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When the United States stopped backing dollars with gold in 1968, the nature of money changed. All previous constraints on money and credit creation were removed, and a new economic paradigm took shape. Economic growth was no longer driven by capital accumulation and investment as it had been since before the Industrial Revolution. Instead, credit creation and consumption began to drive the economic dynamic

Over the following four decades, total debt in the United States expanded fiftyfold to $50 trillion. That explosion of paper money–denominated debt transformed the world by generating unprecedented wealth, profits, jobs, and tax revenues. In 2008, however, that debt could not be repaid, and The New Depression began.

In The Dollar Crisis, Richard Duncan explained why a severe global economic crisis was inevitable given the flaws in the post–Bretton Woods international monetary system. In The New Depression, he introduces an analytical framework, the Quantity Theory of Credit, that explains all aspects of the calamity now unfolding: its causes, the rationale for the government's policy response to the crisis, what is likely to happen next, and how those developments will affect asset prices and investment portfolios.

The economic system that has emerged following the abandonment of sound money requires credit growth to survive. Yet the private sector can bear no additional debt and the government's creditworthiness is deteriorating rapidly. Should total credit begin to contract significantly, this New Depression will become a New Great Depression, with disastrous economic and geopolitical consequences. That outcome is not inevitable. This book describes what must be done to prevent it.
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Preface

When the United States removed the gold backing from the dollar in 1968, the nature of money changed. The result was a proliferation of credit that not only transformed the size and structure of the U.S. economy but also brought about a transformation of the economic system itself. The production process ceased to be driven by saving and investment as it had been since before the Industrial Revolution. Instead, borrowing and consumption began to drive the economic dynamic. Credit creation replaced capital accumulation as the vital force in the economic system.

Credit expanded 50 times between 1964 and 2007. So long as it expanded, prosperity increased. Asset prices rose. Jobs were created. Profits soared. Then, in 2008, credit began to contract, and the economic system that was founded on and sustained by credit was hurled into crisis. It was then that the New Depression began.

There is a grave danger that the credit-based economic paradigm that has shaped the global economy for more than a generation will now collapse. The inability of the private sector to bear any additional debt strongly suggests that this paradigm has reached and exceeded its capacity to generate growth through further credit expansion. If credit contracts significantly and debt deflation takes hold, this economic system will break down in a scenario resembling the 1930s, a decade that began in economic disaster and ended in geopolitical catastrophe.

This book sets out to provide a comprehensive explanation of this crisis. It begins by explaining the developments that allowed credit in the United States to expand 50 times in less than 50 years. Chapter 1, How Credit Slipped Its Leash, looks at the domestic causes. Chapter 2, The Global Money Glut, describes the foreign causes, debunking Fed Chairman Bernanke’s global savings glut theory along the way. Chapter 3, Creditopia, discusses how $50 trillion of credit transformed the U.S. economy.

Chapter 4, The Quantity Theory of Credit, is introduced. This theory explains the relationship between credit and economic output. Therefore, it is an indispensible tool for understanding every aspect of this credit-induced calamity: its causes, the government’s response to the crisis, and its probable evolution over the years ahead.

Chapter 5, Perpetuating the Boom, explains the government’s policy response to the crisis. When seen through the framework of the quantity theory of credit, the rationale for the stimulus packages, the bank bailouts, and the multiple rounds of quantitative easing becomes obvious: the government is desperate to prevent credit from contracting.

Chapter 6, Where Are We Now?, takes stock of the current state of the economy. It looks at each sector of the U.S. economy to determine which ones, if any, can expand their debt further. Economic growth has come to depend on credit expansion. Therefore, if none of the major sectors is capable of taking on more debt, the economy cannot grow. This chapter also considers whether any of the imbalances and mistakes that led to this systemic crisis has yet been eliminated.

Chapter 7, How It Plays Out, presents scenarios of how events are most likely to evolve between the end of 2011 and the end of 2014, along with a discussion of how asset prices would be impacted under each scenario. Chapter 8, Disaster Scenarios, describes how bad things could become if the United States’ credit-based economic system breaks down altogether. Its purpose is to make clear just how high the stakes really are, in the belief—the hope—that nothing focuses the mind like the hangman’s noose.

Chapter 9, The Policy Options, discusses the novel and unappreciated possibilities inherent in an economic system built on credit and dependent on credit expansion for its survival. This crisis came about because the credit that has been extended was primarily wasted on consumption. Disaster may be averted if the United States now borrows to invest.

The final chapter, Fire and Ice, explains that the U.S. economy could experience high rates of inflation, severe deflation, or both as this crisis unfolds during the years ahead; and it discusses how stocks, bonds, commodities, and currencies would be affected under each scenario. In this post-capitalist age of paper money, government policy will determine the direction in which asset prices move.

The New Depression has not yet become the New Great Depression. Tragically, the odds are increasing that it will. Fiat money has a long and ignoble history of generating economic calamities. The price the United States ultimately pays for abandoning sound money may be devastatingly high, both economically and politically.





CHAPTER 1

How Credit Slipped Its Leash

Irredeemable paper money has almost invariably proved a curse to the country employing it.

—Irving Fisher1

Credit-induced boom and bust cycles are not new. What makes this one so extraordinary is the magnitude of the credit expansion that fed it. Throughout most of the twentieth century, two important constraints limited how much credit could be created in the United States. The legal requirement that the Federal Reserve hold gold to back the paper currency it issued was the first. The legal requirement that commercial banks hold liquidity reserves to back their deposits was the second. This chapter describes how those constraints were removed, allowing credit to expand to an extent that economists of earlier generations would have found inconceivable.

Opening Pandora’s Box

In February 1968, President Lyndon Johnson asked Congress to end the requirement that dollars be backed by gold. He said:

The gold reserve requirement against Federal Reserve notes is not needed to tell us what prudent monetary policy should be—that myth was destroyed long ago.

It is not needed to give value to the dollar—that value derives from our productive economy.2

The following month Congress complied.

That decision fundamentally altered the nature of money in the United States and permitted an unprecedented proliferation of credit. Exhibit 1.1 dramatically illustrates what has occurred.


EXHIBIT 1.1 Money, Credit, and GDP

Source: Federal Reserve
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The monetary gold line at the bottom of the chart represents the gold held within the banking system. It peaked at $19 billion in 1959 and afterward contracted to $10 billion by 1971. M2 represents the money supply as defined as currency held by the public, bank liquidity reserves, and deposits at commercial banks. The top line represents total credit in the country.

It is immediately apparent that credit expanded dramatically both in absolute terms and relative to gold in the banking system and to the money supply. In 1968, the ratio of credit to gold was 128 times and the ratio of credit to the money supply was 2.4 times. By 2007, those ratios had expanded to more than 4,000 times and 6.6 times, respectively. Notice, also, the extraordinary expansion of the ratio of credit to GDP. In 1968, credit exceeded GDP by 1.5 times. In 2007, the amount of credit in the economy had grown to 3.4 times total economic output.

Total credit in the United States surpassed $1 trillion for the first time in 1964. Over the following 43 years, it increased 50 times to $50 trillion in 2007. That explosion of credit changed the world.

Constraints on the Fed and on Paper Money Creation

The Federal Reserve Act of 1913 created the Federal Reserve System and gave it the power to issue Federal Reserve Notes (i.e., paper currency). However, that Act required the Fed to hold “reserves in gold of not less than forty per centum against its Federal Reserve notes in actual circulation.”3 In other words, the central bank was required to hold 40 cents worth of gold for each paper dollar it issued. In 1945, Congress reduced that ratio from 40 percent to 25 percent.

So much gold had flowed into U.S. banks during the second half of the 1930s as the result of political instability in Europe that the Federal Reserve had no difficulty meeting the required ratio of gold to currency for decades. In fact, in 1949, it held nearly enough gold to fully back every Federal Reserve note in circulation.

During the 1950s and 1960s, however, the amount of gold held by the Fed declined. From a peak of $24.4 billion in 1949, the Fed’s gold holdings fell to $19.4 billion in 1959 and to only $10.3 billion in 1968. Moreover, not only was the gold stock contracting, the currency in circulating was increasing at a significantly faster pace. During the 1950s, currency in circulation grew at an average rate of 1.5 percent a year, but by an average of 4.7 percent a year during the 1960s.

In 1968, the ratio of the Fed’s gold to currency in circulation declined to 25 percent (as shown in Exhibit 1.2), the level it was required to maintain by law. At that point, Congress, at the urging of President Johnson, removed that binding constraint entirely with the passage of the Gold Reserve Requirement Elimination Act of 1968. Afterward, the Fed was no longer required to hold any gold to back its Federal Reserve notes. Had the law not changed, either the Fed would have had to stop issuing new paper currency or else it would have had to acquire more gold.


EXHIBIT 1.2 The Ratio of the Fed’s Gold Holdings to Currency Outside Banks

Source: Federal Reserve, Flow of Funds
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Once dollars were no longer backed by gold, the nature of money changed. The worth of the currency in circulation was no longer derived from a real asset with intrinsic value. In other words, it was no longer commodity money. It had become fiat money—that is, it was money only because the government said it was money. There was no constraint on how much money of this kind the government could create. And, in the years that followed, the fiat money supply exploded.

Between 1968 and 2010, the Fed increased the number of these paper dollars in circulation by 20 times by printing $886 billion worth of new Federal Reserve notes. (See Exhibit 1.3.) (Its gold holdings now amount to the equivalent of 1 percent of the Federal Reserves notes in circulation.)


EXHIBIT 1.3 Currency Outside Banks

Source: Federal Reserve, Flow of Funds
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Although this new paper money was no longer backed by gold (or by anything at all), it still served as the foundation upon which new credit could be created by the banking system. Fifty trillion dollars worth of credit could not have been erected on the 1968 base of 44 billion gold-backed dollars.

Fractional Reserve Banking Run Amok

The other constraint on credit creation at the time the Federal Reserve was established was the requirement that banks hold reserves to ensure they would have sufficient liquidity to repay their customers’ deposits on demand. The Federal Reserve Act specified that banks must hold such reserves either in their own vaults or else as deposits at the Federal Reserve.

The global economic crisis came about because, over time, regulators lowered the amount of reserves the financial system was required to hold until they were so small that they provided next to no constraint on the amount of credit the system could create. The money multiplier expanded toward infinity. A proliferation of credit created an economic boom that transformed not only the size and composition of the U.S. economy but also the size and composition of the global economy. The collapse came when the borrowers became too heavily indebted to repay what they had borrowed.

By 2007, the reserves ratio of the financial system as a whole had become so small that the amount of credit that the system created was far beyond anything the world had experienced before. By the turn of the century, the reserve requirement played practically no role whatsoever in constraining credit creation. This came about due to two changes in the regulation of the financial industry. The first was a reduction of the amount of reserves that banks were required to hold. The second was regulatory approval that allowed new types of creditors to enter the industry with little to no mandatory reserve requirements whatsoever. The following pages describe this evolution of the U.S. financial industry.

In order to understand how reserve requirements limited credit creation, it is first necessary to understand how credit is created through Fractional Reserve Banking.

Fractional Reserve Banking

Most banks around the world accept deposits, set aside a part of those deposits as reserves, and lend out the rest. Banks hold reserves to ensure they have sufficient funds available to repay their customers’ deposits upon demand. To fail to do so could result in a bank run and possibly the failure of the bank. In some countries, banks are legally bound to hold such reserves, while in others they are not. A banking system in which banks do not maintain 100 percent reserves for their deposits is known as a system of fractional reserve banking. In such a system, by lending a multiple of the reserves they keep on hand, banks are said to create deposits.

The following example illustrates how the process of deposit creation occurs. In this example, it is assumed that the country in which the banking system operates is on a gold standard, and that banks in that country are required to hold a level of gold reserves equivalent to 20 percent of their deposits.

The process begins when Bank A accepts a deposit of $100 worth of gold. To meet the 20 percent reserve requirement, it sets aside $20 in gold as reserves. It then lends out the remaining $80. The recipient of the loan deposits the $80 into his bank, Bank B. Bank B sets aside 20 percent of the $80, or $16 worth of gold, as reserves. It lends out $64, which ends up in Bank C. This process occurs again and again (see Exhibit 1.4). Therefore, an initial deposit of $100 worth of gold, through the magic of fractional reserve banking, eventually leaves the banking system with $500 of deposits and $400 of credit, while an amount equivalent to the initial deposit is set aside as $100 worth of reserves. The balance sheet of the banking sector would show assets of $500, made up of $400 in loans plus $100 in reserves; and it would show liabilities of $500 made up entirely of deposits.

EXHIBIT 1.4 “Money Creation” through Fractional Reserve Banking
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In the real world, there are a number of other factors that would have to be taken into consideration. Nevertheless, this simplified example is sufficient to demonstrate the process of deposit creation.

There are two important points to grasp here. First, fractional reserve banking creates credit as well deposits. In the previous example, $400 worth of credit was created by the banking system. Second, the reserve ratio is the factor that determines the maximum amount of deposits (and credit) that can be created. In this example, at the end of the process, there are $500 of deposits, or five times the amount of gold initially deposited, and $400 of credit that did not exist before. The inverse of the reserve requirement is known as the money multiplier. Here, the money multiplier is 1/20 percent or 5 times. If the reserve requirement had been 10 percent, the banking system would have ended up with $1,000 of deposits, or 10 times the amount of gold initially deposited, and $900 of new credit. In that case the money multiplier would be 10.

Now consider the reduction of the reserve requirements of the commercial banks.

Commercial Banks

Commercial banking was a straightforward business after the passage of the Glass–Steagall Act separated commercial banking from investment banking in 1933. Banks took deposits and used them to make loans; and the banks were required to hold reserves with the central bank to ensure they would have sufficient liquidity to repay deposits to their customers upon demand. In 1945, deposits supplied 98 percent of the banks’ funding. The legal reserve requirement was 20 percent for demand deposits (which accounted for 76 percent of funding) and 6 percent for time deposits (22 percent of funding). Those reserve requirements could be met by a combination of cash held in the banks’ vaults and reserves deposited with the central bank.4 (Note: The Reserve requirement on demand deposits for country banks was lower, 14 percent.)

Over time, banks began to rely more heavily on time deposits, which required fewer reserves. By 2007, demand deposits amounted to only 6 percent of commercial banks’ funding. Time deposits had increased to 57 percent of funding. This alone significantly reduced the amount of money that banks had to keep as reserves. In addition to accepting deposits, the banks had begun to raise funds by selling commercial paper and bonds, as well as by borrowing in the repo market. In 2007, 12 percent of the banks’ funding came from issuing credit market instruments, 8 percent from the repo market, and 17 percent from miscellaneous liabilities. They were not required to set aside any reserves against those types of liabilities.

Furthermore, over the decades, the Fed had also repeatedly lowered the amount of reserves that banks were required to hold against both demand and time deposits. Currently, reserve requirements are set out as follows:


	For net transactions accounts of less than $10.7 million, 0 percent

	For those between $10.7 and $58.8 million, 3 percent

	For those greater than $58.8 million, 10 percent



No reserves are required for nonpersonal time deposits.5 Combined, these developments left the banks with a level of reserves so small as to be practically meaningless when the crisis of 2008 occurred.

In 1945, commercial banks had held reserves and vault cash of $17.8 billion, the equivalent of 12 percent of their total assets, at a time when 64 percent of their assets were (very low risk) U.S. government bonds. By 2007, the banks’ reserves and vault cash had tripled to $73.2 billion, but their assets had increased by 82 times to $11.9 trillion. That put the liquidity ratio at 0.6 percent.

The amount of reserves the banks held at the Fed was only $2 billion larger in 2007 than it had been in 1945; and almost all the increase in vault cash resulted from the cash held in the “vaults” of the banks’ automatic teller machines. (See Exhibit 1.5.)


EXHIBIT 1.5 Commercial Bank’s Reserves at the Federal Reserve, 1945 to 2007

Source: Federal Reserve, Flow of Funds
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Beginning in 1988, banks were required to maintain a capital adequacy ratio (CAR) of 8 percent. The “capital” supplying the banks’ capital adequacy was not a pool of liquid assets, however. It was essentially just a bookkeeping entry representing the difference between the banks’ assets and liabilities. The capital was put to work by the banks, either being extended as loans or else invested in credit instruments. Since the capital could be used to make loans, it did not constrain credit creation the way liquidity reserves (held as physical cash or separated and held on deposit at the central bank) had done. Moreover, as described next, although the quantity of the industry’s capital increased over time, the quality of that capital deteriorated sharply.
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