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Some Ideas on Monetary Value

1.1 The exchange value of money

1.1.1 The exchange value of money describes the amount and quality of real goods and services that a unit of money can be exchanged for in a given marketplace. Monetary units allow us to express the ratio of exchange among units of produce.

1.2 The intrinsic value of money

1.2.1 The intrinsic value of a unit of money can be described as the exchange value that it would possess in the absence of assignments given it under the prevailing law. Intrinsic value can often be revealed by an examination of an item’s factor costs (for example, raw materials and labour).

1.3 Token value

1.3.1 The token value of a unit of money can be described as the amount of its exchange value that is derived from its status under the prevailing law. A piece of current bank note paper possesses exchange value greatly in excess of its intrinsic value because of the law of legal tender, and therefore displays substantial token value.

2 Debasement of Precious Metal Currency

2.1 Early English coinage and debasement 

2.1.1 The English pound of the eleventh century comprised 240 silver pennies which together weighed approximately one pound. By 1666, one pound in weight of silver was being minted into more than 700 pennies at the Royal Mint (source: What is a Pound, 2nd edition, Clarke S., Hastings, R., Richardson, J., London, 1844). The silver penny had been substantially ‘debased’ over time. Although “one pound” remained as the name given to 240 pennies, 240 pennies no longer contained one pound in weight of silver. “One pound” had become a concept of value instead of a description of intrinsic value. 

2.1.2 As coins could be melted into bullion and sold on the open market, the free-market exchange value of newly debased coins against silver bullion would tend to fall after each debasement (i.e. the economy would tend to experience price inflation). Until a new equilibrium exchange rate between coin and bullion was established, coinage would display some token value. Hence, its value in ‘tale’ (name) would differ from its value in ‘specie’ (precious metal content) by order (or “fiat”) of the King. 

2.1.3 State authorities once defined their unit of currency as a given weight and purity of precious metal. For example, in 1816, the British sovereign was defined as 123.27447 grains of 22 carat gold, equalling 113.0016 grains of fine gold. Naturally, definitions of the unit of currency could be altered. In 1934, the US dollar was devalued from 23.22 grains of gold to 13.714 grains by order of President Roosevelt.

2.2 Seigniorage

2.2.1 The difference between the exchange value given up in producing currency units and the exchange value of the currency units so produced. Debasements achieve positive amounts of seigniorage for the issuer and this was the financial incentive for some English (and many Continental) Kings to undertake them during the era of precious metal currencies.

3 Early Banking

3.1 Coins and receipts

3.1.1 Following its foundation in 1694, the Bank of England would print pieces of paper that bore upon them the promise to repay the holder in precious metal coins “on demand”. Depositors of coins in the Bank would receive such a piece of paper in evidence of the amount of their deposit. Any individual bearing the paper to the Bank could then reclaim the underlying gold or silver on any business day. The receipts were therefore ‘bearer receipts’.

3.1.2 Bankers found that most of the gold coin stocks held by them on behalf of depositors would remain untouched in the bank vault for long periods of time. A safe ratio of coin to receipts issued could be estimated, and the remainder of the coin stock could be lent out. If for example a reserve ratio of 20% was adopted then, for every deposit of 100 coins received, the bank could keep 20 in reserve and lend 80.

3.1.3 Soon society came to use paper receipts not just as evidences of money deposited in the bank, but as money itself. Goods and services could be purchased not only with coins, but by passing a paper receipt to the seller who could then, if he so wished, claim back the underlying coins from the banker. 

3.1.4 As the acceptance of paper money grew, the bankers began to print new amounts for lending at interest. This new money would not be supported by coins held at the bank and was therefore an ‘unbacked’ paper claim. Large profits resulted, as indeed they would for any person who obtained a “license to print money”. Banking became a high growth business sector but, because each newly created unit of unbacked paper money was the balance sheet counterpart of a bank loan, society found itself increasingly in debt to the banks. 

3.1.5 The question of how much paper money the banker could manufacture was crucially dependent upon the reserve ratio. If a bank operating a 20% reserve ratio received total deposits of 100 gold coins, it could issue 100 of receipts to the depositors and print a further 400 for lending at interest. 100 of gold coins in the vault would then act as the 20% reserve against 500 of paper notes issued.

3.1.6 Money created by the banking system is referred to throughout this paper as “bank money”. Money created by the state is referred to as “state money”. The form of bank money and state money has changed over time. Until the early twentieth century, in many countries the state produced gold or silver coinage and the commercial banks produced paper money. Today the state produces its money in the form of paper notes and electronic balances at the central bank, whilst the commercial banks produce electronic money balances in their accounting ledgers. Bank money balances held in commercial banks are theoretically subject to withdrawal in the form of state money but because of the fractional reserve ratio, if all depositors request redemption of their bank balances into state money, a bank will be forced out of business.

3.1.7 The story of the issuance of paper receipts by the early banks brings us to an essential question: “is it ethically correct for a banker to promise redemption in state money of all his paper issue on demand, when he knows that there is no chance of meeting that promise?” The justification given by modern commentators that “not all of the holders of paper money will actually ask for redemption in state money” fails to answer this question. If the modern monetary system is indeed built upon an act of fraud, then the consequences cannot be beneficial for society.

3.1.8 It was essential for the banks that they lent their created money at interest. Other strategies would not be so reliable in achieving a profit. Certainly the early banker could not spend his created money on consumption, since in due course his paper receipts would return to him for redemption in state money. Given that most bank money was unbacked, this approach would in due course lead to the banker’s insolvency. On the other hand, if paper money was loaned, then upon repayment it could be destroyed and no evidence would remain of its creation, but the interest charge would remain as a profit.

3.2 Public trust and discouragement to redeem in coin

3.2.1 Because the bankers had issued more paper receipts than they had gold or silver coins to back them with, the effort to minimise requests to redeem paper into coins became a consistent feature of early commercial banking. A variety of marketing devices have been employed in this respect. Banks were established in prime city locations and elegantly furnished in order to promote confidence among the public. Efforts were made to imply that the monetary base is somehow inappropriate (“gold coins aren’t safe to carry around”). Today advertising campaigns still promote the use of bank money (direct debit orders instead of  paper money to settle bills, for example) so as to bring greater predictability to commercial banking cash-flows and thus allow lower reserve ratios to be held. 

3.3 Note Wars and bank runs

3.3.1 During the 18th and 19th century, banks in various countries (there are several examples in Scotland and in America, for example) would occasionally target a local competitor by amassing collections of its paper note issue. The entire collection could then be presented to the issuing bank for redemption on a single banking day in the knowledge that the issuing bank’s fractional reserves were insufficient to allow redemption to take place. The target bank would then be forced into bankruptcy. 

3.3.2 Today bank runs occur in developing countries where confidence in a given bank is compromised and depositors rush to withdraw their bank money deposits in the form of state money. This produces the same pressure upon a bank’s reserves as the Note Wars once did. In Argentina the state has recently required that dollar deposits cannot be withdrawn from Argentine banks because dollar reserves are insufficient to meet requests for redemption of dollar bank balances. So this phenomenon lives on into the 21st century.

3.3.3 Bank runs would be of no consequence if the level of state-money reserves held against bank-money issuance was 100%.

3.4 The Bank of England and the national debt

3.4.1 The Charter to borrow funds from, and authorise note issuance by, the Bank of England was accompanied by legislation allowing the English government to raise taxes from the public. Subsequent borrowing by government of paper money created by the Bank of England saw ongoing increases in the English National Debt. [Slide 1 Beginnings of the English National Debt]

3.5 The issuance of interest-free state money

3.5.1 During the US Civil War, the US Treasury under Salmon Chase printed its own paper money in order to avoid the substantial interest costs that would arise if paper money was borrowed from the American banking system. Chase issued money in the form of treasury notes. These were convertible into 5/20 year government bonds with a 6% coupon. The First and Second Legal Tender Acts each authorised the issuance of $150 million Treasury notes during 1862 and the Third Legal Tender Act authorised a further $150 million during 1863. The Treasury’s interest-free paper money was printed using green ink and the dollars so produced became known as “greenbacks” (source: Chown, J. F., A History of Money, Routledge, London, 1994).

3.5.2 Following the outbreak of the First World War in 1914, the United Kingdom Treasury department issued its own form of circulating money, the “Bradburys”, named after John Bradbury the Permanent Secretary to the Treasury whose signature appeared upon each note. This provided the Treasury with interest-free finance in a manner similar to Lincoln’s greenback policy, except that the Bradburys’ were technically convertible into gold.

4 Modern Money Creation

4.1 Cheque and account ledger system of money creation

4.1.1 The British government’s Bullion Committee Report of 1810 unambiguously condemned the issuance of unbacked paper money, citing it as the cause of inflation and a fall in the value of the pound overseas. The Bank of England denied such a relationship and promoted the ‘Real Bills’ doctrine. This doctrine held that so long as money was loaned by the Bank in response to the needs of real trade (i.e. against ‘real bills’), there would be no harmful effects. [Slide 2 Bullion Committee Report 1810]

4.1.2 Prime minister Peel’s Bank Charter Act 1844 aimed to phase out note issuance by most of the banks on the basis that the ability to manufacture unbacked paper money was a key cause of previous economic crises. The banks generally accepted Peel’s decision because they had recognised the potential to continue the manufacture of money using the newly developing cheque and account system. [Slide 3 The Bank Charter Act 1844]

4.1.3 Under the cheque and account system, credit balances on the banking system’s balance sheet are the analogue of the paper note issue under the previously existing system. The banking system as a whole does not lend existing amounts of money to borrowers, it acts as a creator of new money for lending at interest. However, this fact is not obvious upon examination of a single bank’s balance sheet, which has caused some commentators to deny the creation of money by the banking system. [Slide 4 Creation of Money Using Cheques and Account Clearing]

4.1.4 Sight deposits are the most liquid liability from the banking system’s perspective. In all developed economies, the amount of sight deposits exceeds the amount of state money and it can therefore be said that the banking system does act as a creator of money. Disagreements are nowadays usually confined to the extent of bank money creation, not the fact of it, and arise because of liquidity differences between bank liabilities. These liquidity differences in turn lead to the familiar differentiation of wider monetary aggregates (M1, M2, M3 and M4 for example). [Slides 5/6/7/8 State Money (M0) and Bank Money (M2) in the USA, Malaysia, Japan, UK]

4.2 Reserve ratios 

4.2.1 A distinction must be drawn between capital adequacy ratios and cash reserve ratios [Slide 9 Basle Capital Asset Ratio]

4.2.2 A distinction must be drawn between required and voluntary cash reserves [Slide 10 Actual Reserves: HSBC Holdings plc. 1997]. 

4.2.3 Most commercial banking systems have seen long term decreases in required and voluntary cash reserve ratios at a national level. A decreasing cash reserve ratio allows increased profitability in the banking sector since a greater volume of bank money can be created for each given unit of state money. [Slide 11 Aggregate Actual Reserves (M0/M2): UK, Germany, USA, Turkey, Malaysia]

4.2.4 A central bank’s lender of last resort function is a safety net for the commercial banking system in the event that commercial bank reserves fall short of demands for redemption in any one business period. This safety net allows commercial banks to continue the practice of creating money with substantially lower commercial risks. 

4.2.5 If the central bank has authority to manufacture state money in unbacked token form then it can always manufacture the required amounts and act as a lender of last resort. However, if the central bank is committed to keeping a strict gold reserve against its token money issue, then it may not be able to provide liquidity to the banking system. Thus central banks have found it expedient to abandon links between token money and gold. In 1931, the Bank of England abandoned convertibility of its note issue into gold. In 1934, US citizens were no longer allowed to redeem Federal Reserve notes in gold. 

4.2.6 Fluctuations in gold stocks, in central bank reserve ratios, and in commercial bank reserve ratios, could cause substantial variations in total money supply despite the presence of a gold standard. Under the 1913 Federal Reserve Act, the Federal Reserve was empowered to set minimum reserve ratios for its member commercial banks. In the early years these were set at between 7% and 13%, according to the location of the commercial bank (source: Irving Fisher, 100% Money, Adelphi, New York, 1935). Commercial banks were allowed to use deposits at the Federal Reserve as reserves against their own creations of bank money. The Federal Reserve was itself allowed by the Federal Reserve Act to hold a fractional gold reserve against Federal Reserve notes (initially set at 40%, now abandoned). A double pyramid of money expansion could then operate. For example, if the Federal Reserve operated a 40% reserve ratio and the commercial banks operated a 10% reserve ratio, then for each $1 of gold held at the Federal Reserve the banking system could create as much as $25 of bank money. [Slide 12 Double Pyramid of Federal Reserve and Commercial Bank Reserves] [Slide 13 Required Reserves: Federal Reserve, Bank of England, ECB]

4.2.7 Whilst reserve requirements can be used as a lever of monetary policy, the modern tendency is to rely upon interest rate management so as to regulate the demand for money and thus, in turn, bank money creation. 

5 Key Features of the Fractional Reserve System

5.1 Bank debt is unrepayable in aggregate

5.1.1 The banking system creates money for lending at interest, but it does not create sufficient money for its loans to be repaid in aggregate. Old debt can therefore be repaid in aggregate only by means of further borrowing from the banking system. The banking system therefore has substantial power over agents in the rest of the economy as it effectively controls the lifeline that prevents bankruptcy. [Slide 14 Unrepayability of Aggregate Bank Debt]

5.1.2 Because bank debt is unrepayable in aggregate and because debt grows at interest, debt levels have shown persistent growth in every major economy over the last 50 years. Furthermore, debt is growing as a percentage of GDP in developed economies. This cannot easily be explained by a ‘natural’ decline in the aggregate marginal productivity of debt as economic growth takes place, because in many cases basic services are simultaneously in decline. [Slide 15 Growth of Debt as a % of GDP in UK, Malaysia, Japan]

5.2 Lending on collateral encourages circulation of wealth among the wealthy

5.2.1 Because interest based financing seeks to fix a predetermined gain at the outset of the transaction, commercial banks tend to require security for major loans. This biases lending in favour of those agents who have existing assets to offer as collateral, and disadvantages those agents who have no collateral. There need be no relationship between the possession of collateral and the possession of “good” business ideas (financially or Islamically speaking), hence collateral based lending tends to be an inefficient form of capital resource allocation. 

5.3 Debt and money are balance sheet counterparts, hence grow in sympathy

5.3.1 Increases in interest rates can encourage faster, not slower, monetary growth. If interest rates increase generally then, unless default is widespread, the rate of growth of the asset side of the banking system’s balance sheet must increase. Under this circumstance, the liability side must also grow faster because the banking system’s balance sheet must balance. Given that the liability side of the banking system’s balance sheet represents money supply, then increases in interest rates are seen to encourage faster increases in money supply.

5.3.2 Given that aggregate debt under a fractional reserve banking system tends to grow in accordance with the rate of interest that is applied to it, society is forced into a continual expansion of its borrowing. New borrowing tends to imply the implementation of new commercial projects, hence it can be said that economic growth is forced upon society. This concept has been largely ignored by mainstream economists. Its origin is within the monetary system and its impact is now becoming global (damage to the ozone layer, global warming, resource depletion, congestion).

5.4 Booms and busts, and variations in bank lending

5.4.1 Asset price inflation can result when the creation of bank money increases substantially. This improves the value of collateral and encourages further increases in bank lending. Entrepreneurs meanwhile seek to borrow money in order to buy assets which are expected to increase in capital value. The coincidence of the banks’ desire to manufacture money and the entrepreneurs’ desire to make capital gains can lead to powerful speculative booms. Government policy to regulate speculative booms often relies on increases in interest rates which, as previously argued, may actually encourage faster monetary growth. Such a policy may at other times sponsor debt distress and widespread loan default, and thus result in economic recession. 

5.4.2 Major changes in the rate of growth of debt tend to coincide with major changes in the trends of asset prices. This relationship is more obvious where a particular asset class is tightly targeted by the measured lending variable (residential house prices and home mortgages, for example). [Slide 16 Changes in House Prices and Changes in UK Bank Lending] [Slide 17 Changes in FTSE All-Share and Changes in UK Bank Lending]

5.5 Leverage and large-scale business

5.5.1 Most entrepreneurs seek to maximise returns on their equity investments by borrowing money at a given rate of interest which they then invest at a higher rate of return. For example, the entrepreneur may borrow 500 at 10% interest and invest it with 100 of his own funds into a project yielding 20% return on assets. After one year, total assets are 720 and 550 in debt is repaid. The entrepreneur now has 170 in net assets. A 20% return on assets has been “leveraged” into a 70% return on equity. [Slide 18 Leverage]

5.5.2 Given that each extra unit of money invested under leverage creates a further amount of profit for the entrepreneur, then it is natural that entrepreneurs should wish to borrow as much as possible. This in turn implies that large scale projects will be preferred by the entrepreneurs. (Large scale projects will also be preferred by the banks because they tend to be more cost efficient and allow larger amounts of lending to occur.) This process can have enormous social implications. For example, large scale anonymous businesses begin to dominate society, the dedicated self-employed become disinterested employees, and product variety is gradually lost.

5.6 Interest-based money and resource depletion

5.6.1 Discounted cash-flow decision criteria encourage resource depletion and declines in product quality because distant consequences of current actions are undervalued by the discounting analysis. Yet discounted cash-flow analysis is forced upon entrepreneurs because most of the money that is used to finance projects is loaned into existence by the banking system at interest. Projects undertaken with borrowed money must therefore take into account the strictures of interest and thus the shadow of interest falls upon society. [Slide 19 Discounted Cash-flow Analysis and Desertification] [Slide 20 Discounted Cash-flow Analysis and Property Construction]

5.6.2 One consequence of the interest-based monetary system that is relevant to Islamic banking, is that commodity and other asset forward prices tend to be at a premium to spot prices. This feature drives the murabahah market but it is largely a reflection of the rate of interest and the resulting cash-and-carry arbitrage, as is well known to commodity market traders. In this sense, the profitability of modern murabahah transactions tend to rely upon the existence of interest as much as conventional banking products do, even if the contract documentation used in murabahah does not actually use the word ‘interest’.

6 Returning to Precious Metal Currency

6.1 Stage one – converting wide monetary aggregates to M0

6.1.1 In 1935 Professor Irving Fisher proposed the elimination of bank money supply through the gradual raising of required reserve ratios for the commercial banking system (monetary base against sight deposit liabilities) to 100%. This process could be undertaken in steps, through the monetisation of government debt or through unfunded reductions in taxation, so that the necessary quantities of monetary base were injected into the banking system. Such injections would then allow the achievement of 100% reserve ratios against sight deposits and would reconstitute money supply entirely in the form of M0. The quantity of money supply would come under the full control of the state. [Slide 21 Banking System Balance Sheet Before and After the Transition to 100% Reserves on Sight Deposits]

6.1.2 Under this phase of the transition, sight deposits would not pay a return to depositors on the basis that what is not being lent out by the bank cannot simultaneously be earning a return. However, time deposits would be clearly demarcated and unavailable for immediate withdrawal by depositors, and they would continue to earn returns according to the manner in which the bank invested them. 

6.1.3 Depositors could choose to hold balances in illiquid earning time deposits or to hold liquid non-earning sight deposits. The aggregate of these decisions would reveal the unambiguous quantity of money supply under the emerging monetary system. Although the new amount of money supply could not be predicted in advance, it will certainly be substantially more than pre-transition levels of M0 and less than pre-transition levels of M2 (using IMF definitions).

6.1.4 Transitionary subsidies and tax-reliefs for the banking sector may be considered so as to lessen the adverse impact of the above changes on banking profitability.

6.2 Stage two – converting token M0 into intrinsic M0

6.2.1 The second stage of a return to precious metal currency would see the conversion of M0 token money into M0 as intrinsic value. This process would require that central bank stocks of intrinsic value, gold bullion for example, were increased while existing forms of M0 (paper currency, for example) remained in circulation. 

6.2.2 Once the ratio of central bank gold to M0 paper issue had reached 100% at market value, bullion stocks could be injected into circulation on a one for one basis against each unit of token M0. Paper and electronic media could be retained within the payment system as technologies for effecting money transfers (but not to be used as money itself) with transparent and strict independent audits on the gold reserve stocks held by banks in both the public and private domain.

6.2.3 The gradual abolition of interest-bearing financial contracts would be required in order for this stage of the transition to succeed. Under previous gold standards, the existence of interest forced the aggregate loan stock (and hence money supply) to increase at a rate that could not be supported by growth in the gold stock. Genuine profit-and-loss sharing contracts would of course be unaffected by this change.

6.3 The new mint – connecting the real and the monetary economy

6.3.1 A state operated counter would need to be established at which the chosen intrinsic medium (gold bullion, for example) could be exchanged for the minted monetary medium (gold coins, for example) or for certificates representing this, with or without transaction charges. This would allow for the supply of money to be determined by market forces. Hence, if the gold expended in hiring capital and labour were to exceed the amount of gold that could be produced using those resources, then new money would not be produced. This is the money supply mechanism envisaged in the Classical theory of money, and it is entirely different to the highly arbitrary manner in which major changes in the supply of fiat money and bank credit are determined by the state and the commercial banking system at present. The Classical approach promotes an endogenous relationship between money supply and the needs of economic activity.

6.4 Total conversion to avoid arbitrage opportunities

6.4.1 A dual monetary system may allow the possibility of disruptive arbitrage between the two forms of currency if incorrectly implemented. Many examples of arbitrage arose in countries of the European continent where the market was not allowed to determine exchange rates between gold and silver but was instead forced to trade at fixed ‘bimetallic’ ratios. Heavy international flows of one or other precious metal could then occur. For example, the undervaluation of silver versus gold under Sir Isaac Newton’s restructuring of the English coinage in 1696 led to heavy flows of silver coin away from England and the predominance of gold in circulation. [Slide 22 Currency Arbitrage Under Bimetallism]. The sale of dirhams for dinars occurred at a freely negotiated market rate during the early period of Islam, indicating that fixed bimetallic ratios were not then in use. 

6.4.2 Arbitrage under a dual currency system might also arise in an economy where, for example, token Ringgits were circulating freely with gold Ringgits. Here, the excessive creation of token money by the state or by the banking system might lead to a fall in the foreign exchange value of the Ringgit and allow speculators to export gold Ringgits for sale as bullion abroad. This is the mechanism said to have been adopted by Indian arbitrageurs  recently against the Taka steel coin in Bangladesh. [Slide 23 Currency Arbitrage Under a Mixed Token/Intrinsic System]

6.4.3 A dual currency system may survive for an extended period of time if substantially regulated and restricted. Such would be a closed dual currency system, as opposed to an open one. Monetary arrangements of the past have followed elements of this approach. For example, the English gold standard of 1925 allowed convertibility of Bank of England notes into gold only for very large sums (approximately £1700), thus effectively barring most private holders of notes from seeking redemption. Upon the devaluation of the dollar to $35 per ounce in 1934, private US citizens were prohibited from holding or trading in gold bullion (this restriction was maintained for some forty years). Then, under the Bretton Woods system, convertibility of US dollar deposits into gold bullion was allowed only for foreign central banks, not for most individuals and corporations. These various restrictions formed part of a wider attempt to regulate private flows of gold that might otherwise have undermined the fixed price standard for the metal, or depleted stocks of gold held by central banks as fractional reserves against their token money issues.

7 Responses to Some Naive Arguments Against Gold

7.1 “Gold is too heavy to carry around”

7.1.1 Technology can be used to effect transfers of unallocated gold at a warehouse using paper receipts or electronic orders. 

7.2 “Gold is not safe to carry around”

7.2.1 Neither is paper money, but the world doesn’t stop because of it.

7.3 “The gold stock is insufficient to replace token money”

7.3.1 This argument ignores the fact that the marginal price of gold increases as purchase volume increases. To buy the last ounce of gold on earth with token money would probably be impossible at any price, at which stage it could be said that the value of the world’s gold stock was indeed sufficient to replace the totality of the world’s token money supply.

7.4 “Why waste effort digging for gold?”

7.4.1 Why spend £21 billion annually on subsidies to the UK banking system so that it can produce bank money? (source: Huber, J. and Robertson, J., Creating New Money, New Economics Foundation, London, 2000). Unlike debt-based money, once gold is produced we need not pay a rental every year in order for it to continue in existence.

7.5 “Some countries will become very rich without doing anything”

7.5.1 Saudi Arabia has become very rich ‘without doing anything’ because of its large oil reserves. Does that mean we should not use oil?

7.6 “An inelastic money supply does not grow to meet the needs of trade”

7.6.1 This argument is at least as old as the Parliamentary debate on the 1844 Bank Charter Act, where the need for an “elastic” money supply to meet the demands of a growing economy was promoted. This argument assumes that money supply needs to grow in order to facilitate increased trade, which is by no means proven. For example, where money supply growth does not match the rate of trade growth, it is possible that the general price level will fall over time (see: Barro, R., Money and the Price Level Under the Gold Standard, The Economic Journal, March 1979). This would have exciting social and economic benefits since, under a falling price level, present consumption would become less attractive than delayed consumption. Consumerism would be discouraged and patience rewarded.

7.7 “New discoveries of gold may cause large scale inflation”

7.7.1 Estimates of the long run average annual growth of global gold supply are between 2% and 3% per annum. Such growth is substantially less than the growth of token money supply in every developed economy over the long term. In fact it is large amounts of token money supply that are more likely to be a cause of large scale inflation. [Slide 24 Growth of the Global Gold Stock Versus Growth of M2 in the USA]

7.8 “The price of gold is too volatile to allow its use as a monetary standard”

7.8.1 Despite the practice of factional reserve banking, the standard deviation of all-period gold price returns during the precious metal currency era was lower than during the post Bretton Woods period. The gold standard exercised a restraining influence upon the wide money aggregates, and its abandonment removed this restraint. [Slide 25 Volatility of Gold Price Returns (all possible strategies)] 

7.9 “Gold is incompatible with the international monetary system”

7.9.1 The Ringgit is incompatible with the international monetary system. That is why foreign exchanges exist. A stable monetary system would be a source of strength, not weakness, for the economy that adopts it. Arguments for following the existing monetary order elevate compatibility above justice, which is ultimately self-defeating and always repugnant to Islam. But gold can be exchanged on the markets too, so nothing need isolate a 100% reserve gold based economy from a fractional reserve token money economy.

7.9.2 Some commentators imply that gold money stock and reserves may leave Malaysia, creating a shortage of money and a fall in output. But arbitrageurs could not achieve this result so long as the gold currency system is implemented correctly (i.e. no open dual currency system or fixed bimetallic ratios) and international traders could achieve it only if they were to run a trade surplus with Malaysia, a risk that is no greater under gold than it is now.

8 Key Lessons from History

8.1 A Gold standard is incompatible with fractional reserve banking

8.1.1 Under fractional reserve banking, the quantity of bank money can exceed the quantity of state money by a substantial margin. During crisis where the public seeks redemption of bank money into state money, this fact can be exposed in the form of a general banking collapse. 

8.1.2 Under fractional reserve banking, the quantity of total money supply can be more volatile than the quantity of gold reserves due to changes in the reserve ratios employed within the banking system. In this situation a gold standard may not produce monetary stability.

8.2 Gold has no price … it is the price

8.2.1 Token value must not be given to units of gold currency. For example, the name ‘1000 Ringgits’ should not be given to a gold coin that contains less (or more) than 1000 Ringgits of gold bullion at free market prices. Instead, 1000 Ringgits should be the name given to a fixed weight of gold, 1 ounce for example. Thus, 1000 Ringgits will always buy 1 ounce of gold bullion and 1 ounce of gold bullion will always buy 1000 Ringgits (transaction costs aside).

8.2.2 All economic agents should have the opportunity to exchange bullion for state certified precious metal currency (and vice versa) using the facility of a state run exchange window (the “mint”). The window is a certification mechanism to validate quality and weight of coinage whether gold, silver, or otherwise. It also allows market forces to re-establish an equilibrium between the demand and supply of money in the event of a capital deficit or capital surplus.

8.3 Free markets must establish monetary exchange values

8.3.1 There must be no fixity between different forms of precious metal currency (for example in bimetallic ratios when using gold and silver). Different forms of precious metal currency must be exchanged at a ratio determined by the free market, otherwise arbitrageurs may find it profitable to export or swap one form of money for the other in order to exploit regional or international price discrepancies. For the same reason, neither must there be fixity between precious metal currency and international token money systems (for example, there must be no fixed exchange rate between a gold Ringgit and the US Dollar). 

8.4 A gold standard is incompatible with interest

8.4.1 If a one to one ratio of gold reserves to bank money is established at the outset of any period, then differing rates of growth of bank money and gold stock will eventually force the banking system to abandon the one to one redemption ratio. These rates of growth may diverge because, whilst the rate of growth of bank money supply is heavily influenced by the rate of interest and reserve ratios, the rate of increase in the gold stock is determined by real factors such as technology and mine output.

8.4.2 One dinar lent at 10% annually compounded interest during the time of Mohammed s.a.w. would now require an amount of gold vastly heavier than the planet earth in repayment (approximately 1 x 1054 tonnes of gold in repayment of one dinar weighing 4.25 grammes in 20AH, as against the weight of the earth which is approximately 6 x 1021 tonnes).

8.5 Gold is a better store of value than token money

8.5.1 Textbooks tell us that a ‘good’ form of money should fulfil the function of a store of value. The purchasing power of gold has remained approximately constant or increased over the long term: in Britain (1596-1992); in the United States (1796-1997); in Germany (1873-1997); in Japan (1880-1997); and in France (1820-1997) (source: Gold As A Store of Value, World Gold Council, Research Study No. 22, November 1998). The purchasing power of token money has declined substantially in every developed economy over the same period.  [Slide 26 Purchasing Power of Gold and Token Money in the UK]

8.6 Voices from the Past 

8.6.1 The state should establish institutions, stand-by facilities and control mechanisms so that it need not rely upon uncommitted parties as a proxy when effecting the desired structural changes to the monetary system. [Slide 27/28/29/30 Quotes from William Paterson, Thomas Jefferson, Abraham Lincoln, Frank Knight]
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Slide 1 ~ Beginnings of the English National Debt
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Source: William Cobbett, Paper versus Gold, London, 1812

Slide 2 ~ Bullion Committee Report 1810


Source: The Bullion Report together with Minutes of Evidence and Accounts from the Select Committee, London, 1810

Slide 3 The Bank Charter Act 1844 


J. F. Chown, A History of Money From AD 800, Routledge, London, 1994

Slide 4 ~ Creation of Money Using Cheques and Account Clearing
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a) Bank starts business with $10 equity and two customers, each with a $0 balance
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b) Customer A buys an item from Customer B for $100 paying by cheque;

 bank credits B’s account (creates new money), debits A’s account (lends $100)
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c) after one period the bank charges A interest; credits B with $2, credits itself with $8

Slide 5 ~ State Money (M0) and Bank Money (M2) in the USA
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Source IMF Financial Statistics Yearbook 1998

Slide 6 ~ State Money (M0) and Bank Money (M2) in Malaysia
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Source IMF Financial Statistics Yearbook 1998
Slide 7 ~ State Money (M0) and Bank Money (M2) in Japan 
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Source IMF Financial Statistics Yearbook 1998
Slide 8 ~ State Money (M0) and Bank Money (M2) in the UK 
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Source IMF Financial Statistics Yearbook 1998
Slide 9 ~ Basle Capital Asset Ratio

	Tier 1 
	4% of risk-weighted assets

	Tier 1 plus Tier 2 capital 
	8% of risk-weighted assets. 

	HSBC Holdings plc. Tier 1 capital ratio (31/12/1997 )
	9.3% 

	HSBC Holdings plc. Total capital ratio  (31/12/1997 )
	14.2%. 

	Tier 1 capital includes the book value of a bank's stock plus retained earnings

Tier 2 capital includes loan-loss reserves and subordinated debt. 

Total Capital is approximately equivalent to the sum of Tier 1 and Tier 2 capital.


Source: BIS and HSBC Holdings plc. Annual Report & Accounts 1997

Slide 10 ~ Actual Reserves: HSBC Holdings plc. 1997

	Monetary base balances 
	£1,798 million 

	Customers' sight deposits 
	£81,960 million 

	Customers' term deposits within 3 months or less
	£85,172 million. 

	Cash reserve ratio against sight deposits 
	2.2% 

	Cash reserve ratio against sight plus term deposits
	1.1% 


Source: HSBC Holdings plc. Annual Report & Accounts 1997

Slide 11 Aggregate Actual Reserves (M0/M2): UK, Germany, USA, Turkey, Malaysia

	PRIVATE

	1968
	1978
	1988
	1998

	UK
	20.5
	15.9
	5.0
	3.1

	Germany
	19.0
	19.3
	17.2
	11.9

	USA
	12.3
	10.1
	8.5
	10.3

	Turkey
	58.3
	62.7
	30.8
	18.0*

	Malaysia
	32.0
	27.1
	19.8
	20.4


(* 1997 data)

Source: IMF Financial Statistic Yearbook 1998 and 2001

Slide 12 ~ Double Pyramid of Federal Reserve and Commercial Bank Reserves
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Slide 13 ~ Required Reserves: Federal Reserve, Bank of England, ECB

	Institution
	Reserve %
	Notes

	Federal Reserve
	3% on sight deposits < $42.4 m

10% on sight deposits > $42.4 m

0% on non personal time deposits
	Reserves to be held as vault cash or deposit at Federal Reserve

	Bank of England
	0.15% of eligible liabilities
	Non-interest bearing deposit at Bank of England

	ECB
	2% of deposit liabilities
	Interest bearing deposit at ESCB member


Source: Federal Reserve 1992, Bank of England 2002, ECB 2000
Slide 14 ~ Unrepayability of Aggregate Bank Debt
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Slide 15 ~ Growth of Debt as a % of GDP in UK, Malaysia, Japan
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Source: IMF Financial Statistics Yearbook 1997
Slide 16 ~ Changes in House Prices and Changes in UK Bank Lending
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Slide 17 ~ Changes in FTSE All-Share and Change in UK Bank Lending
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Source: Gordon Pepper, Money, Credit and Asset Prices, St. Martin’s Press, 1994

Slide 18 ~ Leverage

	Equity at time 0
	100

	Borrowings at 10% interest undertaken at time 0
	500

	Total Assets available to invest at time 0
	600

	Return on assets during period
	20%

	
	

	Total assets before repayment of borrowings at time 1
	720

	Repayment of borrowings
	-550

	Total Equity at time 1
	170

	Rate of Return on Equity
	70%


Slide 19 ~ Discounted Cash-flow Analysis and Desertification

	Year
	Low rate of extraction
	PV
	
	High rate of extraction
	PV

	
	
	
	
	
	

	0
	
	
	
	
	

	1
	100
	90.91
	
	150
	136.36

	2
	100
	82.64
	
	150
	123.97

	3
	100
	75.13
	
	150
	112.70

	4
	100
	68.30
	
	150
	102.45

	5
	100
	62.09
	
	150
	93.14

	6
	100
	56.45
	
	150
	84.67

	7
	100
	51.32
	
	150
	76.97

	8
	100
	46.65
	
	150
	69.98

	9
	100
	42.41
	
	150
	63.61

	10
	100
	38.55
	
	150
	57.83

	11
	100
	35.05
	
	150
	52.57

	12
	100
	31.86
	
	150
	47.79

	13
	100
	28.97
	
	150
	43.45

	14
	100
	26.33
	
	150
	39.50

	15
	100
	23.94
	
	150
	35.91

	16 to infinity
	100 yearly
	239.39
	
	0
	0.00

	TOTAL PV
	
	1000.00
	
	
	1140.91

	
	
	
	
	
	

	
	
	discount rate: 10%
	
	


Slide 20 ~ Discounted Cash-flow Analysis and Property Construction

	Year
	Low quality build
	Present
	
	High quality build
	Present

	
	cash flows
	value
	
	cash flows
	value

	0
	-1000
	-1000
	
	-1100
	-1100.00

	1
	150
	136.36
	
	150
	136.36

	2
	150
	123.97
	
	150
	123.97

	3
	150
	112.70
	
	150
	112.70

	4
	150
	102.45
	
	150
	102.45

	5
	150
	93.14
	
	150
	93.14

	6
	150
	84.67
	
	150
	84.67

	7
	150
	76.97
	
	150
	76.97

	8
	150
	69.98
	
	150
	69.98

	9
	150
	63.61
	
	150
	63.61

	10
	150
	57.83
	
	150
	57.83

	11
	150
	52.57
	
	150
	52.57

	12
	150
	47.79
	
	150
	47.79

	13
	150
	43.45
	
	150
	43.45

	14
	150
	39.50
	
	150
	39.50

	15
	150
	35.91
	
	150
	35.91

	16
	150
	32.64
	
	150
	32.64

	17
	150
	29.68
	
	150
	29.68

	18
	150
	26.98
	
	150
	26.98

	19
	150
	24.53
	
	150
	24.53

	20
	150
	22.30
	
	150
	22.30

	21
	150
	20.27
	
	150
	20.27

	22
	150
	18.43
	
	150
	18.43

	23
	150
	16.75
	
	150
	16.75

	24
	150
	15.23
	
	150
	15.23

	25
	150
	13.84
	
	150
	13.84

	26
	150
	12.59
	
	150
	12.59

	27
	150
	11.44
	
	150
	11.44

	28
	150
	10.40
	
	150
	10.40

	29
	150
	9.46
	
	150
	9.46

	30
	150
	8.60
	
	150
	8.60

	31
	0
	0
	
	150
	7.81

	32-99
	0
	0
	
	150
	…

	100
	0
	0
	
	150
	0.01

	TOTAL
	3500
	414.04
	
	13900
	399.89

	
	
	
	
	
	

	
	
	rental yield: 
	0.15
	

	
	
	discount rate: 
	0.10
	


Slide 21 ~ Banking System Balance Sheet Before and After the Transition to 100% Required Reserves on Sight Deposits



Before transition



After transition

State money 10

Equity 10

State Money 50

Equity 10

Loans 90

Sight Deposits 40
Loans 50

Sight Deposits 40




Term Deposits 50



Term Deposits 50

Slide 22 ~ Currency Arbitrage Under Bimetallism

Given the following bimetallic ratios:

England  10 Silver = 1 Gold
France 11 Silver = 1 Gold

Arbitrage is as follows:

a) sell 10 ounces of Gold in France, receive 110 ounces of Silver 

b) buy 11 ounces of Gold in England, give 110 ounces of Silver

A profit of 1 ounce of gold results

Slide 23 ~ Currency Arbitrage Under a Mixed Token/Intrinsic System

Given the following market prices:

US Dollar 1 = 3.5 Malaysian Ringgit

Ringgit 1000 coin contains 1 ounce of gold

Market gold price = US Dollar 350 per ounce

Arbitrage is as follows:

a) Sell US Dollars  285.71 for 1000 Ringgit

b) Buy 1 Ringgit 1000 gold coin and melt for one ounce of bullion

c) Sell one ounce of bullion for US Dollars 350

A profit of US Dollars 64.29 results

Slide 24 ~ Growth of the Global Gold Stock Versus Growth of M2 in the USA

	
	1915
	1950
	1997
	Average annual change 

	Total World Gold Stock (estimated) a
	24,000
	50,000
	134,800
	2.12%

	US Money Supply M2 USD billionsb
	17.59
	150.81
	5392.9c
	7.23%


Sources: a H. C. Wainwright & Co. Economics Inc., USA; b Report of US Commerce Department 1970;

 cIMF Financial Statistics Yearbook 1997

Slide 25 ~ Volatility of Gold Price Returns (all possible strategies)

	
	Gold standard

(years as shown)
	Post Gold standard

(1968-1996)

	Britain 
	1.1% (1596-1968)
	10.8%

	France 
	2.3% (1820-1968)
	10.5%

	USA
	2.0% (1796-1968)
	10.5%


Source: Gold As A Store of Value, World Gold Council, Research Study No. 22, November 1998

Slide 26 ~ Purchasing Power of Gold and Token Money in the UK

	
	1900
	1990
	Average annual change

	Purchasing Power Index ~ Golda 
	130
	150
	+0.16%

	Purchasing Power Index ~ Sterlingb
	100
	2.4
	-4.06%


Sources: aGold As A Store of Value, World Gold Council, Research Study No. 22, November 1998; 

 b Economist 1995

Slide 27 ~ William Paterson

"The Bank hath benefit of interest on all moneys which it creates out of nothing” 

William Paterson, first Director of the Bank of England, upon receiving the Charter of the Bank in 1694: quoted in Tragedy and Hope, Carroll Quigley, Macmillan New York, 1966
Slide 28 ~ Thomas Jefferson

“If the American people ever allow the banks to control the issuance of their currency, first by inflation then by deflation, the banks and corporations that will grow up around them will deprive the people of all property until their children will wake up homeless on the continent their fathers occupied. The issuing power of money should be taken from the banks and restored to Congress and the people to whom it belongs.”

Thomas Jefferson, the Writings of Jefferson, vol. 7, p.685, Committee of Congress Washington dc 1861
Slide 29 ~ Abraham Lincoln

“The government should create, issue and circulate all the currency and credit needed to satisfy the spending power of the government and the buying power of the consumers. The privilege of creating and issuing money is not only the supreme prerogative of government, but it is the government's greatest creative opportunity. By the adoption of these principles ... money will cease to be the master and become the servant of humanity. Democracy will rise superior to the money power”

Abraham Lincoln, Senate Document 23, USA, 1865
Slide 30 ~ Frank Knight

“In the abstract it is absurd and monstrous for society to pay the commercial banking system interest for multiplying severalfold the quantity of the medium of exchange when a) a public agency could do it all at negligible cost, b) there is no sense in having it done at all, since the effect is merely to raise the price level, and c) important evils result, notably the frightful instability of the whole economic system.”

Frank Knight, p. 732, Saturday Review of Literature, UK, 1927

Since the 1797 suspension of convertibility of paper notes into gold, the Bank of England had created between 4 and 5 million Pounds worth of unbacked paper money to lend at interest for its own commercial profit.


The issuance of paper money by the Bank of England was evidenced by a fall in the value of Sterling on the exchanges and an increase in the price of gold.


The Bank of England should be required to redeem all paper money in precious metal as soon as possible (i.e. a resumption of convertibility into gold should be enacted).


The profits that are available to the bankers by issuing paper money are so large that government should find a means to share in them





“The first two crises of the century in 1825 and 1837 were based on an over issue of bank notes. The Bank Charter Act of 1844 was designed to ensure that note issuance was properly under control and that such crises could never happen again. Needless to say the problem re-emerged in another form as early as 1847 when it was discovered that the real weakness of the 1844 legislation was that it was assumed that bank notes were the only alternative to coin, ignoring the expansion of bank deposits.”
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