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THE SOCIAL COST 
OF CARBON: SOME 
SURPRISINg FACTS
BY  Robert  P.  Murphy

On July 18 Murphy testified before 
the Senate on an issue that is gaining 
importance in the debate over 
environmental regulations and/or 
taxes. Here is his written testimony.

Economic  Deep  End

IBC DOESN’T 
REqUIRE FREqUENT 
BORROwINg
BY  Robert  P.  Murphy

Some fans of IBC think that it only 
‘works’ with frequent borrowing, 
but that’s not exactly right. Murphy 
clarifies the connection between 
borrowing, loan payback, and cash 
value growth.
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Sopranos’ Death Tax • Anti-Social 
Carbon Regs • U.S. Debt Diagnosis 
• Peruvians Pelted • Unions vs. 
ObamaCare

BAD BERNANKE 
MONEy
Interview

George Selgin is one of the world leaders 
in Austrian monetary economics. He 
points out there is “good deflation” and 
that we need to end the Fed.
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Learn more in person from Lara, 
Murphy, and other Austrian economists, 
at these upcoming appearances.

LARA-MURPHy REPORT
One hundred years ago, the Fed was 
created. Our money and society have 
never been the same. Studying U.S. 
history shows the urgent need for 
privatized banking.
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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

Dear Readers,

If there is one thing most sound thinking Americans have learned about our government is that it 
has proven to do only three things well— wage war, inflate the currency, and tax us unmercifully. At 
everything else it is a dismal failure. 

One can select from any of the innumerable projects it operates whether it is resolving national 
emergencies, running businesses, providing public services, administering healthcare and welfare 
programs for the poor, or paying out pensions to retirees—each is a complete disaster. Federal officials 
swear to uphold the Constitution, then proceed to immediately ignore the plain meaning of its limits on 
their prerogatives. In debates over government policy, hardly anyone (except Ron Paul and a few other 
“fringe” voices) even asks, “Is it Constitutional?” Such a question seems quaint to modern Americans..

In order to help solve society’s growing problems, we should demand that government privatize 
everything. Private enterprise is innovative and adapts to changing conditions. It responds to consumer 
needs, take risks and abandons what does not work quickly. Government, on the other hand, is slow to 
act and will continue to spend taxpayer money in spite of obviously terrible results. It is businesses that 
create wealth, not governments.  Businesses ultimately decide how well off or poor we are going to be.

But private enterprise must be free. Many private companies, while still profit-seeking organizations, 
have been driven toward bureaucratization by government intervention of one type or another. Once 
these businesses become dependent on the government for the right to carry on their business, they 
become ineffective at meeting society’s needs and, therefore, are not much better than government. This 
far too often has been our form of “free enterprise” here in the United States.

One hundred years ago, things took a turn for the worse, with the creation of the Federal Reserve. 
Government and banking became as one. The value of our currency has been destroyed. In the last fifty 
years wealth creation, in terms of real goods, has declined noticeably, and we would argue that it’s no 
coincidence that this fundamental shift occurred as the Bretton Woods system broke down and Nixon 
finally destroyed the last vestiges of the gold standard (in 1971). In the “modern” age of pure fiat money, 
the middle class has diminished as well as their possessions, while a select few have increased in both 
power and money. How could this have happened? History speaks for itself. The Federal Reserve acts 
as the government’s banker, absorbing whatever debt it can foist off on the public. This unscrupulous 
dumping of debt has resulted in an explosion in the size and scope of the federal government with its 
only agenda being war, inflation and taxes.

What can we do? Is all hope lost? What can the individual family or small business owner do in this 
environment? Come to the Night of Clarity to learn the problem—and solutions—from some of the 
country’s top scholars and speakers. We hope to see all of you there.

Yours truly,
Carlos and Bob

Lara-Murphy Report
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recent developmentS that may be oF intereSt to readerS oF the lara-murphy report…

PuLSe On the MaRket
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ECONOMISTS AND CLIMATE SCIENTISTS ExPLAIN THE 
LITERATURE TO SENATORS
On July 18, economists (including Robert Murphy) and climate scientists participated 
on a panel of the Senate’s Environmental and Public Works committee. The topic was 
climate change. Murphy explained that the so-called “social cost of carbon” estimates used 
by the Obama Administration to justify new regulations on businesses and households 
were arbitrary, and that the government had ignored its own guidelines in making the 
numbers as big as possible. In fact, if the government used the discount rate of 7% that 
(along with 3%) is required by the Office of Management and Budget in cost/benefit 
calculations, then the “social cost of carbon” would be close to $0/ton, if not negative. In 
other words, even taking the computer models at face value, the entire case for cracking 
down on carbon dioxide emissions would collapse. For their part, climate scientists 
Roy Pielke Jr. and Roy Spencer explained (among other things) that the peer-reviewed 
literature does not support the government’s claims that hurricanes, tornadoes, and other 
extreme weather events are currently worse because of man-made climate change.

anti -social  c arbon Regs

“wE’RE #3! U.S.A.! U.S.A.!”
In a post for the Cato Institute, Daniel Mitchell reports that The Bank for International 
Settlements (BIS) and Organization for Economic Cooperataion and Development 
(OECD) have each released new reports, ranking countries by their long-run fiscal 
imbalances. The reports look at different measures of fiscal trouble: In the former, the 
U.S. is the 3rd worst country (behind Japan and the U.K.), while in the latter, the U.S. 
is also the 3rd worst, behind Japan and New Zealand.

u.s .  Debt  Diagnosis

JAMES gANDOLFINI’S $30 MILLION BLUNDER
In an interview with the Daily News, estate lawyer William Zabel called the late 
“Sopranos” star’s will a “disaster,” with some $30 million of the $70 million estate going 
to the government. The estate tax—or “death tax” as its critics call it—is particularly 
unjust, because people have already paid income taxes on the assets in the estate. Had 
the person spent the money, that would have been the end of it (except for sales tax). 
Yet if the person has the audacity to save his income and then pass that wealth to heirs, 
the government swoops in to take more than half (above a threshold). What is really 
tragic is that simple estate planning could have mitigated the blow, with expanded use 
of trusts and life insurance. (For example, according to reports the son Michael is the 
direct recipient of a $7 million life insurance payout, which therefore remains outside of 
the estate and thus the tax.) Although we are huge proponents of the “living benefits” of 
whole life insurance as described by Nelson Nash, we also want to remind everyone of 
the death benefit and its important role in estate planning.

sopranos ’  Death Tax

Pulse on the Market
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IS DETROIT THE CANARy IN THE COAL MINE?
This month the government of Detroit filed for bankruptcy protection. Many 
commentators have (correctly) pointed to the case as a classic example of the failure of 
the welfare state and government coddling of labor unions. However, as the recession 
continues to drag on, and when there is another plunge in the economy—as we expect—
we will see more municipal governments throwing in their cards, perhaps even at the 
state level. Unless one thinks that running the printing press and racking up trillions in 
government debt are the ways to fix an economy, this conclusion is inescapable.

Detroit  Implodes

recent developmentS that may be oF intereSt to readerS oF the lara-murphy report…

PuLSe On the MaRket
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DEBT LIMIT FIgHT, AgAIN
Speaking of bankruptcy, in Washington once again partisan lines are being drawn over 
raising the Treasury’s debt limit. The official limit was actually reached back in May. At 
that time, Treasury Secretary Lew sent a letter to Congress explaining the financial tricks 
he could pull, to limp along for a few months as the government continued to spend 
more than it collected in receipts. As Peter Schiff observes, it is somewhat ironic that 
federal officials openly admit that the only way they can pay off current bondholders, is if 
they are allowed to borrow money from new investors. Schiff reminds us that this is the 
definition of a Ponzi scheme, and adds that at least Bernie Madoff had the good sense 
not to tell his investors how the scheme worked.

Debt  Deb ate

ANTI-RIOT POLICE CLASH wITH THOUSANDS IN LIMA
According to an RT report of July 28: “Riot police blocked the passage of thousands 
of anti-government protesters marching on congress in Peru’s capital, Lima. Officers 
used tear gas and water cannon on activists who slammed government corruption and 
called on the president for change.” As the Great Recession lingers, and especially 
when the next financial crisis hits, we can expect more public discontent. 

Peruvians  Pelted

LABOR LEADERS BLAST OBAMACARE
James Hoffa, head of the Teamsters, as well as two other labor leaders sent a letter to 
Harry Reid and Nancy Pelosi, urging them to take seriously their concerns about the 
way the Affordable Care Act (aka “ObamaCare”) was being implemented. According 
to their letter (a copy of which the Wall Street Journal obtained and published), “Right 
now, unless you and the Obama Administration enact an equitable fix, the ACA will 
shatter not only our hard-earned health benefits, but destroy the foundation of the 
40 hour work week that is the backbone of the American middle class.” Well, their 
realization is better late than never. 

unions  vs  Ob a m acare

Pulse on the Market
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the ‘Social Cost of Carbon’: Some Surprising Facts

Written Testimony of Robert P. Murphy, Senior 
Economist, Institute for Energy Research (IER)
Before the Senate Committee on Environment 
and Public Works
July 18, 2013

The Social Cost of

CARBON
Some Surprising Facts
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1.About IER 

The Institute for Energy Research (IER) is a 
not-for-profit organization that conducts in-
tensive research and analysis on the functions, 
operations, and government regulation of glob-
al energy markets. IER maintains that freely-
functioning energy markets provide the most 
efficient and effective solutions to today’s  en-
ergy and environmental challenges and, as such, 
are critical to the well-being of individuals and 
society.

Founded in 1989 from a predecessor nonprofit 
organization, IER is a public foundation under 
Section 501(c)(3) of the Internal Revenue Code 
and is funded entirely by contributions from in-
dividuals, foundations, and corporations. Head-
quartered in Washington, D.C., IER supports 
public policies that simultaneously promote the 
welfare of energy consumers, energy entrepre-
neurs, and taxpayers.

2.Robert P. Murphy Resumé

Robert Murphy earned his Ph.D. in econom-
ics from New York University in 2003. From 
2003 – 2006 he taught economics at Hillsdale 
College. After three years teaching, Murphy 
left academia for the private sector, taking a job 
with Laffer Investments. In this capacity, Mur-
phy maintained and improved stock selection 
models, and also helped write research papers 
for clients.

In the summer of 2007 Murphy joined IER 
as an economist. His academic research has fo-
cused on climate change economics, specifically 
the proper discount rate to use when evaluat-
ing mitigation policies. He has published an 
academic paper analyzing the assumptions of 
William Nordhaus’ “DICE” integrated assess-
ment model of the global climate and economic 
system,1 and has prepared a study for IER on 
carbon “tax swap” proposals.2 

the ‘Social Cost of Carbon’: Some Surprising Facts
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3.The “Social Cost of Carbon”: Definition 
and Importance  

According to the White House Interagency 
Working Group assigned to the project, the so-
cial cost of carbon is defined as

an estimate of the monetized damages asso-
ciated with an incremental increase in carbon 
emissions in a given year. It is intended to in-
clude (but is not limited to) changes in net ag-
ricultural productivity, human health, property 
damages from increased flood risk, and the val-
ue of ecosystem services due to climate change. 
[Working Group May 2013, p. 2]3

The quantitative estimates of the social cost 
of carbon (SCC) are extremely significant. The 
Working Group document itself states that 
the purpose of the SCC estimates “is to allow 
agencies to incorporate the social benefits of 
reducing carbon dioxide (CO2) emissions into 
cost-benefit analyses of regulatory actions that 
impact cumulative global emissions.” Some ob-
vious examples of the application of the SCC 
estimates are fuel economy standards, EPA 
greenhouse gas regulations, efficiency standards 
for household appliances, and programs to sub-
sidize so-called “alternative” energy sources and 
transportation technologies. Critics of the Key-
stone XL pipeline have recently called for a sec-

the ‘Social Cost of Carbon’: Some Surprising Facts

Through its role in justifying regulations and other policy actions that 
will restrict carbon dioxide emissions, the estimate of the SCC could 
have profound impacts on both industry and consumers.
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ond look into the environmental impact of the 
project, citing the SCC as one of the justifica-
tions for a revised assessment.

Through its role in justifying regulations and 
other policy actions that will restrict carbon di-
oxide emissions, the estimate of the SCC could 
have profound impacts on both industry and 
consumers.

4.The “Social Cost of Carbon” Is Not an 
“Objective” Measurement But Instead a 
Malleable Concept Dependent on Mod-
eling Assumptions 

Because of the significant impact it could have 
on energy prices and other economic condi-
tions, it is crucial that citizens and policymakers 
alike realize that the SCC is a very malleable 
figure. It is not analogous to a physical constant 

such as the charge on an electron or the boiling 
point of water, with scientists coming up with 
ever more precise estimates of a feature of na-
ture that is “out there” to be measured. Instead, 
the estimation of the SCC relies on computer 
simulations of the economy and climate system 
for hundreds of years into the future, and fur-
thermore depends on many subjective model-
ing assumptions. As I will demonstrate, these 
assumptions can have an enormous impact on 
the final number, meaning that an analyst can 
generate just about any SCC he or she wishes 
by adjusting certain parameters.

Perhaps more significant, when reporting var-
ious estimates of the SCC, the White House 
Working group explicitly disregarded two de-
fault guidelines provided by the Office of Man-
agement and Budget (OMB) for cost/benefit 
analysis. Had the Working Group heeded both 
guidelines, the officially reported SCC would be 

the ‘Social Cost of Carbon’: Some Surprising Facts

The estimation of the SCC relies on computer simulations of the 
economy and climate system for hundreds of years into the future, and 
furthermore depends on many subjective modeling assumptions.
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virtually $0 if not negative, meaning that there 
would be no justification for government re-
striction of carbon dioxide emissions.

A.Choice of Discount Rate

When estimating the social cost of carbon 
(SCC), the choice of discount rate is crucial, be-
cause the computer simulations of large climate 
change damages occur decades and even centu-
ries in the future, and also because some models 
show net benefits from global warming through 
the year 2050. Indeed, the patterns in the out-
put of the Working Group’s own computer runs 

suggests that their approach shows net external 
benefits from global warming in the early years. 
Therefore, the rate at which we discount future 
damages into present monetary terms will have 
an enormous impact on the estimated SCC. For 
example, in the May 2013 Working Group up-
date, the SCC in the year 2010 was reported as 
$11/ton at a 5% discount rate, but $52/ton at a 
2.5% discount rate. In other words, cutting the 
discount rate in half caused the reported SCC to 
more than quadruple. Policymakers and citizens 
should realize just how influential the choice of 
discount rate is, when it comes to the SCC.  

The Office of Management and Budget writes 
instructions for federal agencies in regulatory 

the ‘Social Cost of Carbon’: Some Surprising Facts

The choice of discount rate is crucial, because the computer 
simulations of large climate change damages occur decades and 
even centuries in the future, and also because some models show net 
benefits from global warming through the year 2050.

1212 L M R  J U L Y  2 0 1 3
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analysis. These are called “OMB Circulars.” 
OMB Circular A-44 (relying in turn on Circu-
lar A-94) states that “a real discount rate of 7 
percent should be used as a base-case for reg-
ulatory analysis,” as this is the average before-
tax rate of return to private capital investment. 
However, Circular A-4 acknowledges that in 
some cases, the displacement of consumption 
is more relevant, in which case a real discount 
rate of 3 percent should be used. Thus it states: 
“For regulatory analysis, you should provide es-
timates of net benefits using both 3 percent and 
7 percent.” Note that Circular A-4 does not say 
that a discount rate should be chosen based on 
the impacts; instead it says quite clearly that es-
timates should be made using both rates.

lower but positive discount rate, ranging from 
1 to 3 percent, in addition to calculating net 
benefits using discount rates of 3 percent and 
7 percent. [“Regulatory Impact Analysis: A 
Primer,” p. 12, bold added.]

Yet even though the guidance from OMB 
was quite explicit on this point, both the ini-
tial White House Working Group report from 
2010, as well as the recent update in May, did 
not report the SCC using a 7 percent discount 
rate; they only used discount rates of 2.5, 3, and 
5 percent.

This omission of a 7 percent figure masks just 

the ‘Social Cost of Carbon’: Some Surprising Facts

In neglecting the clear guidance from OMB on reporting costs and 
benefits using a 7 percent discount rate, the Working Group on Social 
Cost of Carbon has misled policymakers, most of whom probably had 
no idea of the significance of this parameter.

In the economics of climate change academic 
literature, there are disputes over the proper dis-
count rate, with some economists arguing that 
very low rates should be used in order to place 
future generations on a nearly equal footing 
with the present generation in policy analysis. 
Circular A-4 and the White House’s primer on 
Circular A-4,5 explicitly cited the work of Mar-
tin Weitzman, one of the leading scholars in the 
field on this issue, who argues for a low discount 
rate in climate change analysis.6 Nonetheless, 
after this discussion the 2011 primer still con-
cluded:

If the regulatory action will have important 
intergenerational benefits or costs, the agency 
might consider a sensitivity analysis using a 

how dependent the SCC is on discount rates. 
As indicated in Figure 1 from the May 2013 
update, when the Working Group used a dis-
count rate of 5 percent, more than a fifth of the 
computer simulations reported a SCC that was 
near-zero or even negative, and that was for the 
year 2020. (See the three left-most blue bars in 
Figure 1 below.) If the Working Group ran the 
computer models again, this time using a 7 per-
cent discount rate and an earlier reference year 
such as 2015, presumably a larger fraction of 
simulations would register zero or negative val-
ues for the SCC, so that the mean result would 
itself be closer to zero—or conceivably even 
negative, meaning that carbon dioxide emis-
sions conferred extra benefits on humanity.  



14 L M R  J U L Y  2 0 1 3

the ‘Social Cost of Carbon’: Some Surprising Facts

My point in this discussion is not to argue for 
or against a particular discount rate. Rather, I 
am demonstrating how crucial this apparently 
innocuous modeling choice is. Further, in ne-
glecting the clear guidance from OMB on re-
porting costs and benefits using a 7 percent dis-
count rate, the Working Group on Social Cost 
of Carbon has misled policymakers, most of 
whom probably had no idea of the significance 
of this parameter. If the choice of discount rate 
means the difference between a SCC of $50/ton 
versus zero, this is clearly a matter that should 
not be left to a handful of regulators to decide. 
It underscores my claim that the “social cost of 
carbon” is not an objective empirical feature of 
the world, but is rather a very malleable figure 
dependent on subjective modeling assumptions, 
and can be made large, small, or even negative 
depending on parameter choices.

B.Domestic versus Global Social Cost of 
Carbon

Related to its decision regarding discount 
rates, the Working Group has also neglected 
clear OMB guidance to report costs and ben-
efits from a domestic perspective. As the origi-
nal 2010 Working Group report admits: “Under 
current OMB guidance contained in Circular 
A-4, analysis of economically significant pro-
posed and final regulations from the domestic 
perspective is required, while analysis from the 
international perspective is optional” (p. 10). 
Nonetheless, the Working Group goes on to ex-
plain why it will instead use a global perspective 
in reporting its estimates of the SCC.

Were the Working Group to present its main 
findings from the domestic perspective, the 

FIGURE 1. SOCIAL COST OF CARBON AT VARIOUS DISCOUNT RATES
SOURCE: Figure 1 in May 2013 White House Working Group on Social Cost of Carbon
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the ‘Social Cost of Carbon’: Some Surprising Facts

impact would be striking. Using two different 
approaches, the Working Group in 2010 “de-
termined that a range of values from 7 to 23 
percent should be used to adjust the global SCC 
to calculate domestic effects. Reported domestic 
values should use this range” (p. 11).

When the May 2013 update came out, the 
headline media reports typically focused on the 
SCC figure for the year 2010 at a 3 percent dis-
count rate, which was $33/ton; this value was of-
ten reported as “the” social cost of carbon. Yet this 
was a global estimate of the SCC. If instead the 
default reports were expressed from the domestic 
perspective, then the same 2010 figure at a 3 per-
cent discount rate would only have been in the 

range of $2 to $8 per ton.

To see the significance of this decision by the 
Working Group, consider the following scenario: 
Suppose the EPA issues a new regulation that 
causes private industry to restrict carbon emis-
sions and bear compliance costs that work out to 
$25/ton. Using a SCC estimate of $33/ton, this 
regulation would pass a cost/benefit test, because 
the $25 cost to American industry for every ton 
of restricted emissions would be counterbalanced 
by $33 in avoided future climate change damage. 
However, Americans would still on net be hurt 
by the regulation, as they would only receive $2 
to $8 of the stipulated benefits, while suffering 
the full $25 in compliance costs.

Americans would still on net be hurt by the regulation, as they would 
only receive $2 to $8 of the stipulated benefits, while suffering the full 
$25 in compliance costs.
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the ‘Social Cost of Carbon’: Some Surprising Facts

To be sure, as with the discount rate, here too 
the Working Group gave a justification for its 
decision to report only the global SCC, rather 
than following OMB guidelines. I am bringing 
up this issue merely to show the huge impact 
their decision has, so that policymakers under-
stand this decision will allow regulations to ap-
pear to pass cost/benefit tests when they actu-
ally do not confer net benefits on Americans. 

5.Conclusion

The American public and policymakers alike 
have been led to believe that the social cost of 
carbon is an objective scientific concept akin to 
the mass of the moon or the radius of the sun. 
However, although there are inputs from the 
physical sciences into the calculation, estimates 
of the social cost of carbon are heavily depen-
dent on modeling assumptions. In particular, if 
the White House Working Group had followed 
OMB guidance on either the choice of discount 
rate or reporting from a domestic perspective, 
then the official estimates of the current SCC 
would probably be close to zero, or possibly even 

negative—a situation meaning that (within this 
context) the federal government should be sub-
sidizing coal-fired power plants because their 
activities confer external benefits on humanity.

The reason for this outcome is that some com-
puter models show significant benefits of global 
warming through mid-century, and moreover 
the United States is poised to reap a larger share 
of the global benefits than the stipulated global 
damages from climate change. This is why fol-
lowing standard OMB guidelines—by at least 
providing an estimate of the SCC that uses a 7 
percent discount rate and looks at only domes-
tic impacts—would paint a completely different 
picture from the one that Americans have thus 
far seen.

Clearly, the public and policymakers have 
not been fully informed on what the econom-
ics profession actually has to say about climate 
change. Before justifying economically damag-
ing regulations by reference to “the” social cost 
of carbon, policymakers must realize the dubi-
ous nature of this concept.

The American public and policymakers alike have been led to believe 
that the social cost of carbon is an objective scientific concept akin to 
the mass of the moon or the radius of the sun.
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IBC Doesn’t Require Frequent Borrowing

by Robert P. Murphy
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The Passages Causing 
Confusion

To be fair, there are (at least) two places in 
BYOB that might lead the reader to believe that 
frequent borrowing is essential for the proper or 
“true” implementation of IBC. First, the discus-
sion of equipment financing has the hypotheti-
cal owner discovering (p. 53 of the 5th edition) 
that if he gets richer by using policy loans on 
one of his logging trucks, then he does even bet-
ter by using the practice with his second and 
third trucks.

One of the virtues of a dividend-paying 
whole life policy is the control the owner has 
over his money. In particular, policy loans are 
a very convenient way to access wealth stored 
in this fashion. Nelson Nash’s Infinite Bank-
ing Concept (IBC) uses policy loans as a way to 
“become your own banker.” Rather than relying 
on outside financiers and the associated interest 
payments, Nash encourages individuals to build 
up a warehouse of wealth inside one or more 
(appropriately designed) life insurance policies, 
so that major purchases can be financed through 
policy loans and paid back on the owner’s own 
terms.

IBC Doesn’t Require Frequent Borrowing

SoMe FanS oF IBC have focused 
on particular passages in Becoming 
Your own Banker (BYoB) and 
concluded that if a little borrowing 
(and repayment) is a good thing, 
then a lot of borrowing and 
repayment must be great.

Some fans of IBC have focused on particu-
lar passages in Becoming Your Own Banker 
(BYOB) and concluded that if a little borrow-
ing (and repayment) is a good thing, then a lot 
of borrowing and repayment must be great. In 
fact, some IBC enthusiasts believe that the ideal 
arrangement would treat a life insurance policy 
as a checking account. Unfortunately, this is 
not a correct interpretation of Nash’s message. 
I have verified this with Nelson himself, but in 
the present article I’ll walk through some other 
statements from BYOB to unpack the confusion.

Earlier in the book, Nash has an entire section 
titled, “Expanding the System to Accommodate 
All Income” (p. 48).  He explains that “premi-
ums and income should match,” because your 
income must flow through somebody’s bank—
why not your own?

In light of these points, it is understandable 
that a reader of BYOB could conclude that IBC 
taken to its logical limit would involve frequent 
loans and repayments. “After all,” such a read-
er might think, “what distinguishes IBC from 
a simple investment in a whole life policy, is 
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the loan activity. And if I’m going to take out 
enough life insurance so that my paycheck just 
covers the premiums, then surely I have to bor-
row that money right back out, so I can pay my 
bills.”

Understandable though the above attitude 
may be, it is an incorrect interpretation of 
BYOB’s message. In the next section I’ll bring 
up some counterpoints to show what I mean.

Passages Suggesting nash 
Is not Recommending 
Frequent Borrowing

First, Nash stresses that the IBC policyholder 
must not be afraid to capitalize. In the various 
examples from BYOB, the people (such as the 
logger or Susie Q. Student) make premium pay-
ments into their policies for several years, before 
taking out a single loan. IBC only “works” if one 
has built up a sufficient cash value to get started. 
That’s why IBC requires not just insight, but 
discipline.

Now it’s true, many real-world users of IBC 
transfer in large amounts of wealth from other 

sources, and begin borrowing immediately. Es-
pecially if such a person has high-interest-rate 
debt (like credit card debt) that he pays down 
with the policy loan, this can be a sensible strat-
egy. But my point is, the standard examples in 
BYOB don’t have people acting in this way; in-
stead they spend years building up a policy be-
fore taking out a single loan.

It’s also important to dwell on the phrase 
“warehouse of wealth” (the title of Nash’s subse-
quent book). What distinguishes the warehouse 
from, say, the shelf in the grocery store? The 
shelf is constantly drawn down and replenished 
with items (such as cans of peas) from the back-
room. Yet the warehouse is not as frequently 
altered. It is occasionally replenished by ship-
ments from the suppliers, and the grocery store 
(or other business) occasionally replenishes its 
own, smaller stockpiles by drawing down the 
stocks at the warehouse. Relative to the day-to-
day (or hour-to-hour) activity in the store, the 
warehouse turnover is a much more lethargic af-
fair. Consequently, we should expect our ware-
house of wealth to act as a buffer, and have less 
frequent financial activity than our day-to-day 
lifestyle requires.

IBC Doesn’t Require Frequent Borrowing

IBC onlY “woRkS” if one 
has built up a sufficient cash 
value to get started. That’s 
why IBC requires not just 
insight, but discipline.
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Finally, there’s the fact that Nash refers to 
having a regular checking account “for con-
venience.” This proves that he doesn’t actually 
think someone should use a life insurance policy 
as a checking account.

knowing the why
All of the above passages and themes are con-

sistent with each other; they only appear to be 
contradictory. Let me try to reconcile them in 
the remainder of this article.

First, we need to understand why the logger in 
the equipment financing example does progres-
sively better, when he expands the operation. It’s 
not because of borrowing and repaying per se. 
Rather, it’s that he’s redirecting cash flows as 
Paid Up Additions into his policy, that other-
wise would have gone to outsiders in the form 

of interest payments. As Nash himself says in 
footnote 1 on page 58:

Actually, this “interest” [paid to one’s insur-
ance policy] is not really interest—it is addi-
tional premium (capital) that has been paid 
into the policy that equals the interest that was 
being paid to the finance company. That is the 
reason that it is adding to the cost basis of the 
policy.

This is a crucial point so let me spell it out with 
a simple numerical example. Suppose someone 
is planning on taking out a loan of $1,000 from 
a commercial lender, to be repaid in one year at 
10% interest. But instead, the person borrows 
the $1,000 from the insurance company at 5% 
interest. In order to clear the loan, he could sim-
ply pay back $1,050 in one year. But instead he 
follows Nash’s advice and plays “honest banker” 
with himself, and pays the full $1,100 into the 
policy. What actually happens under the hood is 

IBC Doesn’t Require Frequent Borrowing

RelaTIve To The DaY-
To-DaY (or hour-to-hour) 
activity in the store, the 
warehouse turnover is a 
much more lethargic affair. 
Consequently, we should 
expect our warehouse of 
wealth to act as a buffer.
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that the insurance company uses $1,050 to ex-
tinguish the loan, and the remaining $50 to buy 
additional life insurance. Thus, with the same 
outflow of cash—$1,100 due in a year—the 
man ends up with an extra $50 worth of Paid 
Up Additions in life insurance. That contribu-
tion will boost his death benefit and cash value 
in the policy.

In my simple example, it was not the borrow-
ing and repayment per se that made the man 
wealthier. Rather, it was the fact that he directed 

Premiums Can equal 
Income, without Frequent 
Borrowing

Finally, let me show how a standard checking 
account can interact with a large whole life pol-
icy with premiums equal to annual income. My 
point in this demonstration is simply to show 
that even at the theoretical limit, where a person 
has to devote every penny of income to keeping 
his policy in force, it does not follow that the 

IBC Doesn’t Require Frequent Borrowing

naSh ReFeRS To havIng a regular 
checking account “for convenience.” 
This proves that he doesn’t actually 
think someone should use a life 
insurance policy as a checking account.

the same cash flow toward a loan that he ob-
tained at a lower interest rate, so that the differ-
ence could be used to buy additional life insur-
ance. 

What does all this mean? Yes, you should 
expand your IBC loan process so long as you 
continue to use outside financiers. But once you 
reach the point where you are no longer bor-
rowing money from outside entities, you don’t 
need to engage in further policy loans in order 
to “do IBC.” If you have extra cash that you can 
divert into the policy, you are allowed to make 
more PUA purchases with it; you don’t have to 
go through the motions of borrowing money in 
order to pay yourself back at a high interest rate.

person must make monthly policy loans in order 
to pay his living expenses.

To keep things simple, suppose our hypotheti-
cal person has a monthly salary of $10,000, a 
monthly whole life premium of $10,000, and 
living expenses of $9,000 per month. One might 
at first think that this person needs to take out 
monthly policy loans, but this isn’t true. So long 
as the person has a well-capitalized checking 
account to act as a buffer, he only needs to oc-
casionally borrow money from the insurance 
company. 

For example, if the person starts out with a 
checking account balance of $108,000, he only 
needs to take a policy loan once per year:
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IF You have 
exTRa CaSh that 
you can divert into 
the policy, you are 
allowed to make 
more Pua purchases 
with it; you don’t 
have to go through 
the motions of 
borrowing money in 
order to pay yourself 
back at a high 
interest rate.
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IBC Doesn’t Require Frequent Borrowing

Admittedly, some might balk at keeping an entire year’s salary in the checking account. The neces-
sary amount can be cut in half, if the person wants to make two policy loans per year:

even aT The 
TheoReTICal 
lIMIT, where a 
person has to devote 
every penny of 
income to keeping 
his policy in force, 
it does not follow 
that the person must 
make monthly policy 
loans in order to pay 
his living expenses.
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IBC Doesn’t Require Frequent Borrowing

And just to make sure the pattern is clear, a person could devote his entire salary to policy pre-
miums, and yet still only take out three policy loans per year, if he had four months’ worth of living 
expenses initially saved in his checking account:

IT waS noT The BoRRowIng 
and repayment per se that made 
the man wealthier. Rather, it 
was the fact that he directed 
the same cash flow toward 
a loan that he obtained at a 
lower interest rate, so that the 
difference could be used to buy 
additional life insurance. 
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In all three of the above scenarios, the person 
starts the next year with a $108,000 policy loan 
balance, because that is the sum of his annual 
living expenses and (remember) his entire pay-
check was absorbed by life insurance premiums. 

I should be clear that I am not recommending 
that a person operate in this fashion. Beyond the 
hurdle of underwriting—in other words, con-
vincing the insurance company to grant enough 
coverage so that one’s entire income equaled 
premium payments—there are numerous other 
practical issues we would need to consider, be-
fore pushing someone to this extreme. As Nash 
himself says, having premiums equal income is 
the upper theoretical limit of IBC.

The point of my demonstrations above was 
simply to show that even if someone devoted his 
entire paycheck into life insurance premiums, it 
wouldn’t follow that this person had to engage in 
frequent policy loans just to eat. Rather, the per-
son could have first built up a sizable checking 

account balance. Then, the frequency of policy 
loans would be related to the number of months’ 
worth of expenses in the checking account.

Conclusion
Certain passages in Becoming Your Own 

Banker might lead the reader to conclude that 
IBC requires frequent loan activity in order to 
“work.” Yet this is a misinterpretation of Nash’s 
message—as he himself has confirmed to me in 
private communication. It makes perfect sense 
to use a policy loan to replace outside financing, 
but the loan per se isn’t necessary to make the 
additional PUA contributions, which are the 
real source of growth in the BYOB examples. 
Even if someone were to live up to Nash’s theo-
retical ideal of devoting all income into premi-
um payments, it still would not require frequent 
policy loans, because a large checking account 
could act as a buffer.

naSh STReSSeS that 
the IBC policyholder 
must not be afraid to 
capitalize.
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struck me as the best general treatise I’d read on 
money. Finally I got to Hayek’s Denationaliza-
tion of Money and that really turned me on, as 
you might suppose. That book was to ultimate-
ly  shape my whole career as an economist, by 
inspiring me to pursue his thesis that to make 
monetary systems work well you had to get gov-
ernment out of money altogether. 

Not long after discovering the Austrian econo-
mists I became disenchanted with the program 
at the University of Rhode Island. I ended up 
applying to and being accepted at NYU as a 
Moorman Fellow, having also already made 
contact with Larry White, who told me that 
he’d been hired to teach there. So I became Lar-
ry’s first graduate student, and my exposure to 
Austrian economics became much more general 
than it had been when I had only read some of 
that school’s contributions to the field of mon-
etary economics. 

lmr: You’ve given fascinating talks on the 
historical private production of coins. Can you 

NOTE: The following is a lightly edited tran-
script of a phone interview with George Selgin.

lara-mUrPhy rePort: How did you 
discover Austrian Economics?

GeorGe SelGin: I was actually studying 
Marine Resource economics in Rhode Island 
when the double-digit inflation was at its height, 
in 1980. So I decided I would educate myself on 
monetary economics. Having read quite a few 
books on the subject without feeling very satis-
fied, at some point I came across the works by 
several Austrian writers, having been encour-
aged to look into them by an old friend. That 
advice led me to what became my favorite book 
by far on inflation, Henry Hazlitt’s The Inflation 
Problem and How to Solve It, which seemed to 
me then (and still seems) far better than the 
other stuff being written about inflation at that 
time, most of which was frankly awful. Later I 
read Mises’ Theory of Money and Credit which 

Bad Bernanke Money

That advice led me to what 
became my favorite book by far 
on inflation, Henry Hazlitt’s The 
Inflation Problem and How to 
Solve It.”

“
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I discovered is that in these episodes, the compet-
itive supply of money by private industry results 
in much better money than what governments 
typically supply. This includes coinage—whether 
we’re talking about full-bodied gold coins, for 
which we have evidence from California during 
the gold rush, or token or small change coins, for 
which (as I discuss in in my book Good Money) 
we have an excellent case study consisting of the 
private production of small change during the 
British Industrial Revolution. It also includes pa-
per money, as in the example offered by the Scot-
tish “free” banking and currency system of the 
19th century, which dramatically outperformed 
systems in which paper currency was either mo-
nopolized by or more heavily regulated by gov-
ernment authorities.

So we have a conventional wisdom saying that 
governments need to monopolize money, con-
fronted with historical evidence that competing 
private producers of money provide better money 
than the government does when given a chance 
to do so. This has provided a rich opportunity for 
research, and I feel lucky that no one else seized 
it until I did, along with Larry White, David 

explain how government intervention in the pro-
duction of money has been a failure?

GS: (Laughs) Well I can indeed, it’s been a fail-
ure in so many respects I’ll just give a brief sum-
mary. Governments have insisted on the “money 
prerogative” almost without interruption since 
ancient times, and the rationale they’ve offered is 
that this is the only way to supply good money 
to the people. Of course that conventional wis-
dom runs up immediately against the well-known 
fact that governments have—again since ancient 
times—regularly abused their money prerogative, 
by debasing coins in the old days, and by engag-
ing in inflationary paper money finance in mod-
ern ones. Everyone knows about this poor record. 
But most people also believe that governments 
need to monopolize money because otherwise 
things would be even worse. Fortunately, we have 
instances in which governments did not exercise 
a monopoly of money creation; that is, instances 
in which their monopoly privileges were set aside, 
if only briefly. So one can look at these historical 
exceptions to the rule, and ask whether the money 
really was worse than when governments had a 
full monopoly. That’s what I’ve been doing. What 

Bad Bernanke Money
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Governments have—again since 
ancient times—regularly abused 
their money prerogative, by 
debasing coins in the old days, 
and by engaging in inflationary 
paper money finance in modern 
ones.”

“
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Glasner, and Kevin Dowd. Other researchers 
before us had of course speculated that com-
peting, private monies would be an improve-
ment (Hayek, Murray Rothbard, and Herbert 
Spencer come to mind), but that still left a lot 
of room for empirical research to affirm their 
perspective and provide needed institutional de-
tails. It wasn’t until the 1980s that you started 
to have a real research program being pursued 
by a number of people, beginning with Larry 
White’s book on the Scottish banking and cur-
rency system, which was soon followed by books 
on free banking by Kevin Dowd David Glasner 
and myself, all published in 1988 and 1989. 

lmr: Can you explain the intriguing title of 
your book, Less Than Zero?

GS:  That book considers how the price level 
ought to behave if we are to avoid business cycles 
and thereby fully enjoy the fruits of the economy. 
It’s called Less Than Zero because it concludes 
that the best arrangement is one that normally 
allows prices to fall over time—that is, one in 

which the inflation rate tends to be “less than 
zero”—with the deflation rate reflecting the rate 
at which the economy’s average unit costs de-
cline. In other words, an economy experiencing 
a 2 percent rate of productivity growth (which 
is typical of the productivity rate improvement 
in a prosperous economy) would be more stable 
if instead of having 2 percent inflation—which 
is now widely regarded as ideal—it exhibited 2 
percent deflation.

lmr: Following up, many people associate 
falling prices with depression and stagnation. 
What’s the flaw in that thinking?

GS: Well, general prices tend to fall for two 
reasons. One is a general slackening in demand, 
that is, a fall in overall spending in the economy, 
which can happen if there is a collapse in the 
money supply or a fall in velocity (meaning an 
increase in the demand to hold money) or both. 
This sort of deflation happened most notori-
ously in the early 1930s; recently it happened in 
2008. In these cases prices fell not because there 

Bad Bernanke Money

The competitive 
supply of money 
by private industry 
results in much 
better money than 
what governments 
typically supply.”
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were more goods being produced at lower unit 
costs, but because there was insufficient demand 
for available goods.

But such “bad deflation” is the exception his-
torically. If you go back, especially before the 
1930s, then the data show that most episodes 
of deflation were examples of what I like to call 
“good deflation.” In these instances prices were 
falling not because demand was shrinking, but 
because supply was expanding—that is, because 
the economies in question were becoming more 
productive. So while it isn’t wrong to assume 
that deflation can be associated with depression, 
it’s wrong to assume it must always be associat-

ed with it. The latter view ignores the good sort 
of deflation. It seems, unfortunately, that most 
of the world’s central bankers have lost sight of 
this really fundamental point—Ben Bernanke is 
a good example. In their anxiety to avoid bad 
deflation—the only kind they seem to recog-
nize—they have created an environment in 
which we not only don’t ever see the good kind 
of deflation when productivity is improving, as 
it has continued to do for most of the last cen-
tury, but we almost always see inflation. Dur-
ing the “productivity surge” of the late 1990s 
and early 2000s, for example, the Fed created 
enough money to keep prices rising. That’s re-
ally quite perverse. I submit that such attempts 

Bad Bernanke Money
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It wasn’t until the 
1980s that you 
started to have 
a real research 
program being 
pursued by a 
number of people.”

“

“the Best arrangeMent
is one that norMally allows prices to fall over tiMe—

that is, one in which the inflation rate tends to Be

‘less than zero.’”
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to keep prices from falling even despite surging 
productivity have been an important contribut-
ing factor behind both past and recent unsus-
tainable asset price bubbles.

lmr: What’s your view of the future? Do you 
expect a crash, or just continued sluggishness?

GS: Until the Fed recently indicated that it was 
cutting back, at least somewhat, on quantita-
tive easing, I feared that it would proceed with 
it to the point of generating yet another severe 
asset bubble and bust sequence. The Fed did, I 
believe, initiate such a bubble, but it hasn’t got-
ten that big, and consequently the repercussions 
of quantitative easing won’t be as severe as they 
otherwise might have been.

So my prognosis is that things aren’t quite as 
bad as they might have been. I was never con-
vinced that QE3 was desirable, and that’s partly 

because I think it has been some time now since 
the problems of the economy and especially the 
lackluster employment situation ceased to reflect 
any shortage of spending. So, we have problems 
to be sure, but no longer the sort that can be 
solved by a monetary cure—the cure of more 
money creation. By trying nonetheless to solve 
them with more money creation, the Fed has 
risked making things worse, in particular add-
ing yet another boom-bust cycle to what we’ve 
already experienced.

Things look a little better now on that score, but 
the Fed still has a long way to go in my opinion, 
and we are far from being out of the woods. As 
you know I don’t think we’ll ever really be out of 
the woods—that is, out of the danger of more 
serious booms and busts—so long as we have 
a Federal Reserve System. But beyond saying 
that, I don’t dare to offer any specific prognosis.  

Bad Bernanke Money

3131 L M R  J U L Y  2 0 1 3

The data show that most 
episodes of deflation were 
examples of what I like to call 
‘good deflation.’

[...]

My prognosis is that things 
aren’t quite as bad as they 
might have been.”

“
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