the government can work the miracle of taking a perfectly 

useful commodity, paper, sprinkle some ink on it thereby rendering the paper perfectly worthless. 

There is no need to blot out the distinction between a present good and a future good. A gold coin is 

a present good; a gold certificate as well as any kind of fiat money is a future good (we hope so). 

According to the adage “there’s many a slip between cup’n lip”. On March 6, 1933, such a fatal slip 

occurred when President F. D. Roosevelt worked the miracle of turning an alleged present good, the 

20 dollar greenback into a lump of butter of much less value. As the butter was exposed to the Sun,  

a meltdown of values both at home and abroad started. But the double eagle (20 dollar gold coin) 

was impervious to monetary mischief as well as the effect of the Sun. It was (and still is) acceptable in 

unlimited quantity at its original value abroad, despite presidential proclamations. True, at home it 

was not; but that was because of the strong arm of government. If you accepted it, you were going to 

jail. Napoleon and the glory of his empire is long gone, but the twenty-franc gold coin, also called 

Napoleon, is very much alive, and will be for a long time to come, regardless of the fortunes of 

Napoleon himself and that of his empire. 

In Chapter 15 below we shall see that Mises also is in error when he states that the gold certificate 

can perform all the monetary functions that the gold coin can. The truth of the matter is that one 

function it definitely cannot. It cannot cast the protest vote against the suppression of the rate of 
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interest by the government and banks. The error of Mises is all the greater because the formation of 

the rate of interest cannot be understood without reference to the control people have over the 

 oor of the rate of interest      by virtue of their right to refuse gold certificates and demand gold coins 

in selling their gold bond. Refuse they will because their bond still pays interest, however little, while 

the gold certificate does not.  

The irredeemable paper dollar (F.R. note) of today is the result of a criminal conspiracy between the 

U.S. Treasury and the Federal Reserve System (Fed), popularly known as check-kiting, whereby they 

both issue liabilities for which they take no further responsibility whatsoever. The Treasury issues 

bonds, the Fed issues F.R. credit (namely, F.R. notes and F.R. deposits). In neither case is any  

meaningful provision for redemption made. The Treasury bond is ostensibly payable at maturity in 

F.R. credit. However, F.R. credit is created on the collateral security of the self-same Treasury bond. 

In reality, therefore, it amounts to nothing more than silly prestidigitation at best. At worst, it is 

criminal defrauding of the people at home and abroad.  

This raises the following question: by what valid reasoning can one justify the procedure of issuing 

liabilities which the issuer has neither the intention nor the means to honor? Check kiting is dealt with 

by the Criminal Code. We are here facing a most serious infraction of the Principle of No Double 

Standard. Our monetary system is based on practices that would, if they were engaged in by private 

individuals or firms, land the perpetrators in jail. The government is telling its subjects: “Do as I say, 

not as I do”. Is this an honorable position for a self-respecting government to take? Is the welfare of 

the American people and that of the people of the world in good hands of upright and law-abiding 

statesmen? Or, perhance, it is in the hands crooks? 

If we are to believe Mises, present goods can be created through check-kiting. Perhaps it was this 

favorable citation of Mises, that “fiat money is a present good”, that emboldened the authors of the 

paper dollar system to propose that counterfeit dollars are all right as long as they are issued through 

official channels and sanctioned by officials. Never mind that the officials have perjured themselves 

in in the process    indeed, they are impostors, usurpers, or worse. 

The question arises why the perpetrators of fiat money in the 20th century found it necessary to 

indulge in such a contorted process as check-kiting. They could have simply replaced F.R. notes by 

circulating T-bills. President Lincoln in the 19th could get away with that in forcing the circulation of 

non-interest-bearing Treasury notes. Well, in forcing the circulation of greenbacks Lincoln had to 

suspend habeas corpus. He simply put people in jail if they failed to comply with his executive orders. 

There is no need to suspend habeas corpus today in order to force the circulation of the 

irredeemable dollar (for the time being, anyway). This is a sad commentary on our educational 

system as it presently exists. In the 19th century people knew their Constitutional rights, they knew 

what the President could or could not do. Today they meekly accept any affront from the President 

concerning their property rights or any other right.  
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Chapter 11. The 100 percent gold standard of Rothbard versus the unadulterated gold standard 

Murray Rothbard used the designation ‘100 percent gold standard’ for what he said was the most 

desirable monetary system. The designation is disingenuous. If something is 100 percent, it must be 

good, mustn’t it? Except that it is a pipe dream. It cannot be realized. Demand for money is swinging 

between widely different extremes, and gold coin circulation is far too rigid to be able to satisfy it.  

An expansion of demand (regularly occurring in the Christmas shopping season) would cause 

unwarranted price rises. A contraction of demand (regularly occurring during the first month of the 

year) would cause unwarranted price declines making the economy buckle under a deflationary 

strain. Likewise during harvest-time, the stock of circulating gold coins is unable to move the crop 

from the field to storage. 

100 percent gold reserve banking is a pipe dream as well. Not only is it unrealizable; there is no need 

for it either. According to a famous adage of Adam Smith it is wasting precious resources. He called 

the use of real bills maturing into gold in bank reserves a ‘waggon-way in the sky’. There is no need 

to take land out of production as earthbound waggon-ways do. Real bills are the best earning assets 

the bank can have. If cash gold were used in every single exchange, then there would be a squeeze 

on the pool of circulating gold coins more urgently needed as a catalyst in facilitating capital 

accumulation. Traders along the supply-chain handling semi-finished consumer goods never insisted 

on cash settlement of their claims. Bills were drawn “91 days net” to allow plenty of time to collect 

the gold coin of the consumer to pay them. 

The ideal monetary system is not Rothbard’s so-called 100 percent gold standard. It is the 

unadulterated gold standard. Three of its features must be given prominence: 

 (1) the unconditional right of bearer to convert his gold bullion of the right quantity and 

quality into gold coins of the realm at the Mint free of seigniorage charges, along with the 

unconditional right to hoard, melt or export the coins of the realm as the owner sees fit; 

 (2) the unconditional interdiction of borrowing short to lend long; 

 (3) the temporary monetary privileges extended to real bills. 

The phrase “illicit interest arbitrage” catches the idea of borrowing short to lend long. Whereas 

arbitraging long-term to short-term funds along the yield curve is perfectly legitimate and 

unobjectionable, arbitrage in the opposite direction is illicit and it is to be dealt with by the Criminal 

Code. It is useless to argue that selling bills in order to invest the proceeds in the bond market should 

be up to the discretion of the individual investor. When the bills expire, they must be replaced with 

new bills to keep the arbitrage unimpaired. However, bids on bills could evaporate in the meantime. 

This is exactly what happened to mortgage-backed securities in 2008. Bids for the mortgages backing 

bonds vanished, consequently, there was no market for the bonds either. The freedom of individuals 

to make contracts as they see fit is not absolute. Borrowing short to lend long, as all other 

‘something from nothing’ schemes, undermine society. It is a prescription for disaster. In instances 

such as this the safety of social cooperation overrides individual freedom. 

Circulating gold and silver coins belong to the paraphernalia of the unadulterated gold standard. The 

right of the individual to convert standard quantity and quality of gold bullion into standard gold 

coins free of seigniorage charges must be enshrined in the Constitution (as it was, and still is, in the 
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U.S.) Denial of this right by officials is unconstitutional and must be treated on a par with high 

treason. 

Gold bonds issued by the government should, like any publicly traded bond, be subject to sinking 

fund provision. Principal and interest are payable in the gold coin of the realm. Politicians 

engineering a default on the public debt must not be able to escape prosecution after their term has 

expired. 

The unadulterated gold standard must afford full protection against fraudulent default on 

commercial bills. Also called real bills, they are payable in gold coins upon maturity within 91 days or 

less. They are the best earning asset that a commercial bank can have. They are the most marketable 

instrument second only to the gold coin itself. Violation of the conditions to draw them (for example, 

making a false statement on the face of the bills, or redrawing them on left-over merchandise) must 

be made a criminal offence, on a par with counterfeiting. 

Real bills circulate spontaneously (cf. Chapter 14). If the banking system becomes insolvent and all 

banks close their doors, as it could happen in view of the present crisis, the production and 

distribution of consumer goods will not come to a sudden halt. They will be financed by real bills. 

However, gold coins must be available to pay expiring real bills at maturity. Therefore the Mint must 

be open to the unlimited coinage of gold. Without gold coins the production and distribution of 

consumer goods may break down. This is our answer to those who try to disparage gold by crying: 

“You can’t eat gold!” True, you can’t eat gold; but without gold you may not be able to eat at all. Bills 

financing food production will not circulate unless they mature in gold. Gold coins must also be 

available to pay wages. Wage earners must have access to gold and silver coins in order to validate 

their choices in their capacity as consumers. 

As a practical matter, gold coins cannot be made so small as to meet the requirements of the retail 

trade. The problem is solved by having the Mint strike subsidiary silver coins on Treasury account. 

These silver coins are not full-bodied, i.e., their face value is higher than their melt-down value 

(unlike the gold coin of the realm, which must be a full-bodied coin). However, the Treasury by law 

must have a 100 per cent gold reserve against subsidiary silver coins, and is under obligation to 

redeem them on demand in the gold coin. Payment in subsidiary coin is subject to a limit. 

There must also be a limit the use of paper currency in paying wages, by eliminating small 

denomination bank notes. It goes without saying that legal tender privileges of bank notes must be 

eliminated. 

The unadulterated gold standard is more than simply a free market in money and credit. Some 

economists argue against limiting the individuals’ right to make contracts as they see fit. They are 

woefully uninformed about the social harm done by credit expansion through peddling short-term 

funds as cover for long-term lending. 

The recent plan of the Fed, dubbed operation twist, is a shameless attempt to make borrowing short 

to lend long appear legitimate and safe. The Fed is selling short-term debt from portfolio to buy long-

term debt. The objective is to halve interest rates sequentially ad libitum. This e ort is highly 

de a onary   although this is not recognized by the Fed    as fallinginterest rates always metastasize 

into falling prices. 
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Chapter 12. Menger and the Quantity Theory of Money 

Mises built his entire theory of money and credit on the Quantity Theory of Money (QTM). He did 

say, though, that his was a ‘modern’ QTM in so far as it realized that there was a delay between the 

cause (increase in the money supply) and the effect (rising prices); hence those who could lay their 

hands on the newly created money first (e.g., people with government and bank connections such as 

special interest groups and various other pressure groups) would benefit at the expense of those 

who were last in line (e.g., pensioners). Yet this does not address the main fault of the QTM which is 

this: newly printed money can be spent not only on goods and services (causing prices and wages to 

increase), but on bonds as well (causing interest rates to fall). It is even conceivable that none of the 

newly printed money goes to pay for goods and services, but all of it goes to buy bonds. If that is the 

case, there will be no increase in the price of goods and services no matter how extreme the inflation 

may be. Instead, there will be deflation galore as the falling interest rate structure translates into a 

falling price structure and capital destruction. The contemporary experiment with unlimited inflation 

is a case in point. We have relatively little by way of price increases, but an alarming destruction of 

capital. The worst aspect of inflation (read: artificial increase in the money supply by the central 

bank) is that it creates a false euphoria of well-being and it helps governments to perpetuate their 

power while insidiously undermining capital preparing the ground for bankruptcies and huge 

unemployment, followed by breakdown of law and order. 

In the spirit of Menger NASOE criticizes Mises for endorsing the QTM that at best is a clever 

mechanical metaphor, at worst, it is a thoroughly bad theory without redeeming features. It treats 

the world as if it was linear when, in effect, it is highly nonlinear. If we check the indexes of Menger’s 

two most important books, the Grundsätze and the Untersuchungen, we shall not find one entry 

related to the QTM. Careful reading of other writings of Menger reveals that he never said anything 

of substance on the QTM either pro or con. One should not jump to the conclusion that Menger had 

no opinion on the validity of QTM, and would be happy to let his students struggle with the problem. 

It is more likely that Menger was disturbed by the idea that the QTM made gold and silver appear 

more or less valuable according to changing supply. He firmly believed that gold’s monetary role was 

due to its supreme marketability that had nothing to do with temporary changes in supply. He was 

alive to the fact that in terms of the ratio of stocks to annual flows gold is far from being scarce: it is 

more abundant than any other commodity the marginal utility of which declines faster (thus 

preventing a large build-up of large hoards). The value of gold (and silver) is not determined by 

quantity; it is determined by marketability. The powerful concept of marketability is the living denial 

of QTM: quality pitted against quantity. If the purchasing medium is made of the material of the 

highest quality (read: of the most saleable and the most hoardable good), then its value is constant, 

regardless of its ‘purchasing power’. We simply don’t have any other standard to gage the stability of 

value. 

It is very probable that Menger wanted to develop his theory of interest in a planned second edition 

of Grundsätze on which he was working during the last decade of his life, and he saved his criticism of 

the QTM for this work. Unfortunately he died before he could do it, and in this sense his opus 

remains incomplete.  
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Quantity theorists habitually conjure up the bogey man of gold hoarding in an effort to refute the 

claim that the value of gold is not variable than the length of the yard in terms of the same yard is. 

They argue that gold hoarding makes gold scarce, causing prices to fall. Deflation follows. The truth 

of the matter however, is that talking about gold hoarding makes sense only if we also consider gold 

dishoarding in the context of the mechanism of the formation of the rate of interest. Gold hoarding is 

a protest vote: a warning signal that the government and the banks have gone too far in pushing the 

rate of interest lower. The marginal bondholder is protesting the violation of his time preference. He 

sells his overpriced bond, keeping the proceeds in gold coins. Should the government and the banks 

heed the warning and rein in the credit expansion, the public will dishoard gold. 

 At any rate, if the government wants to eliminate gold hoarding, there is a very simple way to do it. 

It should allow the interest rate to return to its natural level, namely, the level of marginal time 

preference. The marginal bondholder will react by releasing his hoarded gold. He will buy his bond 

back at a profit. What he is in fact doing is a profitable arbitrage operation between the bond market 

and the gold market. This arbitrage is very effective: it keeps the government and the banks on short 

leash. The profitability of this arbitrage is the guarantee that the government will pursue the 

enlightened policy of “hands off” as far ar the rate of interest is concerned. This is how God ordained 

the world. The rate of interest and its variation is no business of the government. It is the business of 

the people who retain their control through increasing or decreasing their outright possession of 

gold. 

All economists have missed this essential role of gold in the formation of the interest rate with the 

exception of John Fullarton. He pointed out the connection between gold hoarding and the 

suppression in the rate of interest in his book On the Regulation of Currencies, first published in 1844. 

Mises dismissed the Fullarton Effect with a contemptuous remark calling it Deus ex machina (“God 

crawling out of the woodwork”). For more on this, see Chapter 15. 

This epitaph turned out to be more apt than Mises intended. The role that gold is supposed to play in 

the economy to keep it on an even keel was forcibly overruled by the government. By eliminating 

gold from the monetary system conceited men eliminated God from economics as well. But God is 

punishing men for their utter conceitedness, as he had punished the people of the Old Testament for 

theirs. The contemporary Tower of Babel is made of debt as manifested by the tower of derivatives. 

The mindless experiment will end the same way. According to the Bible, God confused the language 

of the builders of the Tower of Babel that was supposed to reach the sky. After God confused their 

language they could no longer communicate with one another. The Tower of Babel collapsed and 

buried its conceited builders under the rubble. In the contemporary episode God is confusing the 

currencies of the builders of the debt tower. This tower is also doomed. Lamentably, the effect will 

not be confined to one city. The collapse of the Debt Tower will bury virtually all the inhabitants of 

the globe under the rubble    punishment for the conceit of our leaders in trying to play God. 

This raises the question: how is it that our leaders did not see the disaster into which they were 

leading the people? The answer is: the Quantity Theory of Money has blurred their vision. 
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Lecture 13. The wisdom of Adam Smith 

Mainstream Austrian Economics treats Adam Smith as one might treat a poor relative. His name is 

virtually never mentioned, except in the context of the mistake he made in connection with the 

theory of value. As is well-known, Adam Smith embraced the ancient fallacy that the value of a 

product was proportional with the socially necessary amount of human labor going into its 

production. (Karl Marx’ system was also based on the same fallacy.) But what the American Austrians 

really cannot forgive Adam Smith is the fathering of the Real Bills Doctrine. It is an anathema for 

them since it refutes the Quantity Theory of Money (QTM), the Holy Grail of Austrian monetary 

theory. 

It is ironical that mainstream Austrians, rightly, combat posi vism     except that they embrace QTM,a 

paramount example of positivist thinking and barren theorizing. By contrast, Adam Smith’s Real Bills 

Doctrine is a paragon of theorizing while refusing to fall into the trap of positivism. It remains faithful 

to reality. 

It is a fact that real bills drawn on maturing semi-finished goods did circulate spontaneously in 

Lancashire before the Bank of England opened its branch office in Manchester, as observed by Mises 

himself. It is also a fact that real bill circulation did not give occasion to price rises. The bill expired 

simultaneously with the sale of merchandise to the ultimate consumer, on which it had been drawn. 

At no point in time did bill circulation exceed the quantity of finished and semi-finished goods on the 

way to the consumer. What these bills did was to provide “bridge-financing” in moving semi-finished 

goods, bringing them one step closer to the ultimate consumer. 

We owe the example of the spinner-weaver supply chain leading to the ultimate consumer of cloth 

to Mises himself. He observed that the bill drawn on the yarn delivered to the weaver was 

acceptable in payment to the suppliers of the spinner. To insist that the weaver pay in gold coin for 

the yarn shipped by the spinner, along with the spinner also paying in gold coin for the bale of wool 

to the wool merchant, is unrealistic in the extreme. A consistent execution of such a program would 

put an intolerable squeeze on the pool of circulating gold coins and would ultimately lead to the 

collapse of the gold standard.  

Adam Smith did see this. Furthermore, he realized that there was simply no need for paying gold at 

the time of delivery of semi-finished goods by one producer to the next. As a matter of merchant 

custom traders like the spinner and the weaver routinely accepted properly drafted and endorsed 

bills in payment for the consignment of yarn and cloth. They were happy to wait patiently for their 

share of the gold coin that was to be released by the ultimate consumer, and would reach them in 

good  me, at any rate no more than 91 days   as their predecessors have for hundreds of years before 

them. 

Adam Smith’s famous metaphor about the “waggon-way in the sky” in the Wealth of Nations is most 

convincing. Gold has a far more important role to play in the economy than being merely a 

purchasing medium, facilitating the payment of the spinner for yarn delivered which, in any case, can 

be made with self-liquidating credit. By contrast, gold is indispensable in financing capital 

accumulation and capital deployment. If you wanted to replace gold in this capacity by drawing bills, 

and tried to put these bills into circulation, you would be disappointed and rebuffed. Traders 

wouldn’t touch your bill with a ten-foot pole. There would be no bid for them. Believe me, it has 
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been tried any number of times, and failed in every instance. Waggon-way in the sky works only for 

consumer goods in most urgent demand, and it utterly fails to work for capital goods for which 

amortization may take years. The marketability of real bills is way higher than that of the best 

corporate bond, or that of Treasury bonds, even Treasury bills for that matter. We only have to look 

at the bid/asked spread at which they are traded. A real bill can be bought and sold back-to-back 

with virtually no loss. That’s why real bills are the best earning asset commercial banks can have to 

cover their sight liabilities. A run on the bank can be successfully beaten back by liquidating the 

bank’s portfolio of real bills. 

Real bills were in very high demand indeed, far beyond the needs of trade in semi-finished consumer 

goods. Anyone in need to assemble a large sum of money, whether to purchase a house or whether 

to retire a bond issue, would do it by assembling a portfolio of maturing real bills. Mises does not 

appear to have realized that. In the 19th century every time a house was sold, the buyer never paid 

for his purchase by surrendering gold coins. He paid for it by surrendering real bills maturing (into 

gold coins) on the day the sale was to be consummated. Nor were corporate bonds (which typically 

carried a gold clause) retired at maturity by handing over a sack of gold coins to the bondholder. 

They were retired through handing over a portfolio of real bills which the corporation assembled 

over a period of time in such a way that the maturity of the bills should dove-tail with that of the 

bond. 

 

Chapter 14. Spontaneity of real bill circulation 

All the arguments against the Real Bills Doctrine and the Banking School enumerated by Mises refer 

to banks that use (abuse) real bills in their portfolio of assets serving as collateral against bank loans 

to businesses. While he does not deny that real bills could circulate spontaneously, Mises does not 

consider spontaneous real bill circulation as a phenomenon worthy of closer attention. However, a 

proper analysis of Adam Smith’s Real Bills Doctrine should put the problem in a correct setting, 

including a look at a hypothetical economy where banks simply do not exist. 

In such an economy real bills would circulate as medium of exchange on their own wings and under 

their own steam. Their circulation would be entirely spontaneous. The bill market would be the 

supreme judge in deciding which bills it would discount and which ones it would refuse to discount. 

Very little, if any regulation is needed provided that the bill market is transparent. The market is 

ingenious enough to find its means of exchange even in the complete absence of commercial banks. 

In many ways such an absence might even be salutary. Banks withdraw the lion’s share of real bills 

from the public domain. They make them private documents in bank portfolios. The bill market can 

no longer be overseen by the public. That gives rise, nay, invites, collusion. ‘Pig-on-pork’ style bills 

will crop up in violation of the rules. In the absence of banks such bills could not be sheltered from 

public scrutiny. The bill market would spot them and refuse to discount them before they could do 

much harm. Furthermore, expiring bills on unsold merchandise could be quietly ‘rolled over’ by your 

friendly banker in violation of the rules. This is the main danger of allowing banks to treat bills in their 

portfolio as privileged documents. The public should have the right to know what’s going on. It 

should have the final say which bills should be refused discounting. Banks should have been 

forbidden to roll over expiring bills on leftover merchandise in collusion with their favored clients. 
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The advent of commercial banks and their practice of withdrawing spontaneously circulating bills 

from the market was motivated by the convenience of bank notes as a proxy for the real bill. Bank 

notes came in standard denomination. No expiry date was specified to watch. The name-recognition 

of the bank was superior to that of the firm on which the real bill was drawn. In fact, the convenience 

that the bank note afforded was such that people were willing to forgo the discount that would be 

theirs otherwise. They also gave up their right to oversee that the banks do actually withdraw the 

right amount of bank notes from circulation every time the underlying real bill matured. The 

temptation on banks was too great to put such bank notes back in circulation for other purposes, 

such as loans on personal consumption or on capital projects, a practice that was against the rules. 

All in all, the record of commercial banks and the role they have played in the bill market is mixed. 

One can say that the banks did not deserve the trust that was accorded to them. They should have 

been kept on short leash. Their portfolio of maturing real bills should have been open to public 

scrutiny. Bank supervision should have been much tighter, fines on banks violating the rules higher. 

The public should have been made cognizant of bank violations, especially when they have been 

recurring. In particular, bank inspectors should have blown the whistle every time when they saw a 

bank paying out bank notes illegally, rather than withdrawing them from circulation upon the 

expiration of the underlying real bill. 

 By now bank abuses have gone so far that the entire banking system has become insolvent and 

could collapse at any time. If that happens, that will not be the end of the world. As a matter of fact, 

the world can live without banks. Spontaneous real bill circulation can take over financing the 

production and distribution of consumer goods in most urgent demand. 

 

Chapter 15. The Fullarton Effect 

The concept of marginal time preference originates with the Scottish economist John Fullarton  

(1780-1849) who in his book On the Regulation of Currencies, first published in 1844, pointed out the 

causal nexus between the suppression of interest by banks and gold hoarding that came to be known 

as the Fullarton Effect. Mises ridiculed the Fullarton Effect and called it Deus ex machina. Mises was 

wrong. Gold hoarding is the corner stone of the theory of interest, marking the level below which 

neither the government nor the banks are able to push the rate of interest without further serious 

consequences. 

In Chapter 10 above we tackled the problem whether a gold certificate (yellowback) is a present 

good or, as common sense may suggest, whether it is a future good. We came to the conclusion that, 

like any promise to deliver a commodity in the future, a gold certificate is also a future good. Mises 

made a major mistake in classifying it (as well as classifying all irredeemable currency) a present 

good. To the best of my knowledge his judgment has not been challenged by other authors, nor was 

his summary dismissal of the Fullarton Effect criticized. 

Let us now see the detailed argument why Mises is in error when he suggests that the gold certificate 

can also perform all the monetary functions that the gold coin can. One function it definitely cannot. 

Consider the marginal bondholder’s reaction to the suppression of the rate of interest below his time 

preference rate (a.k.a. the rate of marginal time preference) by the banking system. He will sell his 



36 
 

overpriced gold bond in protest and keep the proceeds in gold coin, until the banks stop suppressing 

the rate of interest and allow it to increase and reach its natural level. At that point the marginal 

bondholder will repurchase his bond at a lower price. Without this arbitrage between the bond 

market and the gold market the formation of the rate of interest cannot be understood. At any rate, 

the marginal bondholder would refuse to take a gold certificate in exchange for his bond. It would 

make his protest nonsensical. He would be jumping from the frying pan into the fire. His action 

would be counterproductive: the bond does pay interest, however little, while the gold certificate 

does not pay any. This is one function that the gold certificate cannot perform but the gold coin can: 

to cast the protest vote against the banks’ suppression of the rate of interest below the rate of 

marginal time preference. And a very important function it is. 

Gold hoarding is not an aberration as some authors suggest. Keynes even said that the study of the 

phenomenon is not the task of the economist. It is, rather, the task of the psychopathologist. The 

truth is, however, that gold hoarding has a central role to play in the formation of the rate of 

interest. So much for Keynes’ understanding of interest and of psychopathology. 

Mises is obsessed with the demand for money. Strictly speaking there is no such a thing. There is 

demand for gold arising out of the Fullarton Effect. Gold hoarding is the only effective way to protest 

the banks’ suppression of the rate of interest. The rest of what Mises subsumes under the heading 

‘demand for money’ is really demand for consumer goods. But according to the Real Bills doctrine of 

Adam Smith, if the demand is sufficiently urgent, bills will be drawn and discounted to finance the 

production and distribution of consumer (first order) goods. Demand for higher order goods will 

cause the rate of interest to rise, which will make the marginal bondholder dishoard gold. 
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Chapter 16. Is the rate of interest the product of a market process?  

As mentioned in Chapter 4 above, according to Mises the rate of interest, unlike prices, is not the 

product of a market process. He postulates time preference that determines what he calls ‘originary 

interest'. In this view the market rate is a modi ca on of the rate derived from originary interest   

taking other factors such as risk of default into account. We have pointed out that originary interest 

is a phantom: it is trying to second guess what someone will think or do in the future. 

We have also dealt with the question how the rate of interest manifests itself in the first place. How 

can one find out what the rate of interest at any moment is? Asking the neighboring pawnshop 

manager is not good enough. We get a better idea if we go to the bond market and get a quotation 

on the bond price. The inverse relationship between the rate of interest and the bond price can be 

compared to a see-saw: while the rate of interest goes up, the bond price comes down and vice-

versa. The bond market is huge; lending and borrowing outside of the bond market is minuscule in 

comparison, suggesting that the rate of interest manifests itself through the bond price. 

But the main reason why we at NASOE reject Mises’ theory of interest is his categorical refusal to 

admit that the productivity of capital has anything to do with the rate of interest. As mentioned in 

Chapter 3, this flies in the face of facts. When the rate of interest goes up, a lot of productive capital 

becomes submarginal. The marginal entrepreneur sells his plant and equipments (or at least stops 

maintaining them). He puts the proceeds and his savings on capital maintenance into bonds which 

are cheap now and offer a high yield. Conversely, if the rate of interest comes down, the marginal 

entrepreneur sells his bonds at a profit, buys back his plant and equipments and reboots capital 

maintenance. He is doing arbitrage between the bond market and the capital goods market. Without 

explicitly recognizing this arbitrage (along with the arbitrage of the marginal bondholder between the 

bond market and the gold market) it is not possible to understand interest. Mises is wrong: the 

formation of the rate of interest is the result of market processes, very much like the formation of 

prices as described by the disequilibrium theory of price formation. 

The theory of interest has a long and checkered history, mainly due to the original sin of Aristotle. He 

postulated, mistakenly, that taking and paying interest is against natural law because gold, an inert 

matter, unlike cattle and sheep (that used to serve as money in prehistoric times), does not beget 

gold. After Christianity became the dominant religion, St. Thomas of Aquinas (1225-1274) in his 

Summa Theologiae transplanted the pagan philosophy of Aristotle into Christian dogma. Taking and 

paying interest has become a cardinal sin and it was not until the 19th century that usury was 

redefined and proscription against interest was lifted by the Catholic Church. To a large extent this 

was done in response to prompting from Protestant philosophers. 

The theory of interest is still in a backward state. The fratricidal war between factions of Austrian 

economists, one subscribing to the productivity theory and the other to the time preference theory 

of interest, still continues. NASOE is the first to suggest that it is possible, in the spirit of Carl Menger, 

to find a synthesis between the positions of the two factions. This depends on starting with a new 

formulation of the definition of the rate of interest. We have given this new definition in Chapter 4 

above: The current rate of interest is that rate at which the coupons (representing interest payments 

without amortization) plus the repayment of the principal sum at maturity amortize the market value 

(as opposed to the face value) of the bond. The bond market, just as the market for commodities, 

quotes bid and asked prices. These determine the ceiling and the floor (in this order!) of the range in 
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which the rate of interest may move. As in the case of commodities, the forces responsible for the 

formation of the bid and asked price are entirely different, and call for separate analyses. In 

particular, the floor of the rate of interest is determined by marginal time preference (time 

preference of the marginal bondholder). The ceiling, on the other hand, is determined by the 

marginal productivity of capital (that is, the productivity of the marginal capital good). In this way the 

fratricidal war can have a happy end. In no event is the Fed in a position to determine the rate of 

interest. In 1937 the Board of Governors of the Federal Reserve System still maintained that it has no 

way to control the rate of interest, except for exercising influence over the shortest of short rates at 

which member banks borrow from one another overnight (the federal funds rate). 

It is clear that a coup d’etat, or several of them, took place between 1937 and now. Under each, 

unelected Federal Reserve officials were allowed by elected officials to grab more and more power 

over the interest rate structure stealthily. As a result by now the Fed controls the entire spectrum of 

interest rates on the yield curve. In this F.R. officials were greatly helped by academic economists 

who failed to point out to the public the usurpation of power involved, and the harm done thereby. 

Mainstream Austrian economists were no exception. They were barking up on the wrong tree. 

(Another wrong tree is the chimera of 'fractional' reserve banking. They summarily dismiss real bills  

maturing into gold coins as proper reserves held against bank notes. However, in doing so post-Mises 

Austrians ignore the real problem of seasonal variations in the demand for credit (such as during the 

harvest season). The financial system needs an elastic supply of credit. Real bills tide and ebb 

together with the volume with the volume of trade in consumer goods. 

 In charging that the F.R. Act of 1913 was unconstitutional, the post-Mises Austrians wash 

their hands and abdicate their responsibility to point out how the Act has been constantly violated 

from start by the legistative, executive and judicial branches of government. All Fed and Treasury 

officials are impostors. They are guilty of a conspiracy to create money illegally and 

unconstitutionally through check-kiting. They pontificate what the rate of interest should be. The 

corruption of the U.S. and the world’s monetary system could not be more complete. The only 

explanation for this sad state of affairs which the mainstream Austrian economists are able to offer is 

a faulty one, namely, that the Federal Reserve Act of 1913 was enacted in violation of the U.S. 

Constitution. They failed to  examine the question whether the F.R. Act of 1913, before any 

amendment, was indeed constitutional, but it was corrupted piecemeal from day one on, first 

covertly and then, after the conspirators discovered that they can get away with violating the 

Constitution, overtly as well. The precise story of how the rate of interest in the world was corrupted 

must be told. Unfortunately, it is not possible to do that on the basis of Mises’ theory of interest 

which flatly denies that the rate of interest is the outcome of a market process.  The corruption of 

the rate of interest has been accomplished through the corruption of the bond market. Is a greater 

corruption possible than a government selling unlimited amounts of  bonds to the saving public 

(widows and orphans included) which it has neither the means nor the intention to redeem? 
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Lecture 17. Is zero interest rate and zero discount rate possible?  

According to Mises zero interest is not possible. Since the rate of interest varies inversely with the 

propensity to save, zero interest would imply infinite saving and zero consumption. People would 

save even the smallest morsel of food. This is clearly impossible. Without eating people would die. 

Mises was correct. The rate of interest can get halved any number of times; it would still be positive. 

It would never go to zero. 

Let us now show that the Axiom of Time Preference, properly interpreted, is equivalent to Mises’ 

statement that the rate of interest, properly defined, is always positive. Man has to save in order to 

survive. He cannot consume now and save later, unless someone else is doing the saving first, 

voluntarily (as in the case of one’s parents) or involuntarily (as in the case of one’s slaves). Interest 

immediately arises in connection with saving. The primitive method of saving is through hoarding. 

Hoardability is an indispensable property of commodities to consider when converting income into 

wealth and wealth into income. The efficiency of hoarding cannot be further improved once the most 

hoardable substance, gold (or silver) is employed. 

But the efficiency of conversion can still be improved further if we pass from direct conversion to 

indirect conversion of income and wealth; that is, from hoarding to exchange. Direct conversion can 

be effected by the saver all by himself. It has the disadvantage that the amounts involved are 

severely limited. These limits are removed once we pass to the indirect method of conversion, that 

is, instead of hoarding we use exchange. The disadvantage is that in this case conversion takes two: 

one who gives up wealth (the provider of credit), and the other who gives up income (the user of 

credit). It is here that interest puts in its first appearance. Zero interest means that the gold of the 

provider of credit exchanges exactly the same weight and fineness of gold that the user of credit is 

paying back piecemeal. In reality such an exchange never takes place because the provider of credit 

has no incentive to make it. As already pointed out, he is free to make the conversion all by himself 

(through hoarding and dishoarding, without the hassle of carting, and facing the risk of losing some 

gold in the process). Positive interest is needed to furnish the necessary incentive for the provider of 

credit to go ahead with the exchange. Parties to the exchange do not have the same bargaining 

power. That of the user of credit is impaired in comparison with that of the provider of credit. Those 

who find it inequitable, can blame it on mother nature. That’s the way the world is ordained, like it or 

not. We may formulate this as an axiom: 

THE AXIOM OF TIME PFREFERENCE. If an economizing individual is offered the choice of two 

consignments of gold of the same weight and fineness, the first is payable as a lump sum here and 

now; the second is payable piecemeal over a period of time in the future, then he will choose the first. 

It is not hard to see that this axiom is equivalent to that of Mises stipulating that zero rate of interest 

is not possible. 

*   *   * 

Mises failed to make a distinction between interest and discount. This was a most serious omission  

with far-reaching consequences. The sources and the nature of the two are entirely different. 

Interest varies inversely with the propensity to save. Discount varies inversely with the propensity to 

consume. Zero interest rate implies no saving. It means that people consume everything consumable 
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they can lay their hands on. They behave as if there was no tomorrow. They would forgo capital 

accumulation and maintenance. Not only is this behavior far from being impossible; it actually 

happened at the end of the first millennium when people were expecting doomsday to take place on 

January 1, 1001. It is also happening here and now, as manifested by the self-destructive behavior of 

governments, following Keynes, foolishly assuming that in the aggregate one can consume now and 

save later. The results are only now begin to show up: the increase of private and public debt beyond 

any limit. 

Very briefly we shall review here the rise of discount. It arose in the first place when the wholesale 

merchant delivered supplies to the retail merchant and billed him. The bill stated on its face: “91 

days net”. This meant that, following merchant custom, payment was not due immediately. It was 

due in 91 days, or 13 weeks, or 3 months. By the end of quarter the consumer good more closely 

described on the face of the bill will have been sold, and the bill could be paid in gold coins released 

by the consumers.  The point is that with the change of the seasons of the year the type of 

merchandise in greatest consumer demand also changes. If merchandise could not be sold in 91 

days, there  is  little  chance  to sell  it  in    273 = 3 x 91 days, before the same season of the year 

comes around again. However, the retailmerchan thas reserved the right of prepaying his bills. 

Discount (off the face value of the real bill) arises as the retail merchant's till is flush with gold coins 

and  he exercises his right to to prepay  the bills drawn on him by the wholesale merchant. 

It is a grave error to assume that the arrangement between the wholesaler and the retailer 

constitutes a loan. The credit was the retailer’s for the taking. However, should he have the cash in 

the till, it was his privilege to prepay the bill at the time of delivery or at any other time before 

maturity. Naturally, he would do it only for a consideration. He would prepay the bill if there was an 

incentive in the form of a discount.  Upon prepayment the wholesale merchant would discount the 

face value of the bill by the number of days remaining to maturity at the prevailing discount rate. As 

already mentioned, the discount rate depends on the propensity to consume. The relationship is 

inverse: the higher the propensity, the lower is the discount rate. Conversely, the lower the 

propensity to consume, the higher is the discount rate. If business is brisk, then the retailer expects 

to sell out the inventory faster. Accordingly, he is willing to accept a smaller discount. But when 

business is lethargic, the clearing his shelves of merchandise will take longer, raising the specter that 

some of the goods would be still unsold on the day the bill matures. Because of this the wholesale 

merchant will be reluctant to grant the same, let alone a smaller, discount to the retailer. 

Clearly, the origin of discount has nothing to do with that of interest. A separate analysis is needed in 

order to clarify the nature and the origin of either. Mises failed to see this and, as a consequence, his 

theory of interest is erroneous. 

Let us examine the two extreme cases of the discount rate that could arise. When the propensity to 

consume is low (consumer demant is lethargic), the wholesale merchant will insist on a higher 

discount rate to reflect the prospect that the retail merchant will not be able to clear his shelves of 

merchandise in 91 days and the collection on the bill may face snags. In the other extreme case when 

the propensity to consume is most buoyant. Then the discount rate is falling. It could go all the way 

to zero (mark that the rate of interest could not). Vendors display their wares on the sidewalk at 

every street corner, even at night if need be. People quit low-paying jobs as they could earn more in 



41 
 

selling goods that previously were only available in specialty shops. High  propensity to consume and 

low  propensity to save are not mutually exclusive conditions. 

 

Lecture 18. Gold and interest 

The greatest failure of Mainstream Austrian Economics is that it has missed the point of contact 

between gold and interest.  Gold is held in high esteem because of its unusual physical and chemical 

proper es and its alleged scarcity   not because gold is the cornerstone of the majestic building of the 

theory of interest, an idea inspired by the work of Carl Menger. Menger never published a 

comprehensive theory of interest. This does not mean that he thought the problem of interest could 

safely be left for the Historical School to study, or that deductive economics has nothing to add to 

the bare historical facts. Apparently Menger withheld whatever he had to say on the matter, and 

saved it for a long-planned second edition of his great work, The Principles of Economics on which he 

was working during the last decade of his life together with his son, Karl Menger (Karl with a K). To 

the eternal loss of the science of economics,  Carl Menger (Carl with s C) died before his theory of 

interest could be completed. One can only guess what it would have looked like had he lived long 

enough to complete it. 

The best we can do under these circumstances is to reconstruct it from other ideas of Menger.  

Starting with his seminal idea of the bid/asked spread we isolate the idea ‘marketability in the small’ 

or 'hoardability , the counterpart of  marketability in the large  or  salability     Menger's original idea,  

Absatzfähigkeit. In talking about hoarding we must also talk about its complement 'dishoarding'. The 

dichotomy hoarding/dishoarding suggests that the ‘original accumulation of capital’ depended on the 

conversion of income into wealth through hoarding the most hoardable goods (gold and silver). 

When the need arose, hoarded wealth was converted back into income through dishoarding. 

Later it was realized that the time-consuming and wasteful way of direct conversion can substantially 

be shortened and improved by passing to indirect conversion, that is, the exchange of income and 

wealth. Interest now appears as the increase in the efficiency of conversion due to introducing 

exchange. Zero interest means zero exchange. But as we have seen in Chapter 17, interest could 

never go to zero. The economizing individual would walk away from exchange and fall back on 

hoarding before that happened. The bargaining powers of participants in the exchange of income 

and wealth are not symmetric. Veto power belongs to the provider of credit. 

Needless to say the process of passing from direct to indirect conversion of wealth and income had 

to go hand-in-hand with the development of the legal framework. Indirect conversion would break 

down in the absence of legal protection of contract and security of exchange. The process was 

greatly hindered by the canonical and secular prohibition on interest taking and paying, due to a 

mistaken idea of Aristotle, namely, the idea that interest contradicts natural law as long as an inert 

material, rather than livestock such as cattle or sheep was used as money.  

A perfectly legal bond market, where marketable bonds could be traded freely and the rate of 

interest could be quoted openly arrived only in the 19th century, after all canonical and secular 

prohibition against interest taking and paying was lifted. We must cut through this maze of legal 

morass to establish the fact that the definition of interest must be given in terms of the bond price as 
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quoted in a widely traded bond market. Exchanging income and wealth cannot be made subject to 

duress. 

After millennia of fruitless debates on usury it was not surprising that economists of the 20th century 

were using the wrong definition of interest. The correct definition (first mentioned in Chapter 4 

above) should refer to the bond price as it is formed in the bond market: the prevailing rate of 

interest is that rate at which the coupons of the gold bond, representing interest payments (without 

amortization), plus the lump-sum payment of the bond’s face value at maturity amortize the market 

price of the bond. Note that the market price of the gold bond may deviate from its face value 

upwards as well as downwards. It is not an abnormal condition (as the uninitiated may think) if the 

price of the bond is quoted above face value. All it means is that the market rate of interest has fallen 

and, accordingly, the value of income represented by the bond – a fixed income security − has 

increased. Keep in mind that the market value of the gold bond and the market rate of interest 

always move in the opposite direction. The market value of the bond coincides with its face value 

only in the exceptional case when the market rate of interest coincides with the coupon rate of the 

bond. 

Self-respecting governments should never consider issuing anything but gold bonds, with principal 

and interest payable in the gold coin of the realm. The bond’s value should be protected by a sinking 

fund. The manager of the sinking fund would step in and buy every time the market quotation for the 

bond falls. Throughout history it was considered most reprehensible if a government diluted the gold 

coin of the realm to get out of debt on the cheap. Not just because of the prevailing moral 

imperative; but also on the strength of the principle of not tolerating double standards in 

jurisprudence. The government could not unilaterally exempt itself from its obligations any more 

than the individual citizen could. The same law governed dealings between citizens and the 

government and those between citizens. A citizen could take the government to court for breach of 

contract just as he could take a fellow citizen. 

The days are long since past when the government felt itself inconvenienced by the Constitution, or 

moral principles for that matter. After throwing off its golden shackles stealthily and piecemeal in the 

20th century the government could manipulate the money supply and the rate of interest as it saw fit 

in the 21st. 

The government looks at its subjects as the farmer looks at his beasts of burden. Invisible slavery has 

been reinvented through exiling gold from the monetary system. 
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Lecture 19. Marginal time preference versus marginal productivity of capital 

In Chapter 5 we pointed out that Mises’ concept of time preference is faulty. He says that there is a 

tendency for the time preference of every individual to converge to the same level. However, you 

cannot discipline Scrooge and the prodigal son so easily by brow-beating. You must have recourse to 

the Method of Marginalism to arrive at the right concept. You must pass from time preference to 

marginal time preference. If you do, then you have the floor below which the banks cannot push the 

rate of interest. Otherwise the marginal saver will withdraw gold from his bank account, thereby 

depleting bank reserves and forcing the bank to contract its outstanding credit. Time preference is 

more than just a pious wish. It has golden teeth, and it can bite. 

Similarly, in Chapter 3 we pointed out that Mises was not on firm grounds when he denied the 

existence of a connection between the rate of interest and the marginal productivity of capital. If the 

former increases, for example, the marginal producer will sell his material factor of production (or at 

least will stop maintaining it) and will buy the bonds of those producers whose productivity is higher. 

In this way a limit (ceiling) is set, above which the rate of interest cannot rise. It will have to stay 

between these two extremes, the floor and the ceiling, each of which must be studied separately in 

order to gain full understanding of the process of interest-rate formation. 

Two distinct arbitrage operations are involved. In case of the floor, it is the arbitrage of the marginal 

bondholder between the bond market and the gold market. In the case of the ceiling it is that of the 

marginal producer between the bond market and the market for capital goods. You cannot ignore 

either one, as Mises tried to do. This is the reason that, before the synthesis brought about by 

research at NASOE, no theory of interest has succeeded to explain the phenomenon of interest 

satisfactorily.  

Tragically, the failure of economists to provide an adequate theory of interest allowed governments 

and their central banks to disenfranchise people in locking them out from the process of the 

formation of interest rates. In particular, ‘policymakers’ pushed down the rate of interest to zero, 

depriving people and their pension funds of vital income. Mischief was done at both extremes. In the 

early 1980‘s we had “Volcker’s course”. Paul Volcker single-handedly pushed most of the American 

productive capital into submarginal territory. Interest rates were allowed to break away upwards in 

an effort to save the dollar from extinction. As they did, the marginal productivity of capital rose, 

causing wholesale capital destruction. Perfectly serviceable material factors of production were 

hauled to the scrap yard and pushed into oblivion. This meant nothing less than the 

deindustrialization of America. As a consequence well-paying industrial jobs were exported 

wholesale to China and elsewhere. 

This episode of the early 1980’s has never been satisfactorily explained. Mainstream Austrian 

economists remained silent. How could they speak up? They had no theory to guide them. The 

capital destruction was entirely pointless. The well-being of the American working man was sacrificed 

at the altar of the fetish: the irredeemable dollar. Having been laid off, American workers were 

forced to find low-paying jobs in the service sector. The American labor movement meekly accepted 

the atrocity without demur. Mainstream Austrian economists should have protested that “Thou shalt 

not crucify American labor on this cross of paper money”.  
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Capital destruction was not confined to removing the ceiling of the range within which the rate of 

interest may move. Removing the floor from below the interest-rate structure was even worse, 

reinforced by the false propaganda-smokescreen of Keynesian economics that “low interest rates are 

good for you”. They may have been good to bond speculators, banks included, but they were cruel to 

the American workers whose jobs were destroyed for good. The prolonged decline in the rate of 

interest (now in its fourth decade) was lethal. It resulted in the erosion, nay, in the wholesale 

destruction of capital. This process is not easy to understand because of the reluctance of the mind 

to admit that a continually falling interest-rate structure makes the financing of capital a losing 

proposition. It bankrupts perfectly viable firms forcing them to lay off their employees. Consistently 

falling interest rates make for deflation and, ultimately, for depression. 

Now we have a replay of 1933 when the ban on gold ownership herded the savings of the most 

conservative savers out of gold and into government bonds. A dramatic decline of the rate of interest 

and capital destruction followed as the only effective competitor of government bonds, gold was 

knocked out. Without exaggeration one may say that the Great Depression of the 1930’s was the 

direct result of the hare-brained gold policies of President F. D. Roosevelt. We at NASOE were the 

first to point out that one of the most important role of gold is to cordon off interest rates away from 

the black hole of zero interest that could gobble up the economy lock, stock, and barrel. Today the 

Fed is engineering zero interest using different means, but the outcome is still the same: wholesale 

capital destruction and snowballing unemployment. 

Charlatans and saboteurs at the Fed would never admit that they are helpless. They pretend that it is 

they themselves who are pushing down interest rates under ZIRP (Zero Interest Rate Policy). When 

conditions improve, they say, the policy will be reversed. They pretend that they have the situation 

well in hand. They study the possible ‘exit strategies’ how to inch away from the black hole of zero 

interest in which they landed the world economy.  

The truth is that they are scared. ZIRP did not work for Japan, rather, it contributed to the ruination 

of the most flourishing economy second only to that of the United States. It is now doing the same to 

America with a lag. Policymakers at the Fed have a ‘conundrum’ they cannot solve. They whistle in 

the dark and keep saying that the Fed can always   generate inflation by revving  up the printing 

presses. Open-ended money creation always brings about inflation. In reality, all it does is bringing 

about more deflation. 

The Fed cannot see why open market operations, in particular Quantitative Easing, instead of 

creating more inflation, are bolstering deflation. Here is our solution to the conundrum. The Fed’s 

open market purchases offer bond speculators risk-free profits galore. When they go on a bond-

buying spree, it means that the new money created by the Fed is deflected. Instead of going into 

consumption or into commodity speculation, it goes into speculative bond purchases. Thus it leads to 

a new round of fall in interest rates, stoking the fires of deflation. The ultimate result will be the 

complete devastation of the American and the world economy: wholesale capital destruction, 

domino-effect type bankruptcies, unprecedented unemployment. In one word: a replay the Great 

Depression of the 1930’s, only made worse by the extremely weak and fast deteriorating 

international credit standing of the U.S. government. 

The Fed has lost control. The car is careening into the ditch on the deflation-side of the road when 

the Fed wanted to steer it closer to the inflation-side. The steering mechanism has failed. Interest 
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rates keep falling no matter what the Fed does. Capital destruction continues unabated. For more on 

the unintended consequences of the policy of open market operations of the Fed, see Appendix.  
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Chapter 20. The discount rate and the marginal productivity of social circulating capital 

In this last Chapter we shall develop a theory of the retail trade to show how retailing differs from 

other markets, a point missed by mainstream Austrian economics. There are important differences 

due to the fact that items sold retail are destined to disappear in consumption. In all other markets 

people buy in order to sell (typically, they buy the higher-order good and sell the lower order good). 

Our effort can also be described as an extension of the Method of Marginalism to Adam Smith’s Real 

Bills Doctrine. 

This will put the theory of discount in a novel light showing that Mises made a mistake when he 

blotted out the difference between the discount rate and the rate of interest. It is imperative to keep 

the two separate. Their sources and nature are entirely different. They play quite different roles in 

the economy. The rate of interest is the mirror image of the propensity to save; the discount rate is 

the mirror image of the propensity to consume   to borrow the felicitous phrases of Keynes. The two 

vary independently of one another: they could move in the same or in opposite directions. There is 

one critical interdiction: the rate of interest must not be lower than the discount rate. Pushing it 

below is the worst instance of illicit interest arbitrage. Yet the temptation is ever present for the 

banks to borrow short-term funds (i.e., selling bills in the bill market) and peddle the proceeds as 

long-term funds available for capital investments (i.e., buying bonds in the bond market). The banks 

pocket illicit risk-free profits in the process. The consequence is panic in the money-market as 

manifested by the inversion of the yield curve, causing widespread losses all around. 

We owe the concept of social circulating capital (SCC) to Adam Smith. It is the flow of maturing 

consumer goods moving apace to the ultimate consumer paying with gold coins for the purchase. 

The retail merchant (a.k.a. shopkeeper) stocks his shelf with items belonging to the SCC. It is easy to 

see that not all items move with the same velocity: some (e.g., bread) are in more urgent demand 

than others (e.g., spices). We can talk about the productivity of each individual item in the SCC. It is 

just the retail markup divided by the average length of its sojourn on the shelf. We can now rank 

items belonging to the SCC according to productivity. A critical role is played by the marginal item of 

the social circulating capital, i.e., the first item that the marginal shopkeeper will eliminate from the 

shelf (will not reorder it) when its productivity declines in response to declining consumer interest. 

The marginal shopkeeper is the first to react to a change in the propensity to consume. The 

productivity of the marginal item is called the marginal productivity of social circulating capital. 

The marginal productivity of SCC is instrumental in determining the size of the SCC. Increasing 

marginal productivity means that the shopkeeper eliminates the marginal item from his shelf in 

response to a lethargic consumer demand when the propensity to consume declines. Conversely, 

decreasing marginal productivity means that the shopkeeper will display a new marginal item on his 

shelf to allow the consumers to choose from a greater variety of goods. This happens when 

consumer buying is buoyant, when the propensity to consume grows. Thus the size of the SCC varies 

inversely with its marginal productivity. 

The Law of Retail Trade asserts that the marginal productivity of the social circulating capital is equal 

to the discount rate. In Chapter 17 we discussed how the discount rate emerges when the 

shopkeeper, his till being flush with gold coins, decides to prepay his bill drawn by the wholesaler 
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upon delivery of supplies. Prepay he will but only for a consideration. He insists on getting a discount 

on the face value of the bill. This is how the discount earns its name. Naturally, the discount is 

proportional to the number of days remaining to maturity. The proportionality factor is called the 

discount rate. We have seen that it varies inversely with the propensity to consume: the discount 

rate is lower when the consumer is in a buoyant mood; it is higher when he is tight-fisted. We 

shouldn’t be fooled by the formal similarity between the discount rate and the rate of interest. They 

are both related to credit transactions, but in the case of the former the credit is self-liquidating. It is 

liquidated with the gold coin released by the consumer in purchasing the consumer good. 

The important thing to note is that, in effect, the marginal shopkeeper is doing arbitrage between the 

bill market and the consumer goods market. His guiding star is the discount rate. A rise in the 

discount rate tells him that it is time for retrenchment. The consumer is going to cut spending. The 

marginal shopkeeper responds by eliminating the marginal item from his shelf. He will not reorder it. 

But he will not leave the resulting savings idle. He goes into the bill market and will buy bills drawn on 

other shopkeepers who are, at least for the moment, working with higher productivity. Conversely, a 

fall in the discount rate tells the marginal shopkeeper that the consumer is now ready to resume 

spending. He responds by ordering new (up to now submarginal) merchandise and paying for them 

by selling bills from portfolio. He then displays the new items on his shelf so that the consumer will 

be able to select from a greater variety of goods.There cannot be a discrepancy between the 

marginal productivity of the SCC and the discount rate. For if the latter were higher, then the 

marginal shopkeeper would remove the marginal item from the shelf and put the savings into real 

bills. If it were lower, then he would sell some of the real bills from portfolio and use the proceeds to 

display a greater variety of merchandise on his shelf. It is conceivable that the discount rate goes to 

zero. In that case the marginal shopkeeper is a curbside vendor displaying his wares on the sidewalk, 

possibly also after nightfall. 

It should be abundantly clear that the funds turned over in the bill market are in no sense derived 

from savings and the discount rate has nothing whatsoever to do with the rate of interest. It is 

preposterous to assume that the wholesale merchant extends a loan to the retail merchant when 

replenishing the latter’s stock of consumer goods; or that the producer of (n + 1)st order goods 

extends a loan to the producer of nth order goods when he delivers supplies on credit. The source of 

this credit (a.k.a. self-liquidating credit) is not savings but consumption. The scholastic fathers made a 

clear distinction between lending and discounting in the 15th century. They went to Rome to 

convince the pope that there was no usury involved in discounting a real bill. Can we afford to be 

more backward than these early but brilliant pioneers of economic science were? 

 

Chapter21. The theory of the retail trade. 

 

Retail trade encompasses the trade of first order (consumer) goods. The supply/demand equilibrium 

analysis does not provide the proper setting for describing this trade. Adam Smith's real bills doctrine 

does. In particular, a spontaneous increase in the demand for consumer goods will not cause prices 

to rise. It will lead to an increase in bill circulation and, hence, to a fall in the discount rate. Supply 

will increase to match demand throught the mechanism of the discount rate. The low discount rate 
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will enable some to quit the rank of wage earners and join the rank of self-employed businessmen. 

With very little capital they are able to bring an inventory to the consumers at attractive prices. 

Our theory refutes the supply/demand equilibrium theory in so far as the retail trade is concerned. An 

influx of gold into circulation need not cause rising prices of consumer goods. The new gold flows to 

the bill market bidding up bill prices, that is, pushing down the discount rate. The marginal 

shopkeeper responds by displaying new merchandise on his shelf. By the time the new gold 

percolates down to the consumer in the form of higher wages, the extra supply of consumer goods 

will be waiting for him on the shelves. Conversely, a gold outflow or gold hoarding will not 

necessarily cause falling prices.  The gold is being withdrawn from the bill market, generating an 

extra supply of bills. This lowers bill prices, that is, it pushes up the discount rate. The marginal 

shopkeeper responds by eliminating merchandise from the shelf. In brief: supply smoothly adjusts 

itself to demand in the retail trade. There is no such thing as an autonomous change in the supply of 

consumer goods.   

 

Appendix 

Open Market Operations and Risk-free Bond Speculation 

Risk-free speculation is like a long fuse. At the far end is the detonator that triggers enormously 

destruc ve forces   but only with a long lag after the fuse was lit at the other end. As more and more 

speculators climb on the bandwagon of undeserved free gifts, the economy plunges into an 

unsuspected back hole. The long fuse obscures the cause/effect nexus. In the post mortem the real 

cause of the disaster is hardly ever exposed and all kinds of false causes are proposed and blamed. 

Government meddling in the economy is bad in any case and for many reasons. One of the reasons is 

that it may inadvertently give rise to risk-free speculation that will open up such a black hole. 

Politicians and civil servants have a rather limited intelligence. More often than not they are unable 

to grasp the delayed consequences of their own actions, as is the case with the nemesis of risk-free 

speculation. Nor is the perspicacity of academia much better. Economists often don’t see further 

than the end of their nose, and fail to warn the powers-that-be of the unintended consequences of 

their inane action. 

One instance of releasing the genie of risk-free speculation from the bottle was the illegal 

introduction of the policy of open market operations of the U.S. Federal Reserve System in the U.S. 

Treasury bond market in 1922. Illegal it certainly was: covering Federal Reserve credit with 

government debt was ruled out by the Federal Reserve Act of 1913. Eligible assets named in the Act 

were only two: gold and real bills. Government debt was specifically excluded. Steep and progressive 

penalties to pay were stipulated on offending Federal Reserve banks, to be levied by the U.S. 

Treasury. (As it turned out, this was tantamount to giving the fox the key to the chicken coop.) The 

consequence was the Great Depression of the 1930’s, as I now proceed to show. 

In 1922 the U.S. Federal Reserve officially introduced the terms “open market operations” and “open 

market policy” for a fundamentally new method of money creation and credit management. (See: 

Open Market Policy and Totalitarian Control by Melchior Palyi, The Review of Politics, vol. I., no. 3, pp 
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320-332, July, 1939.) It came hard on the heels of the spectacular collapse of the U.S. Treasury bond 

market in 1921. The crisis was covered up. The financial press hardly commented on it. Academia 

also thought that it was just a hiccup not worth a penetrating analysis. As a result of the ‘hiccup’ all 

American banks suffered a great loss of capital as they carried mostly government bonds on capital 

account. What could be safer? Bank officials looked at their own balance sheet incredulously. They 

had never thought such devastation was possible. They had believed that government paper was 

solid as the rock of Gibraltar. How could they in the future protect their capital against such a 

misfortune? They looked askance at the Federal Reserve.  

The central bank had to do something in a hurry. It improvised. To pacify the bond market it 

announced an early version of ‘Quantitative Easing’ under a different name: they called it ‘open 

market operations’. It was a revolution in central banking. Previously the central bank had a passive 

role to play. It let its clients take the initiative. The central bank’s job was strictly passive: to post the  

rate at which its clients (commercial banks) might  rediscount real bills in their portfolio if they chose 

to do so. Now the central bank started the lending process  at its own initiative    rather than at that 

of the client. In buying and selling (mostly buying) U.S. government securities it turned from a passive 

to an active lender. Buying Treasury bonds in the open market meant lending to the U.S. Treasury. 

The illegal exercise was meant to be temporary at first. After the emergency was over the Federal 

Reserve intended to return to tradi onal central banking    and to legality. But the taste of the 

forbidden fruit was too good to give it up. Open market operations, legal or otherwise, was quickly 

made a permanent fixture of central banking. Maybe Congress wouldn’t notice the violation of the 

law (it didn’t). 

Through the stealthy introduction of open market operations the Federal Reserve imperceptibly 

turned itself into a holding company of government bonds. The negative side effects of this radical 

departure from the traditional business model of central banking should have been considered at the 

time, but weren’t. For one thing, the Federal Reserve has lost its ability to weather a crisis in which 

the liquidity of the central bank is of the foremost importance. Should both the Treasury and the Fed 

be in need of selling bonds, they would be find themselves in working at cross purposes. In such a 

case, of course, the Treasury would have the right of way. Good monetary policy would always be 

sacrificed on the altar of fiscal expediency. The list goes on and on. 

But one negative side effect has, because of its enormity, eclipsed all others in importance. This was 

the fact that the open market operations of the central bank inevitably let the genie of bond 

speculation hitherto unknown, out of the bottle. And, as the speculators soon found out, bull 

speculation in government bonds was virtually risk-free as they could learn how to front-run the Fed 

(i.e. sell the bondss before the Fed had a chance to get to the ball.) In this way the speculators 

pocketed unearned profits at the expense of the public purse. 

In 1952 Ludwig von Mises wrote an essay entitled Monetary Reconstruction as an epilogue to the 

English-language edition of his 1912 book The Theory of Money and Credit. A section of this essay 

describes a detailed plan to return the United States to the gold coin standard (from the international 

gold bullion standard as it prevailed in 1952). In this essay Mises avoids the problem of the open 

market operations and its consequence, risk-free bond speculation, as well as the problem of the 

large holdings of government securities by the Fed. It should be clear that without addressing these 

problems no reform of the monetary system has a chance of success. His was an error of omission. 



50 
 

Ever since mainstream Austrian economists ignore the problem altogether, and no penetrating 

analysis of open market operations is available, despite the urgent need. NASOE wants to fill that 

need. As a matter of fact, NASOE has identified the nexus between open market operations of the 

Fed and risk-free bond speculation. 

Under the gold standard there was simply no bond speculation. The bond price was so stable that the 

small variations that might have occurred gave no occasion for profitable trading. Detractors of gold 

gleefully point to the possible swing of commodity prices under the gold standard. However, the gold 

standard is not ordained to stabilize commodity prices. Variations in prices are an important signal 

for producers as well as consumers. Rising prices prompt producers to increase production and 

consumers to contain consumption, and vice versa. Obeying these signals makes for shock-free 

operation of the economy. What the gold standard is ordained to do is to stabilize bond prices. That 

is tantamount to saying that the gold standard is ordained to stabilize the rate of interest. History 

convincingly shows that the gold standard has been eminently successful in doing it. 

Until, that is, the unveiling of the policy of open market operations heralded a sea change in 1922. 

The harmonious system whereby the gold standard stabilized the interest-rate structure was all of a 

sudden shattered by the stampede of bond speculators. The central bank unwittingly served as a sort 

of Santa Claus in providing the necessary cash for reckless bond speculation (incidentally allowing the 

banks to par cipate in the bonanza)     to use the apt simile of Melchior Palyi. Of course, speculatorts 

knew that open market operations on a net basis would always be open market purchases, hardly 

ever sales. Open market sales were for window dressing only. Why, open market sales of 

government securities on a net basis would be tantamount to (heavens forbid!) contracting Federal 

Reserve credit. Monetary policy was turned into a great opportunity for speculators to pre-empt the 

central bank in buying the bonds first, in order to dump them into the lap of the same central bank at 

a higher price afterwards. Speculators knew that the central bank must make periodic trips to the 

open market to purchase its quota of bonds in order (1) perioedically to increase the money supply, 

or (2) to provide a prop to the sagging market for government bonds. Speculators were on watch. 

They forestalled the central bank, forcing it to shell out far more money than the going price for 

bonds. The loss was borne by the general public. Speculators knew exactly how to front-run the Fed. 

This type of activity is their trade mark. As far as the speculators were concerned, there was virtually 

no risk involved. It was the perfect crime. Bond monetization (specifically disallowed by the Federal 

Reserve Act of 1913) was not a godsend. There was a price to pay: it was followed by an upward 

move in the cost structure for the global economy. Shrinking profit margins were imposed on all 

enterprises. The result was job cuts, reduced budgets for expansion of producing activity and even 

neglect of capital maintenance. 

 To illustrate the unconscionable profits made possible by the open market operations of the Fed, 

consider the fact that bond prices have doubled three times since 1981 and in the 21st century 

continued to double again several time. This makes the market for U.S. government debt one of the 

longest-lived bull markets on record. 

In 1980 it took a decade for the bond prices to double. But since the Great Financial Crisis burst upon 

the scene, the pace has appeared to have accelerated. Between 1980 and 1990 long-term interest 

rates fell from 16 to 8 percent. This triggered the first doubling of bond prices. Between 1990 and 

2000 interest rates fell further from 8 to 4 percent. This triggered the second. By 2008 as interest 
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rates fell from 4 to 2 percent. This triggered the third doubling of the bond prices. All in all, the bond 

price increased eight-fold in 27 years (!). It had a tremendous effect on the speculative spirit. The bull 

market in bonds afforded fabulous profits, all virtually risk free, to the bond speculators. This aspect 

of the interest saga is completely ignored by economists, the Austrian mainstream included. 

Something noteworthy happened in 2008 that changed the picture. It was the political wrangle about 

increasing the debt-limit of the U.S. government. Republicans gained a majority in the House of 

Representatives (where all spending bills must originate). They refused to play ball with the 

Democrats. This stopped the fall in interest rates temporarily. Speculators withheld their bond 

purchases waiting to see which way would the cat jump. Public discussion about alternatives to the 

U.S. Congress’ telltale ritual of periodically increasing the debt limit on the government debt started. 

“Repeal it!” cried Federal Reserve Chairman Greenspan, by then out of office. 

Observers gleefully declared that the “bond bubble has been pricked”. They expected a huge jump in 

interest rates and a corresponding collapse of bond prices. How wrong they were! When the political 

wrangling ended and the debt limit was duly raised, interest rates started falling again from 2 

percent. It appeared that bond prices were going to double again. Observers were flabbergasted. 

What happened? 

Well, bond speculators hesitated a bit but as soon as the dust settled they decided that ‘happy times 

are here again’. They started buying the bonds again for the risk-free profits that the raising of the 

debt ceiling afforded. Nobody pointed out that this guaranteed the continuation of deflation. 

As of the New Year of 2013, the touch-and-go nature of the bull market in bonds continues. New 

catchwords such as “operation twist” and “fiscal cliff” were invented to camouflage illegal or semi-

legal practices. Operation twist refers to the Fed’s selling T-bills from portfolio replacing them with T-

bonds. It is a shameless maneuvre of borrowing short to lend long, threatening the yield curve with 

inversion. 

To summarize, open market operations (read: purchases) of the central bank is not only illegal (in the 

United States) but it is also destructive as the falling interest rate structure it engenders creates 

massive destruction of capital indiscriminately, through the mechanism that connects falling interest 

rates to rising bond prices. 

Relentlessly rising bond prices destroy capital in the producer sector. This can be seen through the 

fact that producers must compete with bontheird speculators. They are squeezed to redeploy their 

capital in the bond market if their revenues are no match for the profits of bond speculators. The 

financial institutions are, including the banks are particularly hard hit by the earthquake destroying 

capital. They must carry government bonds on capital account by law. As the price of government 

bonds rise,  their capital accounts are undermined (since capital is a liability of the bank that belongs 

to its shareholders!) 


