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Lara-Murphy Report

Claude Frederic Bastiat (1801-1850), 
the renowned French debater in the Austrian School 
tradition, was both enlightening and humorous in his 
description of credit. From the very beginning of his 
discourse he makes us smile by saying that its entire 
basis is “an optical illusion.” 

“The first thing done is to confuse cash with 
products, then paper money with cash, and from 
these two confusions it is pretended that a reality 
can be drawn.”

We are so accustomed to credit that the one big 
thing we frequently miss about it is that it is impossible 
to transfer from one person to another person more 
products than an economy contains.  Bastiat tells us 
that it is the products themselves that we are actually 
borrowing and lending, but “it is not in the power of 
the borrowers and lenders to cause an instantaneous 
increase of the things borrowed and lent.” No matter 
how much money is in circulation, the sum total of 
borrowers cannot receive more cars, houses, boats or 
TVs than actually exist. 

But government, ignoring basic economics, only 
aspires to place cars, houses, boats and other products 
in the hands of all those that desire them by acting 
as security for the loans. To make us see government’s 
foolishness Bastiat has us imagine that there is only 
one plow in the whole world, and two farmers apply 
for it.  Peter is the possessor of the only plow to be had.  
John and James wish to borrow it.  John, because of his 
reputation, offers security.  James inspires little or no 
confidence; therefore Peter lends his plow to John.
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“It is the masses that determine the course of history, but its initial
movement must start with the individual.”

— How Privatized Banking Really Works

Lara-Murphy Report

Along comes the government and says to Peter, 
“Lend your plow to James, I will be security for its 
return…although it is true that I have nothing, I 
dispose of the fortune of the taxpayers, and it is with 
their money that, in case of need, I shall pay you the 
principal and interest.”  Consequently, Peter lends his 
plow to James.

Thanks to the intervention of the state poor 
James now has a plow and the state believes this is an 
advantage to the nation as a whole. But poor James 
has a plow only because it is not in the hands of John, 
“who, after having deserved and obtained credit by 
his honesty and reputation, sees himself robbed of it.  
It is also an injustice to the taxpayers, who are made 
to pay a debt which is no concern of theirs.”

The epitome of this same sort of shell game in 
modern times was the subprime mortgage collapse 
that triggered the 2008 financial crisis and the 
subsequent taxpayer bailouts.  Here we see the same 
kind of problem—credit and the same culprit—state 
intervention. If it appears as though government 
officials never seem to learn their lesson, it is because 
they are incapable of it.  As good students of Austrian 
economics and members of the 10%, our job is to be 
able to foresee the problems created by government 
intervention long before they arrive and learn to go 
around them.

Yours truly,
Carlos and Bob
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RECENT DEVELOPMENTS THAT MAY BE OF INTEREST TO READERS OF THE LARA-MURPHY REPORT…

PULSE ON THE MARKET

6 L M R  A U G U S T  2 0 1 5

Pulse on the Market

OIL CRASH EERILY SIMILAR TO 2008
If we adjust for price inflation, oil hit lows in August that were just 
about as low as the trough after the financial crisis, meaning we have 
to go back to 2004 to get as low again. The following chart shows the 
connection between the Fed’s rounds of QE and oil prices since 2009:

Oil  and the  Fed

Notice that oil prices rebounded with the rounds of QE, but began 
crashing once the “taper” kicked in and the Fed stopped expanding its 
balance sheet. Also note that back in 2008, oil prices crashed first in 
the summer, then the stock market followed in the fall with the onset 
of the worldwide financial crisis. As we discuss in a later blurb, the 
case for doom & gloom is quite solid.

PUERTO RICO CANARY IN THE COAL MINE?
The U.S. territory of Puerto Rico officially missed its first ever bond 
payment, for $58 million. (Its outstanding debt is some $72 billion.) 
Beyond the direct impact on funds holding Puerto Rican bonds, this 
is yet more evidence that the world financial system is standing on 
very shaky ground.

Puerto rico default
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Pulse on the Market

NOW EVERYBODY IS BECOMING A DOOMSAYER
More and more analysts are matter-of-factly predicting steep declines 
in asset markets. For example, an August 17 article from the Telegraph 
carried the provocative headline, “Doomsday clock for global market 
crash strikes one minute to midnight as central banks lose control.” But 
what was really interesting is that the article made a quite persuasive 
case using perfectly reasonable arguments. For just one example, the 
famous Shiller Cyclically Adjusted Price-Earnings (CAPE) ratio for 
the S&P 500 was flashing 27.2 when the article posted. There have 
been only three years since 1882 when the CAPE was higher. Those 
years were 1929, 2000, and 2007. In case your memory is poor, those 
were not particularly good times to get into the U.S. stock market. 

[EDITORS’ NOTE: This August 2015 issue of the LMR was drafted 
before the dramatic stock market events of August 21 and 24. We will 
discuss these rapid movements in the September issue.]

Da Bears

FEDERAL RESERVE PAPER SAYS QE DIDN’T HELP
The financial blogs were in a tizzy when Vice President of the St. Louis 
Fed Stephen Williamson put out a white paper questioning whether 
the quantitative easing (QE) programs had helped the economy. (The 
actual paper is at: https://research.stlouisfed.org/wp/2015/2015-
015.pdf.) However, just to see how perverted our world has become, 
notice that Williamson is complaining that QE didn’t produce 
(price) inflation, and price inflation is what (he claims) the economy 
needed for a robust recovery. In his own words: “There is no work, to 
my knowledge, that establishes a link from QE to the ultimate goals of the 
Fed—inflation and real economic activity.”

Fed vs .  Fed

RECENT DEVELOPMENTS THAT MAY BE OF INTEREST TO READERS OF THE LARA-MURPHY REPORT…

PULSE ON THE MARKET
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China’s Devaluation
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one of the big finanCiaL stories this 
month was the string of devaluations in the 
Chinese currency, the renminbi. (Note that 
the name of the currency is renminbi, while 
the unit of account is the yuan.1) In this ar-
ticle I’ll go over the basics of its relationship 
to the dollar and then provide some thoughts 
on the future for LMR readers. The biggest 
takeaway is that it is no longer a “paranoid” 
theory that the USD will cease being the 
world’s reserve currency. More and more se-
rious analysts are discussing it now as a mat-
ter of when, not if.

Historical Perspective

The first thing to realize is that the Chi-
nese government’s “shocking” moves lose 
their significance in a broader historical con-
text. First, let’s understand why the financial 
press went ballistic. On Monday August 10, 
one USD fetched about 6.2 yuan. By Thurs-
day August 13, one USD traded for about 
6.4 yuan. This roughly 3 percent drop in the 
Chinese currency was the largest one-week 
depreciation since 1994. The one-year chart 
of the currencies is depicted in Figure 1.

China’s Devaluation

Figure 1. Yuan / Dollar Exchange Rate, Prior 12 Months

It is no longer a “paranoid” theory that the USD will 
cease being the world’s reserve currency. More and 
more serious analysts are discussing it now as a matter 
of when, not if.

9 L M R  A U G U S T  2 0 1 5
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From this perspective, the August devalu-
ations appear enormous. (Don’t be confused: 
Because the y-axis shows how many yuan it 
takes to buy one U.S. dollar, movements up 
on the chart correspond to a weakening in 
the Chinese currency.)

However, what if we take a view over de-
cades? Figure 2 shows the story.

preciation starting back in January 2014. The 
only difference is that the August 2015 move 
was concentrated in a single week, rather than 
being spread out over the course of months.

China’s Devaluation

Figure 2. Yuan / Dollar Exchange Rate, February 1981 – August 2015

Although it is still true that the week of 
August 10, 2015 saw the biggest one-week 
depreciation of the currency since 1994, 
nonetheless we can see that in the grand 
scheme, this month’s string of devaluations 
is hardly earth-shattering.

For example, the renminbi is still stronger 
now against the dollar, than it was for the 
entire period of 1994 through 2011. Fur-
thermore, the drop in the Chinese currency 
in August 2015 was no larger than the de-

The Shifting Peg

The Chinese government pegged its cur-
rency to the dollar at a fairly stable rate 
from 1995 through 2005. It maintained this 
peg by building up huge reserves of U.S. 
Treasury securities, which (of course) were 
dollar-denominated assets. If the foreign 
exchange market ever began pushing the 
renminbi away from the desired exchange 
rate, the Chinese government could either 
(a) weaken its currency by printing more of 

We can see that in the grand scheme, this 
month’s string of devaluations is hardly 
earth-shattering.
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it (simple) or (b) strengthen its currency by 
entering the foreign exchange markets with 
its stockpile of U.S. dollars to prop it up.

The rationale for the peg was to reassure 
world investors that they could trust the Chi-
nese currency; it was as “good as the dollar.” 
(Recall the “Asian flu” that struck in the late 
1990s.) During the period of the peg, actions 
of the Chinese government were comparable 
to one on the classical gold standard, except 
the Chinese government maintained stock-
piles of “dollars” rather than bars of gold.

“Let My Currency Go”

However, the Federal Reserve engaged in 
a loose monetary policy in the mid-2000s, 
which fueled the housing boom among oth-
er problems. Chinese officials realized that 
they would have to follow suit and inflate 

themselves, in order to maintain their peg, 
or they could let the dollar fall against their 
currency.

They chose the latter policy, which is the 
same thing as saying that they allowed their 
currency to strengthen beginning in mid-
2005. That is why the exchange rate moved 

China’s Devaluation

During the period of the peg, actions of the Chinese 
government were comparable to one on the classical gold 
standard, except the Chinese government maintained 
stockpiles of “dollars” rather than bars of gold.

Chinese authorities continued to let their 
currency appreciate, as the Fed engaged in 
successive rounds of quantitative easing.

from 8.28 yuan to the dollar in June 2005, to 
6.8 yuan / dollar by August 2008.

Chinese authorities continued to let their 
currency appreciate, as the Fed engaged in 
successive rounds of quantitative easing. 
However, the Fed’s “taper” kicked in through-
out 2014, causing the USD to strengthen 
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rights, or SDRs, to Sept. 30, 2016. The 
action confirms an earlier proposal for a 
delay in the five-year reshuffling of the 
basket, which doesn’t include the yuan. 
The board said a decision on the future 
basket is expected by the end of the year.2

For the context of the above quotation: The 
IMF issues “special drawing rights” (SDRs) 
to various governments (but not private par-
ties). The SDRs are claims on the underlying 

sharply against a basket of currencies. The 
Chinese authorities decided to take the pres-
sure off by allowing their own currency to go 
along (somewhat) for the ride, which is why 
it begins climbing up again starting in 2014 
in Figure 2 above.

American Exceptionalism?

Beyond the ins and outs of the particular 
movements in the exchange rate, though, 
is the stark fact that the Chinese government 
no longer considers the U.S. dollar to be a reli-
able anchor. Indeed, Chinese authorities have 
been officially lobbying since last year for 
their currency to become one of the IMF’s 
official reserve currencies. As the Wall Street 
Journal reported on August 19:

The International Monetary Fund sig-
naled that China’s yuan won’t be added 
to the IMF’s influential basket of reserve 
currencies for at least a year.

The fund’s executive board approved an 
extension of the current basket of reserve 
currencies included in its special drawing 

China’s Devaluation

The Chinese government no longer 
considers the U.S. dollar to be a reliable 
anchor.

reserve currencies held by IMF governments. 
The normal procedure is to adjust the com-
position of the SDR basket every five years.

The last rebalancing was in December 
2010. At that time, the SDR basket was de-
fined as 41.9% in U.S. dollars, 37.4% in euros, 
11.3% in British pounds, and the remaining 
9.4% in Japanese yen. The next rebalancing 
would normally have occurred in December 
2015. However, as the WSJ article explains, 
the IMF just announced that it will post-
pone the decision for nine months. Indeed, 
some financial outlets are speculating that 
the Chinese government devalued their cur-
rency specifically because of the IMF’s state-
ment in early August, when it said that a 
currency had to be “usable” and flexible in 
international markets in order to qualify.3

To be clear, when people casually refer to 
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id or not, it is astonishing that this is how the 
Secretary of State now casually talks about the 
currency. Such predications were considered 
the realm of “conspiracy theorists” and “para-
noid gold bugs” before the financial crisis.

Conclusion

The sharp depreciation of the Chinese cur-
rency this month was unusual only because 
of its speed. The real story is that the Chi-
nese no longer view the dollar as a useful an-

the USD as “the world’s reserve currency,” 
they mean something stronger than that it is 
simply the highest percentage of the curren-
cies in the IMF’s SDR basket. Yet even here, 
the situation is rapidly deteriorating.

For just one example, Secretary of State 
John Kerry warned that if Congress didn’t 
support the nuclear deal with Iran, then the 
U.S. government would lose prestige in the 
world and that this would threaten the status 
of the dollar as the world’s reserve currency.4 
Whether Kerry’s particular statement is val-

China’s Devaluation

John Kerry warned that if Congress didn’t 
support the nuclear deal with Iran, then the U.S. 
government would lose prestige in the world and 
that this would threaten the status of the dollar.
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chor for their currency, and they are jumping 
through the IMF’s hoops in order to have 
the renminbi added to the basket of official 
reserve currencies.

As of 2014, the World Bank reports that 
U.S. GDP led the world at $17.4 trillion, 
while China was #2 at $10.4 trillion. How-
ever, the Chinese economy is growing at tri-
ple the American rate.

Don’t get me wrong, I trust the numbers 
coming from Chinese communists even less 
than those put out by the U.S. Bureau of 
Economic Analysis. Furthermore, many an-

alysts whom I respect are predicting that the 
Chinese economy is in the midst of a major 
crash.

Even so, if we broaden our horizon over 
the coming decades, the discussion of the 
U.S. displacement as the world’s economic 
superpower has moved from a question of 
“if ” to “when.” We can at least hope that as 
this reality sets in, U.S. officials will become 
more modest in their aims. As the American 
century and effective “empire” wind down, 
let’s hope the pattern is closer to the dissolu-
tion of the British Empire rather than the 
Roman.

China’s Devaluation
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The discussion of the U.S. 
displacement as the world’s 
economic superpower has 
moved from a question of 
“if” to “when.”
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A Closer Look at Commercial Banks
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authorizeD ibC PraCtitioners unDer-
stand, but so should their clients, that when 
Nelson Nash explicitly says that his book, Be-
coming Your Own Banker, is an instructional 
guide on how to “get the bankers out of your 
life,” he also makes it quite clear that IBC 
is not about life insurance. To the contrary, 
what Nash is really saying is that we need to 
move our money from the current domiciles 
of bankers to a completely different place—a 
place that is free of bankers.  More specifi-
cally he means for us to stop doing business 
with bankers, to get out of commercial banks 
altogether, and establish our own financing 
system.

Furthermore, Nash categorically instructs 
that the new money residence must provide 
you the complete cash flow freedom nec-
essary to allow your ability to finance the 
major purchases of life yourself.  Ironically, 
it just so happens that all of the necessary 
components for an uninterrupted cash-flow 
system of this type are found in the centuries 

old mutual life insurance sector—where the 
policy owners are also the owners of the mu-
tual company. Consequently, this is exactly 
the place where Nash wants us to go.  If this 
idea catches you by surprise, Nash goes even 
further in twisting your paradigm by insist-
ing that the final resting place for our money 
should be inside the mutual’s original insur-
ance product—dividend-paying Whole-Life!

While many financial experts believe this 
is plain ludicrous, the writers of the LMR 
strongly support Nash’s directives and ask 
our readers to seriously consider this strate-
gy in light of today’s economic environment, 
especially now when we are witnessing news 
headlines reporting that asset classes are 
beginning to crash on a global scale. Even 
mainstream economic forecasters every-
where, just within the past two months, are 
now openly speaking out and bracing them-
selves for a major U.S. market bust that has 
all the signs of being more financially de-
structive than the 2008 financial crisis.  In 

A Closer Look at Commercial Banks

It just so happens that all of the 
necessary components for an 
uninterrupted cash-flow system of 
this type are found in the centuries 
old mutual life insurance sector.
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winds up terrifying the public all the more 
and igniting their resentment. This is exactly 
what we recently saw happen in Cyprus and 
even more recently in Greece. 

In the early 1930s the same thing occurred 
here in the United States, and again, it hap-
pened in 2008 when approximately 1200 
commercial banks got into financial trouble. 
People who had money in those banks ran 
to quickly get their cash out. Now what we 
mean by cash is important, we mean dollars in 
the form of currency: green pieces of paper with 
U.S. presidents on them. This is what people 
want when they run on the banks here in 
the U.S.—they want dollars! They don’t re-
ally want anything else. But unexpectedly 
the realization hits the depositor that banks 
don’t actually have the required cash on hand 
when met with this type of forced demand. 
For this reason the “bank run”1 has always 
been the commercial bank’s greatest weak-
ness. It is unequivocally the bank’s Achilles 
heel. They quite literally do not have the re-
serves in the vault.  This is why they need 

light of this, Nash’s suggestion makes perfect 
sense.

If these warnings stir you enough to want 
to take some kind of protective action, but 
are uncertain how best to go about sheltering 
your assets, I encourage you to conduct your 
own private research to determine which 
of all the money intermediaries in our en-
tire financial system has historically weath-
ered the most severe financial crashes. If you 
should take the time to actually do this, I am 
certain that you will find the same results 
I have found. Historically, the safest place 
has always been the life insurance sector.  
Once having convinced yourself with this as 
a beginning step I would encourage you to 
read Nash’s book as well as the book Robert 
Murphy and I wrote called How Privatized 
Banking Really Works.

Banks Are Prone to Systemic Risk.  
The Catalyst Is the Bank Run.

History has also proven that commercial 
banks can become a virtual stranglehold for 
bank depositors in various ways, but this is 
especially true in the midst of a serious fi-
nancial crisis. The reason for this phenom-
enon is because once the general public be-
comes aware of the crash, a panic ensues and 
they immediately rush to the banks in droves 
to get their cash out. Faced with such an on-
slaught of depositors storming in all at the 
same time, banks have no other immediate 
alternative but to lock the doors in self de-
fense. As you might expect, this action only 

A Closer Look at Commercial Banks

History has also proven 
that commercial banks can 
become a virtual stranglehold 
for bank depositors.
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Fractional Reserve Banking

In general, fractional reserve banking is one 
of most misunderstood of economic topics. 
Figuratively speaking, only one man in a 
million truly understands how it works. This 
important fact makes for an enlightening 
thinking exercise that I intend to spell out in 
the following paragraphs.

            

the Federal Reserve as “a lender of last resort” 
in order to conduct their banking business. 
Even though commercial banks today com-
mand the entire inflows and outflows of 
money belonging to every U.S. citizen and 
every corporate entity, the practice of frac-
tional reserve banking2 still makes them ex-
tremely vulnerable.  In other words, bank 
runs bankrupt banks.  

A Closer Look at Commercial Banks

Now what we mean by cash is important, 
we mean dollars in the form of currency: 
green pieces of paper with U.S. presidents 
on them.

FIGURE 1
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far as you and Macy’s are concerned you have 
transacted in dollars, but you didn’t actually 
physically deliver them. The fact is that most 
Americans hardly ever transact in paper dol-
lars. Most of us simply conclude that this is 
a very efficient way to transact business, but 
just stop and think about how puzzling all 
this is. Now hold that thought as we con-
tinue our skull session.

Next, take a close look at Figure 2.  The 
graph shows that when it comes to actual 
Federal Reserve Notes there are only a total 
of $1.3 trillion U.S. paper dollars in the en-
tire world.  The pie chart to the right of the 
graph shows that 76% of these dollars are in 
one hundred dollar ($100) bills. Now locate 
on the graph the $500 billion dollar mark 
and this will show you approximately how 
much is actually in the United States in the 
form of paper currency. 

First of all, let’s begin by focusing on Fig-
ure 1 and understanding that the printed 
U.S. dollar is the property of the Federal 
Reserve Bank; its name appears on the face 
of it.  It is also this nation’s paper curren-
cy—the so-called underpinning of our en-
tire U.S. money system. Since it is our only 
official legal tender for all debts public and 
private, this means that every form of pay-
ment, whether it is by credit card, money 
order, or on-line banking as examples, must 
ultimately clear back to these Federal Re-
serve Notes (dollars).   For example, if you 
owe Macy’s Department Store $1,000, Ma-
cy’s has it on their books that this is what 
you owe them—one thousand dollars.  This is 
what Macy’s is expecting in payment from 
you and what you expect to pay them.  Yet 
notice that you (probably) never actually pay 
them in dollars. You will either write them a 
check or you will do an online banking pay-
ment from your bank account to theirs.  As 

A Closer Look at Commercial Banks

The fact is that most 
Americans hardly ever 
transact in paper dollars.
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of our currency is used by money laundering 
bank channels, arms dealing, drug traffick-
ing, fraud, and waste. Consequently, there is 
actually very little physical currency (dollars) 
held inside the U.S. banking system.  And yet, 
$14 trillion dollar transactions flow in and 
out through the U.S. Banking system virtu-
ally uninterrupted on a daily basis, according 
to the Federal Reserve Bank of New York,3   
Is this some kind of super money velocity? 
No. The disparity in the numbers is actually 
our credit system. Credit is what is expanded 

The remainder of U.S. paper dollars, more 
than half of them, circulate in foreign coun-
tries. Banks in foreign countries hold a large 
portion of them while others are hoarded 
in the homes of citizens of other countries 
who prefer our currency to their own coun-
try’s paper currency. The international drug 
trade also involves substantial amounts of 
dollars and even the CIA is reputed to hold 
up to $2 billion in one hundred dollar bills 
in order to pay for its overseas covert opera-
tions. It is astonishing to learn how much 

A Closer Look at Commercial Banks

$1.3 Trillion in paper Dollars in the entire world. 

76% of US Dollars are in $100 denomination.
$14  Trillion Flows through the U.S. Banking System daily.
FDIC : $10.4 Trillion Total U.S. Bank Deposits.

FIGURE 2
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and contracted—but mostly expanded, by 
the Federal Reserve Bank through our com-
mercial banking system. 

The problem today is that our “credit sys-
tem” is totally out of control. According to 
Mackenzie & Company4 the entire world is 
now drowning in debt and most of it is in 
mortgage debt—a lending specialty of com-
mercial banks.  By peering deeper into all of 
this we can begin to see that, with the help 

of the Federal Reserve, bank lending has al-
lowed commercial banks to amass an enor-
mous amount of assets while having claims 
on all U.S. wages and corporate profits..   
Plus, every single penny of it runs through 
the U.S. banking system.  Even the Federal 
Reserve’s checks when issued in payment for 
Open Market Operations5 to buy U.S. Trea-
suries must ultimately be deposited into 
commercial banks.  SEE:  Figure 3.

A Closer Look at Commercial Banks

Credit Expansion

OPEN MARKET OPERATIONS
$85 Million Purchase of Gov’t. Bonds

Federal
Reserve

Commercial Banks

Securities Firm
Wall Street

Wall-Street Sells

Fed Reserve Buys

Fed Writes a check
For $85 Million

Money Multiplier 10 / 1

$765 Million in potential New Loans

TOTAL:
$850 Million in Check 
Book Deposits!

Firm Deposits Fed’s
Check of $85 Million
Into their Bank

Bank Deposits 
$85 Million
Check with FED

========
FED increases
Bank reserves 
electronically
by  $85 Million

FIGURE 3



22 L M R  A U G U S T  2 0 1 5

bailed out by taxpayer money, or we all go 
down with them.

But couldn’t the Federal Reserve just print 
the required dollars to meet this type of 
forced demand?  Of course they could—after 
all it is just paper and ink.  But that’s just it; 
the banks would not really want that. Frac-
tional reserve banking makes banks financial 
powerhouses and is, therefore, intentionally 
kept hidden from the masses.  If we could 
actually withdraw the full amount of our 
money sitting in banks in actual currency I 
doubt, knowing what we now know, that we 
would redeposit that cash back into the bank.  
What banks would really prefer is that we 
would eliminate paper currency altogether.  

Most people sense that there is a huge fi-
nancial crash coming; even our government 
officials realize this and they also know that 
cash could present a huge problem for banks. 
The present-day war on cash we now see ev-
erywhere is an ominous sign that banks are 
already taking steps to eliminate it.  Chase 
Bank, the largest commercial bank in the 

But now notice this.  Even though banks 
are currently sitting with $2.5 trillion in ex-
cess reserves—placed there by the Federal 
Reserve during the 2008 financial crisis and 
then later increased in several rounds of 
quantitative easing—the U.S. banking sys-
tem still only actually has vault currency of 
roughly $68 billion6 of the $500 billion cir-
culating in this country.  This is equivalent to 
half a penny on the dollar against the total 
of U.S. bank deposits of $10.4 trillion ac-
cording to FDIC stats.  Also note that total 
bank reserves to total bank deposits is only 
about 18 cents on the dollar. What we are 
looking at is the clear evidence of fractional 
reserves as apposed to 100% reserves. The 
difference in these numbers is the enormity 
of our expanded credit. The point is that if 
we had bank runs similar to what we saw in 
Cyprus and Greece recently, where people 
demanded their cash, our banks would likely 
be out of money by the end of the day. This 
is why we say that despite their enormous 
power and monopolistic control, banks are 
still very vulnerable to bank runs.  They are 
the most systemic risk-prone financial in-
termediaries on the planet and this is why 
when they get “too big to fail” they must be 

A Closer Look at Commercial Banks

The U.S. banking system still 
only actually has vault 
currency of roughly $68 billion.

What banks would really prefer 
is that we would eliminate 
paper currency altogether.  
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U.S., a division of Morgan Stanley, has al-
ready put in place new rules making it in-
convenient to use cash.6 How soon can it be 
before the authorities take more aggressive 
steps to phase it out altogether?

Bank Deposits Are Risky—Now, More 
Than Ever.

All this comes to a head with the biggest 
problem facing all bank depositors today. 
The uninterrupted inflow and outflow of our 
money from commercial banks can now be 
legally and abruptly interrupted to our great 
disadvantage.  This problem begins when we 
realize that the cash we hold in banks is not 
really our money even though we think it 
is.  Actually, our money becomes the bank’s 
money when we deposit it into the bank.  

Once we do that it goes on their books as 
a liability making us creditors of the bank. 
Now it is true that when we write someone 
a check or pay for something using online 
banking we do automatically reclaim title 
to our money and the payee receives it as a 
legitimate dollar transaction. But let’s not 
forget what we stated earlier. Although we 
just made a dollar transaction we never ac-
tually held those dollars in our hands, but 
then again we seldom ever do.  If you were 
to demand cash today for all the money you 
have in the bank and that total was more 
than $10,000, you will likely meet up with 
some bank resistance.  Remember that banks 
don’t really have that much vault currency on 
hand, and after all, you are merely a creditor 
of the bank, not really the owner of your de-
posited money.

A Closer Look at Commercial Banks

If your particular bank should fail 
during the next financial crisis, 
expect to have your money frozen for 
an extended period of time.
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self.  For a more expanded yet still under-
standable explanation of the meaning of the 
Dodd-Frank Act, read my May 2014 LMR 
article, “Bank Deposits Are Risky—Now, More 
Than Ever.” For a strategy that will help you 
prepare for the upcoming financial storms, 
read the May, June and July, 2015 issues of the 
LMR.

Conclusion

It is not difficult to conclude that the major 
owners of commercial banks have rigged the 
U.S. banking system in such a way that find-
ing a way of escape seems near impossible.  
We are all so entangled with this system in 
an almost fatalistic embrace that with each 
passing generation the stranglehold only 
gets tighter and tighter.  We might well be 
asking, “How could things have gotten to this 
point?”  

It should well be understood that these 
powerful banking structures were not erect-
ed overnight.  The central bank / commer-
cial bank system has been around for cen-
turies in other countries and even our own 
Federal Reserve System just celebrated its 

This problem increases by the recent enact-
ment of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act7 signed into law 
in January of 2010.  In a simplified explana-
tion, this law prohibits the use of taxpayer 
money to  “bail-out” a financial institution 
that becomes insolvent.  Instead, the Federal 
Reserve will now sequester that institution 
and attempt to “rehabilitate” it using that en-
tity’s own sources of capital, which is mostly 
comprised of stockholder and creditor mon-
ies. What makes this law problematic for us 
is that by creditor monies, they mean the 
bank depositors’ money.  These workout ar-
rangements, or so-called “bail-ins,” have no 
assurance of success.  The two recent test cas-
es are what happened in Cyprus and Greece 
and the results for bank depositors were not 
good.  

Bottom line is that if your particular bank 
should fail during the next financial crisis, 
expect to have your money frozen for an ex-
tended period of time and be aware of the 
risk of the possibility of losing it all. It is well 
worth understanding the parameters of this 
new law since not very much information is 
available without reading the actual law it-

A Closer Look at Commercial Banks

Our money becomes the bank’s money 
when we deposit it into the bank.  Once 
we do that it goes on their books as a 
liability making us creditors of the bank.
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100th year anniversary. But how about the 
idea of just plain cluelessness as the main rea-
son that things have escalated to this point?  
How many Americans know or care any-
thing about banking?  Perhaps John Adams 
was right when in 1829 he famously stated, 
“All the perplexities, confusion and distress in 
America arises from the downright ignorance of 
the nature of coin, credit and circulation.”  Un-
fortunately, the very people who are licensed 
to speak to people about their money pass 

much of this ignorance on to the masses.  

This is why in 2013 Nelson Nash, Robert 
Murphy and I co-produced an educational 
course for financial professionals grounded 
in economics.  In addition to covering the 
basic understanding of the “Business Cycle,” 
which explains the booms and busts in the 
economy, students also learn the fundamen-
tal machinations of fractional reserve bank-
ing and credit expansion.  But best of all, our 
Program graduates have a solution for going 
around this entire financial mess.  It is well 
worth it to talk to one of them. You can find 
them listed at the Nelson Nash Institute 
https://infinitebanking.org/finder/

As I close this article (on Monday, Au-
gust 24) I have just learned that the Dow 
is now down 850 points from Friday’s close 
and halted…the NASDQ was the first to be 
halted at 7:58 ET and the S&P 500 Futures 
is halted for the first time in history.  The 
allegedly “extreme” warnings we have been 
issuing for years are now dominating the 
headlines.  Here we go!
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Lara-Murphy Report: How did you 
learn about Austrian economics?

Dave Howden: I was completing my un-
dergraduate business degree from 2000-04, and 
many of my economics classes left me unsettled. 
There just seemed to be so many loose ends that 
led to unanswered questions, something that I 
find is common among undergrads that “dis-
cover” Austrian economics. The most troubling 
thing for me was that all of my economics class-
es were disjointed from the others. Although 
there are superficial links between them (e.g., 
you cannot take intermediate macroeconomics 
without first taking the introductory class), the 
commonalities were more apparent than real. 
After four years I felt like I had taken a series 
of classes with no bearing on the real world and 
didn’t really help me much in answering even 
my most simple questions about the economy. I 
started filling in the blanks while I was a student, 
probably around my sophomore year, by reading 
www.mises.org. The summer after graduating I 
read Mises’ Human Action, and I was hooked. It 
was economics made complete, with no glaring 
holes or omissions. 

LMR: You had a very popular book co-au-
thored with Philipp Bagus, Deep Freeze, on the 
crisis in Iceland. What’s the real story?

DH: In many ways Iceland was not so dif-
ferent from the rest of the developed world in 
2008, it was just more extreme. The standard 
story centers on Iceland’s very large banking 
sector with assets about 14 times the size of the 
economy (in America the bank asset/GDP ra-

Economics for the Real World

“Many of my economics classes 
left me unsettled. There just 
seemed to be so many loose 
ends that led to unanswered 

questions, something that I find 
is common among undergrads 

that ‘discover’ Austrian 
economics.”

“After four years I felt like I had taken a 
series of classes with no bearing on the real 
world and didn’t really help me much in 

answering even my most simple questions 
about the economy.”

tio is about 1). No reference is made to why the 
banking sector was so large. As with general dis-
cussions about what went wrong in 2008, when 
Lehman Brothers went bust and credit markets 
seized, overleveraged financials were the first to 
bear the brunt of the crisis. Since Iceland had 
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a highly leveraged financial system and was 
also quite large in absolute and especially rela-
tive terms, it was one of the larger bubbles that 
popped. What Philipp and I did was to delve 
deeper to explain why the financial side of the 
Icelandic economy grew so quickly. What we 
found was that the deposit insurance system 
was very peculiar and fostered this growth ar-
tificially. 

First, it was run by the central bank and since 
money could just be printed to pay for insolvent 
banks, not too much prudential regulation was 
sought out. (Not that I am a big fan of regulat-
ing banks, but since they are already fractional-
reserve and supported artificially through de-
posit insurance, there is a good argument to be 
made that at least some regulations would get 
them to act more in line with how they would 
absent these interventions – a second-best so-
lution.) You can contrast this central bank run 
deposit insurance system with other countries 
where the fiscal agent (usually the Treasury) 
handles this task, as is the case in the U.S. In 
the U.S. there is at least some accountability as 
to what banks should pay for deposit insurance 
and how risky they can be. These discussions 
were completely unheard of in Iceland.

Second, Icelandic deposit insurance had no 
upper insurable limit. Until 2008 in the United 
States the maximum insurable limit on a depos-
it was $100,000 (since increased to $250,000). 
That’s a lot, but there are at least some deposi-
tors out there over this limit, and they are ac-
tively monitoring their banks to make sure they 
don’t make too many bad loans or do anything 
that might put their deposit at risk. No deposi-
tor in Iceland was mindful of these things, and 
if anything they were seeking out those banks 
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“What Philipp and I did was to 
delve deeper to explain why the 
financial side of the Icelandic 

economy grew so quickly. What 
we found was that the deposit 

insurance system was very 
peculiar and fostered this growth 

artificially.”

“By the time late 2008 rolled around, 
foreigners had withdrawn their funding 
and Icelanders were still on the hook for 

these foreign loans.”

that offered the best services in terms of low 
borrowing rates and fees, and high returns on 
investment. Since these are all associated with a 
bank taking on riskier activities, there is a strong 
case to be made for not only your standard de-
positor, but especially the higher net worth in-
dividuals seeking out banks that would engage 
in the riskiest activities. 
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The final unique aspect of Iceland’s deposit 
insurance plan was that it guaranteed not only 
domestic krona accounts, but also those denom-
inated in foreign currency. This allowed banks 
to take on loans and offer deposits in foreign 
currency with little repercussion should foreign 
funding dry up (as it did). This point is especial-
ly important because many foreigners flocked to 
Icelandic banks to set up krona-denominated 
accounts with high interest rates, and many Ice-
landers borrowed in foreign currencies that of-
fered lower interest rates. By the time late 2008 
rolled around, foreigners had withdrawn their 
funding and Icelanders were still on the hook 
for these foreign loans. Banks would not have 
exposed themselves to this risk had they been 
accountable, and several Icelandic bankers have 
even said as much in the past couple years. 

LMR: What’s your take on the situation in 
Europe? Are there lessons from the example of 
Iceland?

DH: The relative situation between Europe 
and the U.S., at least as regards how prepared 
they are for the next crisis, is reversed compared 
to where it was six years ago. As much as com-

mentators like to bemoan the euro because it 
removes the monetary policy option from a 
country’s anti-recession playbook, it has forced 
some difficult decisions to be made in the area 
of European public finances. It has also forced 
through reforms that would otherwise likely 
not happen. Greece is a good case in point. This 
whole recent debacle resulted in serious reforms 
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“As much as commentators like to 
bemoan the euro because it removes 
the monetary policy option from a 
country’s anti-recession playbook, it 
has forced some difficult decisions 
to be made in the area of European 

public finances.”

“On a positive note, Iceland allowed a 
good portion of its banks to fail.”

to the Greek social security system and its labor 
market. If the country were still on the drachma 
it is highly unlikely to imagine a scenario where 
such reforms would have happened. Instead the 
central bank would just be called upon to sup-
port more deficit spending, much as has been 
the case in the U.S. This isn’t to say that the Eu-
ropean situation is rosy, but it’s a far cry from the 
image the mainstream media portrays and is in 
many ways better than where it was less than a 
decade ago.
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surance system, designing it so that it does not 
motivate the type of bad incentives – both on 
domestic depositors and foreigners – that Ice-
land’s did.

LMR: You earned your PhD relatively re-
cently, and so you went through a typical doc-
toral program. Did your background in Austrian 
economics help guide you?

The benefit of studying Iceland’s crisis was 
that it gave a comprehensive roadmap on both 
what to do and not do after the crisis already 
occurred. On a positive note, Iceland allowed a 
good portion of its banks to fail. It used a good 
bank-bad bank model, whereby domestically 
domiciled deposits were bailed out but foreign 
domiciled ones (e.g., those of Icelandic bank 
subsidiaries located in the U.K. or continental 
Europe) were allowed to fail. This caused some 
short-term pain as it provoked foreigners to re-
move their funding from Icelandic banks, but 
it shrunk them in size and put them on much 
more solid ground. Unfortunately, Iceland also 
pursued an inflationary policy which has hurt 
the bottom line of Icelandic consumers, and 
since it received a bailout from the IMF, it also 
had to put in place capital controls which were 
finally removed a few months ago. The capital 
controls were aimed at stopping capital from 
fleeing the country, but they also had the effect 
of demotivating investors from bringing capital 
in once recovery got underway. What type of 
investor would bring money into a country that 
he couldn’t get it out of ? All things considered, 
I think the main two lessons to take away from 
the Icelandic case are to be wary of fractional-
reserve banks fueling credit booms, and if a 
country is going to make use of a deposit in-
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“The capital controls were 
aimed at stopping capital from 

fleeing the country, but they also 
had the effect of demotivating 

investors from bringing capital in 
once recovery got underway.”

“Steering clear of a lot of the major 
banks, many of which have only 

gotten larger and shakier since 2008, 
would probably be about the easiest 

thing one could do to protect his 
wealth.”

DH: Having a background in Austrian eco-
nomics is helpful to keep you grounded. It also 
makes you a better student, since you need to 
understand what the mainstream is saying but 
with a critical mind. At the same time, I had 
many Austrian or free-market friendly profes-
sors in my program. Jesus Huerta de Soto was 
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my dissertation advisor, and I think he is the 
foremost Austrian economist today, especially 
in the field of monetary economics. Of course, 
Philipp Bagus was also one of my professors 
and this student-professor relationship ma-
tured as we pursued research together and also 
teach together.  I was quite fortunate to be able 
to have close contact with both established and 
up-and-coming Austrian economists. Being an 
Austrian economist gives you not only the theo-
retical background to assess the financial situa-
tion properly, but it also makes it easy for you 
to quickly see what is flawed with most of the 
mainstream analysis that you come across. 

LMR: In contrast to many other Austrian 
economists, you have had experience working in 
several countries. What’s your outlook on the 
world economy?

DH: I’m from Canada, I’ve lived in Spain 
for nearly eight years, and I have a lot of contact 
with the U.S. I arrived in Madrid at the climax 
of the Spanish boom, and I had the benefit (if 
one could call it that) of seeing its bust through 
to its nadir. The real estate boom that I see today 

in the big Canadian cities reminds me of Spain 
when I arrived. It will probably end the same 
way. 

On the whole I remain an optimist for the 
world, but cautiously so. I’m most optimistic for 
the countries that had the most turbulent pasts. 
Spain encourages me because it took some hard 
lumps early on in the crisis, and made some 
reforms to get headed in the right direction. 
Growth initially suffered, but its future growth 
path is much improved and this is what mat-
ters for the long run. Of course things could 
have been better, but some progress was made. 
At the same time, central banks throughout the 
world have been meddling more in the past six 
or seven years than ever in the past, and that’s 
a recipe for disaster. Every crisis has its silver 
lining, and seeing the problems coming so that 
you can protect yourself accordingly is the most 
important thing. Steering clear of a lot of the 
major banks, many of which have only gotten 
larger and shakier since 2008, would probably 
be about the easiest thing one could do to pro-
tect his wealth. 

“Being an Austrian 
economist gives you not only 
the theoretical background to 
assess the financial situation 
properly, but it also makes 

it easy for you to quickly see 
what is flawed with most of 
the mainstream analysis that 

you come across.”
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Events and
Engagements 

2015
•

August 4, 2015 • Cool Springs, TN
Murphy lectures on unintended consequences at the Bastiat Society

•
August 11, 2015 • Brentwood, TN
Lara and Murphy present on the economic storms for CCC Corporation

•
September 29, 2015 • Brentwood, TN

Lara and Murphy present the final installment on economic storms for CCC Corporation

Some events may be closed to general public. 
For more information: LMRevents@usatrustonline.com

32 L M R  A U G U S T  2 0 1 5



A brand new educational program designed exclusively 
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Includes brand-new video lectures from NELSON NASH

Learn the economics of life insurance that you won’t get 
anywhere else!

For full details see www.infinitebanking.org

Infinite Banking Concepts LLC • 2957 Old Rocky Ridge Road • Birmingham, AL 35243
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If you don’t like giving large sums of money to banks and mortgage companies to 
finance your cars, homes, boats, capital expenditures for business needs or any thing 
else you need to finance, then you are going to really like this alternative.  The rebirth 
of PRIVATIZED BANKING is underway.  You can take advantage of the years of 

experience that these three authors in these two books are offering you. 

Go to USATRUSTONLINE.COM click: STORE and look for both of these books 
among the other fine books.
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