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Bring a Privatized Banking 
Seminar to your city.
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Austrian School of Economics
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3 Dynamic, Informative, Inspirational
and Educational Hours

Inquire directly with Carlos Lara 615-482-1793, 
or Robert P. Murphy 212-748-9095, 

or e-mail us at info@usatrustonline.com

Present the powerful combination of 

Austrian Economics, 

The Sound Money Solution 

& The Infinite Banking Concept 

to your Special Group

Demystifies Fractional Reserve Banking     
Learn how you can personally secede from 

our crumbling monetary regime and improve 
your financial future.  

Sound economic reasoning with a sound 
private strategy to direct the individual 
toward the escape exit.  

Learn the warning signs of a coming crash 
and the steps you need to take to avoid them.
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When implementing the Infinite Banking Concept, it’s 
crucial to understand the MEC rules. Do you 
have a firm grasp? BY DR. ROBERT P. MURPHY

PULSE ON THE MARKET

Overview

IS  “END THE FED” WORKING?
INTERVIEW  WITH DR. WILLIAM BARNETT 

Is all the effort worth it?  Well it is even if we are the first of 
the 10%.  Eventually what is wise will be exposed.  That 
may be the only comfort for us today, but it is enough. 

EVENTS & ENGAGEMENTS
You may want to learn more in person from Lara, 
Murphy, and other Austrian economists.  Here 
is where they will be in the coming months.
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When we understand Sound Money, then we begin to 

understand the principles of private property rights and 

the vaue of Sound Money.    This is a big key to the solution.
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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

March 2012

Dear Readers,

The Sound Money Solution, when examined thoroughly, presents the best case for reversing the destructive path we 
are following as a nation. When we stop to consider step one of this three-step plan, there is the undeniable reality 
that linking the dollar back to gold will bring inflation to a screeching halt. Who, we ask, would not want this? Use of 
paper printed money is fine so long as it can be redeemed for gold upon demand. Anything short of that is not good. 
Give us back the precious metals and our confidence in money will be restored.
 
But, we cannot stop there. Money and banking also need to return to the private sector where it belongs. In our current 
financial system, money is ultimately created and controlled by the Federal Reserve. It is a seat of power, set apart from 
all other powers in society and, unbelievably, government mandates it. We need to end this money monopoly now. 
Therefore step two of the Sound Money Solution—Privatized Banking is an absolute must!

If we can see the importance of the first two steps of the Sound Money Solution and the benefits they would bring 
to society, what on earth is the central bank good for? This institution whose blueprint was created in 1690 by a 
bankrupt government and a group of corrupt financial promoters has been a curse to societies ever since its inception. 
Every major country in the world now has a central bank and it is through them that governments have grown to 
their monstrous size and expense. Cut these fake money machines out of the picture and the size of governments 
would shrink in half. Without the immense expense of government, taxes would diminish and our savings would be 
bolstered. Savings is what will ultimately return our economy to where it needs to be. To do all this we must end the 
Fed!

Thank God we don’t need to wait for any of these steps to become law because the chances are slim indeed that any 
of them ever would. However, we can implement step two of the Sound Money Solution—Privatized Banking—right 
now and without government’s permission! We can secede from the grips of the Federal Reserve and the volatile 
commercial banking system immediately. What a relief ! You know how it can be done. All that remains is to share 
this knowledge with others. More people need to know what you and we know because 10% of the population is all it 
will take to make the entire Sound Money Solution our new monetary policy in the very near future.

Yours Truly,

Carlos and Bob
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Recent 
developments 

that may be 
of interest to 

readers of the 
Lara-Murphy 

Report…
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More People Realizing—Duh!—the Fed Is Monetizing the Debt. This won’t surprise 
LMR readers, but the Fed’s latest report shows that in 2011, the central bank sopped 
up an incredible 61% of the Treasury’s net issuance of debt. Also, the Fed’s purchases of 
Treasury debt was almost 6 percent of total US GDP; this figure was less than 1 percent 
from 2000 – 2007. As Lawrence Goodman writes in a March 28 Wall Street Journal 
article, “The Fed is in effect subsidizing U.S. government spending and borrowing via 
expansion of its balance sheet and massive purchases of Treasury bonds. This keeps Treasury 
interest rates abnormally low, camouflaging the true size of the budget deficit. Similarly, the 
Fed is providing preferential credit to the U.S. government and covering a rapidly widening 
gap between Treasury’s need to borrow and a more limited willingness among market 
participants to supply Treasury with credit.”

Confession
Prepare

Chinese Wisdom: A Dollar Crash Is In Your Future. If the Fed is buying more 
Treasury debt, the Chinese are buying less. The Treasury reports that in 2011, China’s 
holdings dropped slightly to $1.15 trillion, down from $1.16 trillion the year before. 
This is the first annual drop to occur, since the Treasury started keeping such statistics in 
2001. As the demand for dollars begins to dry up from foreign sources, it will be left to 
Helicopter Ben to fund the U.S. government’s budget deficit.

W
orld Bailout

It’s Official: Fed Is Buying Euro Debt. Not content to monetize American government 
debt, the Fed is doing the same with the Eurozone, in a story broken by the website 
ZeroHedge.com. NY Fed President William Dudley (successor to Timothy Geithner) 
recently told a House panel that the Federal Reserve currently holds a “very small 
amount of European sovereign debt.” Here at the LMR we warned of the entangling 
alliances back when the Fed ramped up its massive dollar/euro “swap” line. The 
irony is, it’s not even legal for the ECB to be buying the sovereign debt of European 
governments; when forming the EU, the member states didn’t want to get locked into 
an inflationary disaster with free-spending neighbors. We could try to go look up and 
see if the Federal Reserve officially has the authority to be doing this…but in retrospect, 
what would be the point? 

M
oney M

ask

Greek Bonds: What Could Go Wrong? Perhaps the Fed likes to live dangerously, 
and that’s why it’s buying European debt. By early March the yield on one-year Greek 
government bonds had risen to more than 1,000 percent! (That’s not a typo.) In case 
it’s not clear, the high yield reflects not strong economic growth, but rather the massive 
risk that the Greek government will continue to restructure its outstanding debt, asking 
bondholders to accept pennies on the dollar, er, euro.
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Super Mario Gives High Score to Inflation. New ECB head Mario Draghi—who 
was nicknamed “Super Mario” by his peers—has said that the ECB’s injection of more 
than one trillion euros since the start of the financial crisis averted disaster. The ECB in 
early March held interest rates steady at 1 percent, despite rising price inflation.

PowerUp

Student Loan Bubble Starting to Pop? Cynics who distrust the government’s rosy 
assurances regarding student loans have pounced on a recent report from Fitch, 
showing that a whopping 27 percent of student loan borrowers are 30 or more days 
delinquent. The total amount of student loan debt—backstopped by the taxpayers of 
course—recently surpassed the $1 trillion mark.

Cost.edu

Obama Makes a Sick Choice for World Bank Prez. President Obama stunned many 
market watchers when he failed to nominate the ostensible shoo-in Jeffrey Sachs for 
World Bank President. Instead, Obama put up Dartmouth President Jim Yong Kim, 
who specializes not in finance but rather in the healthcare sector. Specifically, while at 
Harvard Kim was the Chair of the Department of Global Health and Social Medicine. 
Financial blogger Robert Wenzel speculates that the Administration is seeking to 
implement a uniform global policy regarding health care, so that as ObamaCare is 
implemented in the U.S., Americans have nowhere to run. Nobody can say for sure at 
this point, but usually when the federal government springs a surprise on you, it’s not a 
pleasant one.

Infinite QE
Ben’s Sources?

Bernanke Schools Ron Paul? Hardly. In his first (and highly publicized) lecture of a 
series given to students, sitting Fed chief Ben Bernanke took aim at the gold standard. 
Even if he was somewhat diplomatic about it, everybody knew Bernanke was warning 
the impressionable students not to let that wily old Ron Paul trick them. In particular, 
Bernanke said that the gold standard hadn’t worked very well after World War I. Well, 
that’s right, because the belligerents (except the U.S.) went off the gold standard during 
the war in order to pay for munitions with the printing press. (The horrors of trench 
warfare would have been greatly mitigated, under the constraints imposed by fixing 
currencies to gold.) Then, after the armistice, the world powers didn’t want to go back 
to the old order, and so implemented a gold exchange standard in which Great Britain 
tried to make the pound act as the world’s reserve (much as the dollar did after World 
War II). Murray Rothbard explained the sordid details in his Mystery of Banking, 
available online in PDF for free with a quick Google search.
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financial establishment has 
outgrown the small family-
owned merchant bank of long 
ago. Corporations now dominate 
the banking business. Yet in the 
midst of this spectacular growth 
and expansion over the centuries, 
many rural communities are often 
excluded from the ability to tap 
into these sophisticated financial 
institutions.  It was this way long 
ago and in many respects is still 
the same today. Nevertheless, 
man’s wants are unlimited and 
the need for credit (money) is 
insatiable. Man always seems to 
find creative ways to obtain it.

A Bunch of “Hui”?
Denied access to 

conventional bank sources, 
Mexican immigrants in 
California, Texas and other 
states are known to start their 
own loan pools called tandas.(2.) 
Asian immigrants have access 
to something very similar. The 

Borrowing and lending is 
as old as mankind. The primary 
reason for this is because at some 
time or another, we all want 
something, but we don’t have the 
money to acquire it. We need 
someone to help finance it for us. 
We need credit. 

It was this need for credit 
that gave rise to the very first 
banks during the Middle Ages. 
It all started when Italian grain 
merchants began extending 
credit on their own goods and 
charging a fee (interest) for 
the delay of payment. In the 
beginning, banking was originally 
intended for financing long 
trading journeys; these methods 
were later applied to finance the 
production and trading of grain. 
Over time this activity became 
known as “merchant banking.”

It was the Jews, however, 
who expanded merchant banking 
to the next level.  Displaced 
Jews fleeing Spanish persecution 
were attracted to the banking 
business, but were not allowed 
to own land. They entered the 
great trading piazzas of Italy as 
unlikely competitors and set up 
their benches alongside other 
Italian traders of crops. But 
they had one great advantage 
over the locals—Jews were 
not subject to the Church’s 
laws against charging interest.  
Consequently, the Jewish trader 
quickly flourished and soon 
began performing both financing 
(credit) and underwriting 
(insurance) functions. 

The merchant’s “banco” 
(bench or counter) progressed 
from financing trade on one’s 
own behalf to settling trades for 
others and then holding deposits 
for settlement of notes. These 
notes came to be known as bills 
of exchange, and later still, became 
the check. If someone lost his 
traders’ deposits, the business 
arrangement would obviously 
fail. In effect the failure “broke 
the bench”—banca rotta. The 
term’s meaning is where we get 
our word “bankrupt.”  Being 
“broke” has the same connotative 
meaning. (1.)

Of course we are a long way 
from these early beginnings of 
banking. Banking has changed 
considerably. The rise of trade 
and industry throughout the 
world in the 19th century led to 
the development of powerful 
merchant banks culminating 
in the likes of J.P. Morgan & 
Company here in the United 
States. In modern times the 

B Y  L .  C A R L O S  L A R A

One individual will 
start out by recruiting 
the group’s honorable 

members (usually 10 to 
20 members). This person 
becomes the hui master.
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Chinese use loan pools known 
as Hui, the Vietnamese call them 
Hoi, Tanomoshi in Japanese and 
Kye in Korean. These groups all 
trace their roots to small village 
culture. Their unique financing 
system has been passed down 
from generation to generation. 
This is how their ancestors seem 
to have made all of their major 
life’s purchases, such as farm 
equipment, homes and weddings. 
But today, in our modern age, 
these tightly knit cooperatives 
are being used to help launch 
small businesses for aspiring 
entrepreneurs who seek the 
American dream. How does the 
concept work? —Surprisingly 
simple. 

One individual will start 
out by recruiting the group’s 
honorable members (usually 
10 to 20 members). This person 
becomes the hui master. Previous 
experience as a group organizer 
actually makes recruiting of 
members easier since these 
clubs rely mostly on trust. Each 
member is required to put in a 
certain amount of money (let’s 

say $200) into a fund at each 
meeting (usually once a month). 
The hui master will then solicit 
secret bids from the members on 
how much interest each would 
pay for that month’s accumulated 
$4,000. They continue to meet 
until all the members have won 
the pool and each earned a share 
of the interest. The highest bid 
takes the pot. Usually the higher 
bids in the group take the earlier 
rounds, but the hui master always 
gets the first round regardless 
and pays no interest. The tradeoff 
is that the hui master performs a 
valuable service. In addition to 
getting the club started he must 
act both as the credit manager to 
make sure everyone in the group 
is contributing, and the lender of 
last resort in case someone fails to 
make their regular deposit. If one 
of the members does not make 
their committed payment, the 
hui master must cover it himself.  
Although transactions really are 
based on trust, the hui master 
must be sure to recruit members 
of high integrity because some 
pools can reach up to $500,000 
and members may become 

tempted to cheat.

According to one author, 
Lionel Haines:

“Very little is known about 
the extent of this invisible banking 
system. Participation may be as high 
as 75 percent of all entrepreneurs in 
some communities, decreasing as the 
community gets used to American 
financing methods.

Even though there are no credit 
checks, very few clubs fail—at least 
not in tightly knit communities. 
Every bank in America would kill 
for their clout. Defaulting means 
social suicide.” (3.)

Actually, this invisible 
banking system works because of 
the sociological concept known 
as “social capital.” (4.) This refers to 
the value of social relations and 
how working together can lead 
to solving economic problems. 
It is in essence the very same 
concept that led to the formation 
of merchant banks discussed 
earlier in this article. We are 
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simply seeing a smaller version of 
that development. Interestingly, 
a closer inspection of these 
money clubs reveals that they 
are nothing more than a form of 
forced savings.

Credit Unions

What we must recognize 
is that the development of all 
banking systems, from their 
early beginnings to their most 
sophisticated forms in modern 
times, is that they can expand 
into enterprises that are either 
for profit or not-for-profit. The 
non-profit kind is not to be 
confused with charities or similar 
organizations that depend on 
donations, but rather that the 

profit, or surplus generated 
by these banking systems, is 
returned to their patrons. Such is 
the case with a kind of bank that 
developed in Germany in 1864 
known as a credit union. 

Rural communities in 
Germany, like rural communities 
everywhere, were viewed 
as unbankable by the more 
sophisticated banks in the cities 
because of their weak seasonal 
flows of cash. In order to access 
credit for himself and others, 
Friedrich Wilhelm Raiffeisen 
organized a group and created a 
pool of money that became the 
first credit union. In explaining 
what these money pools were, he 
wrote:

 “Credit unions are merchants…

they accordingly form a sort of 
commercial business enterprise of 
which the owners are the credit 
unions’ members.” (5.)

By the time of his death in 
1888 credit unions had spread 
all over the world. In fact, the 
Reiffeisen name is still used 
by Reiffeisenbank, the largest 
banking group in Austria with 
subsidiaries throughout Central 
and Eastern Europe.

According to a special 
research report on the economic 
impact of cooperatives that 
was published in 2009,(6.) the 
first credit union in the United 
States opened in Manchester, 
New Hampshire in 1909. By 
1934 there were 1,100 credit 
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unions in 32 states. When 
government began permitting 
federally chartered credit unions 
in states that did not have credit 
union laws, thousands of new 
credit unions were formed and 
spread throughout the country. 
As the industry developed it 
became more professional and 
created support institutions. 
For example: just as banks 
have the FDIC, credit unions 
formed their own self-funded 
insurance funds—the National 
Credit Union Share Insurance 
Fund (NCUSIF) for federally 
chartered credit unions and the 
American Share Insurance for 
state chartered credit unions. All 
federally chartered credit unions 
and 95% of all state chartered 
credit unions are insured by the 
NCUSIF.

Also, in the same way 
commercial banks have an 
organizational structure that 
includes a central bank like the 
Federal Reserve; credit unions 

have the U.S. Central Federal 
Credit Union. To see the 
organizational structure properly, 
picture it as a three-tiered system 
with the CFCU operating in the 
top tier. It acts as a wholesaler 
providing support services to 
Corporate Credit Unions (CCU), 
which occupy the second tier. 
The Corporate Credit Unions, 
in turn, provide services to over 
8,000 credit unions that make up 
the third and bottom tier.

The Central Liquidity 
Fund is a two member-owned 
supporting organization to the 
U.S. Central Federal Credit 
Union. The Central Liquidity 
Fund, as an arm to the CFCU, 
is the lender of last resort 
and provides liquidity during 
economic volatility.

The National Credit Union 
Administration (NCUA) governs 
all three tiers of the credit union 
organization.  This is a three-
member board appointed by the 

President and confirmed by the 
senate.

Credit Unions now provide 
banking services to nearly one-
third of all Americans and have 
86.8 million members. Though 
they are much smaller than 
commercial banks with less than 
2% of them having assets of more 
than $1 billion, nevertheless, as 
a whole they hold $774 billion 
in assets. While credit unions 
look like and provide the same 
financial services that typical 
banks provide, they have the two 
distinct differences. They are not-
for-profit cooperatives with an IRS 
tax exemption status. Secondly, 
they return their earnings to 
their membership in the form 
of reduced interest on loans and 
increased interest on deposits, or 
they may reinvest earnings into 
the credit union.

It is helpful to know that 
there are alternatives for banking 
services other than the volatile 
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commercial banks. If you are 
serious practitioner of IBC, it is 
possible that you already only use 
banks for the convenience of a 
checking account or debit card. 
Credit Unions, as we can see, 
may present a good alternative 
for those purposes. It may be well 
worth the time to pay a personal 
visit and check them out.

As I was researching and 
writing this article, I took a few 
minutes and contacted a local 
credit union in my neighborhood. 
Over the telephone I asked the 
receptionist if I needed any special 
qualifications to join as member 

and she said, “No—anyone can 
join.” Apparently, what once 
began as a closed membership 
association for certain groups, 
such as teachers, religious or 
community organizations is 
now open to all. I asked if they 
provided the same services typical 
commercial banks provide, such 
as checking and savings accounts, 
mortgage loans, debit cards, 
credit cards, online banking and 
CDs and she said “yes.” “Do you 
provide investments, such as 
mutual funds, life insurance and 
other types of securities,” I asked? 
She said “we provide all of that 
too.” 

Unbelievable, I thought— 
all this from a bunch of Hui!

Credit Unions, as we can see, 
may present a good alternative...

Money Pools
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Whenever a newcomer 
is introduced to the wonders 
of dividend-paying whole life 
insurance, he soon encounters 
the dangers of overfunding and 
hence “MEC”-ing a policy. In this 
article I’ll give a quick primer on 
what this status means, where it 
came from, and the ramifications 
it has for policyholders.

“MEC” Defined

The acronym “MEC” is 
short for “modified endowment 
contract.” To say that you 
“MEC”ed a policy means that you 
stuffed it with too much money 
and hence the IRS will now cease 
to classify it as a standard life 
insurance contract (the purpose 
of which is to provide a death 
benefit), but instead will classify 
it as an endowment contract (a 
modified one, to be specific).

According to Wikipedia, 
an endowment policy “is a life 
insurance contract designed to pay 
a lump sum after a specified term 
(on its ‘maturity’) or on death. 
Typical maturities are ten, fifteen, 
or twenty years up to a certain 
age limit.” So the distinguishing 
feature of an endowment 
policy—in contrast to standard 
life insurance—is that there is a 
good chance it will mature and 
pay out before the insured dies. 
It’s still life insurance—both in 
fact and even according to the 
government’s own definition—
but an endowment policy is 
designed more as a short-term 

savings vehicle, rather than as a 
hedge against death.

In this context, it’s more 
understandable now why the 
IRS classifies policies stuffed 
with cash early on as “modified 
endowment contracts.” The idea 
is that the policyholder is using 
the special IRS treatment of life 
insurance as a way to let his wealth 
accumulate in a tax shelter. (As 
Jerry Seinfeld might say, “…not 
that there’s anything wrong with 
that.”) Thus, the IRS is declaring, 
“Because this is suspiciously 
designed to take advantage of the 
favorable tax-deferred build-up 
of assets, rather than as a way of 
funding widows and orphans in 
the event of an untimely death, 
we are going to put in some extra 
rules to make sure things don’t 
get carried away.”

To reiterate, I am not here 
to endorse the IRS’ attitude on 
this issue. I am merely trying 
to explain where this odd term 
“MEC” comes from, since it is 

of such crucial importance in 
the actual implementation of 
cash management via whole life 
policies.

THE ORIGIN OF THE MEC RULES

What we now know of as 
the MEC test came into effect 
in the Technical Corrections Act 
of 1988 (H.R. 4333, S. 2238). 
Officially the measure was in 
response to the widespread use of 
single-premium life policies by 
wealthy individuals.

It it amusing to watch the 
IRS change its policies time 
and again. They put punitive 
tax rates in effect, and then act 
like they’re being generous by 
granting pockets of exemptions 
from the very taxation that they 
instituted. When people quite 
rationally respond to the system 
of incentives, the IRS is shocked, 
shocked at the outcome and 
tinkers with the rules. Rinse and 
repeat, ad infinitum. As Nelson 
Nash asks, “Don’t you start to get 
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confidently tell us how awful 

life insurance is, when the 
government needed to put in 
special rules to stop rich people 

from stuffing their money into it?
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a little suspicious?”

Later in the article I’ll have 
more to say about the relationship 
between the tax code and whole 
life insurance, but for now let us 
simply observe: How can it be 
that Dave Ramsey and the other 
gurus so confidently tell us how 
awful life insurance is, when the 
government needed to put in 
special rules to stop rich people 
from stuffing their money into 
it? Do Ramsey et al. really mean, 
“Oh, starting in 1989 whole life 
insurance was awful, but before 
then it was great”? Do they even 
know about the MEC change?

The 7-Pay Test

An online article reprinted 
from Forefield, Inc.(1.) provides 
a good summary of the MEC 
criteria and penalties. With 
the understanding that I am an 
economist—not a qualified tax 
professional—let me give the 
basics for the novice readers:

The IRS can classify a 
whole life policy as a modified 
endowment contract (MEC) 
if money is put into the policy 
too rapidly during its first seven 
years. More specifically, the IRS 
first calculates the annual level 
premiums one would pay on 
a policy with the same death 
benefit to have it fully paid up 
after seven years. Then the IRS 
looks at the cumulative payments 
into the actual policy during the 
first seven years. If, at any time, 
the cumulative payments on the 
actual policy are higher than 
the cumulative payments on the 
7-year-pay whole life contract 
with the same death benefit, then 
the policy is a MEC.

There are some subtleties 
with this definition. For one 
thing, it’s permissible in any 
particular year to put more into 
the policy, than would happen 
in any particular year with a 
level premium in the 7-year-pay 
policy. This can happen if the 
person doesn’t put too much into 
the policy in the first (say) three 
years, and then dumps in a large 
amount of cash in the fourth year. 
So long as the cumulative amount 
in years 1 through 4 isn’t higher 
than the cumulative premium 
payments on a hypothetical 
7-year-pay policy with the same 
death benefit, the policy isn’t a 
MEC.

On the other hand, this 
flexibility doesn’t run the other 
way. If an owner dumps too much 
money into the policy early on (in 
the second year, say), such that 
the cumulative contributions at 

that point exceed the cumulative 
premiums on the hypothetical 
7-pay policy, then the policy 
is a MEC, period. It doesn’t 
matter if the person contributes 
much lower amounts in years 
3 through 7, so that eventually 
the cumulative contributions 
in reality are lower than the 
cumulative contributions for the 
hypothetical 7-pay policy. Once a 
MEC, always a MEC. You can’t 
“get square” by holding back on 
future contributions.

 
Finally, we should note that 

whenever there is a “material 
change” to a policy—which 
includes a change in the face 
amount—it must be subjected to 
a new 7-pay test going forward 
from the date of the material 
change.

Why Term Riders Help Pass the

MEC Test

Now that we understand 
the origin and the specifics of the 
MEC test, we can understand 
why insurance agents will often 
recommend including a level 
term rider for, say, the first ten 
years of a new whole life policy. 
(In other words, the base whole 
life policy might have a 10-
year term life insurance policy 
appended onto it.)

By coupling a new whole life 
policy with a level term rider, the 
overall death benefit of the policy 
can be raised significantly in the 
early years of the policy, and for 
lower premium outlays than 

Photo from Flickr by: albertogp123
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would be necessary to have the 
same death benefit in a standard 
whole life policy. Yet because 
(as we’ve seen) the MEC test is 
based on the level premiums for 
a 7-pay policy with the same 
death benefit, the boosting of the 
death benefit (by adding the term 
rider) thereby boosts the annual 
premiums in the hypothetical 
7-pay policy. Therefore, the 
addition of the level term rider 
“opens up” the policy, and allows 
the owner to contribute higher 
amounts in the first seven years 
without turning it into a MEC.

Although the level term 
riders can be quite useful 
in designing policies that 
accommodate an owner’s 
cashflow goals while steering 
clear of the MEC limits, we 
should emphasize that term level 
riders were not invented merely 
as a way to circumvent the new 
tax laws. On the contrary, whole 
life policies had term riders before 
1988, and the reason was simple: 
Because of their relatively higher 
premiums, whole life policies 
in certain circumstances didn’t 

provide enough death benefit 
early on, and so households might 
supplement a standard whole life 
policy with a term rider in the 
first (say) ten years. By the time 
the term policy fell away, the 
underlying whole life policy’s 
death benefit could have grown 
because of Paid Up Additions 
made by the policyholder during 
the intervening years.

Penalties from a MEC

Although agents trained 
to implement the Infinite 
Banking Concept will want to 
avoid MECs like the plague, we 
should be clear that MECs are 
actually still life insurance per 
the government’s classification, 
and hence still enjoy the standard 
tax-free treatment when death 
benefits are paid to a policy’s 
beneficiary.

However, the supreme 
drawback to a MEC—which 
is of crucial importance for 
anyone using whole life 
policies for their cashflow or 
“banking” qualities—is that the 
policyholder forfeits the special 
tax treatment normally afforded 
to the use of the cash value while 
still alive, including policy loans 
and withdrawals. For example, 
if a person has a basis (meaning 
lifetime premium payments) 
of $50,000 in a policy that now 
has a cash value of $80,000, and 
the person takes out a $70,000 
policy loan, then $20,000 of the 
loan will be subject to standard 
income taxation as a gain. In 
contrast, with a non-MEC 

policy, all policy loans—even 
beyond the “basis” in the policy—
can be taken with no income tax 
consequences, because strictly 
speaking a loan isn’t income.

Remember, the IRS 
instituted the MEC test as a way 
of discouraging individuals from 
using life insurance policies (such 
as single-pay policies) as tax-
privileged savings vehicles. That is 
why a MEC has penalties applied 
to something as innocuous as 
taking a loan from a financial 
institution with another asset 
serving as the collateral. From 
an accounting standpoint, a loan 
really isn’t income, and so has no 
business being taxed as such. Yet 
accounting principles go out the 
window when the IRS is trying 
to contain the ramifications of its 
own policies.

There are other constraints 
imposed on a MEC. For 
example, beyond regular income 
tax, there are additional penalties 
placed on withdrawals before the 
age of 59½. Thus the standard 
paternalistic treatment of IRAs, 
401(k)s, etc. kicks in with MECs. 
Since the whole point for many 
people of dividend-paying whole 
life insurance is precisely to avoid 
this busybody regulation of how 
a person can use his own wealth, 
it is particularly important to 
avoid MEC status.

“Won’t They Just Change the Tax

Laws Again?”

In reading this discussion, 

Photo from Flickr by: stevendepolo
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some newcomers might be 
discouraged and decide that 
dividend-paying whole life 
policies, though they seem to 
be quite extraordinary in several 
respects, are actually too good 
to be true, and will probably be 
“shut down” by the government 
with yet another change in the 
IRS code.

This view is simplistic for 
two reasons. First, it suffers from 
the Yogi Berra flaw of not going 
to a restaurant because it’s too 
crowded. In other words, it can’t 
simultaneously be the case that 
“nobody should buy whole life 
policies” and “the government 
will soon crack down on this 
practice because it’s too popular.”

The view is also wrong 
because it overlooks a crucial fact 
about the 1988 creation of the 
MEC test: The tax law changes 

grandfathered in policies that 
were already in force. In other 
words, people who had bought 
large cash-value policies before 
mid-1988 didn’t lose the tax 
advantages prevailing when they 
first acquired the policies. The 
only thing that would make them 
vulnerable to a MEC test would 
be a “material change” in the 
policies, after mid-1988.

In this light, then, it is 
particularly silly for someone to 
say, “I love everything Nelson 
Nash teaches, but I’m just afraid 
the government will break up 
the party.” If that’s the objection, 
then take heart: Although it’s 
certainly possible the government 
will tighten up the rules going 
forward, it would be less likely to 
retroactively apply the new rules 
to policies already in force.

Conclusion

It is undeniable that one 
of the major attractions of 
dividend-paying whole life 
insurance policies is their special 
tax status. Even though one must 
be careful to use the conservative 
term “tax-deferred,” in practice 
the growth of a policy’s internal 
cash value can be used (through 
policy loans) and ultimately 
passed on to the beneficiary with 
no taxation. In light of these 
facts, I am constantly amazed 
at the confidence with which 
financial gurus tell their fans that 
life insurance is “a terrible place 
to put your money.”

Even so, Nelson Nash 
has always made it clear that 
dividend-paying whole life 
insurance policies are not 
a creature of the tax code. 
Permanent life insurance policies 
existed well before 1913 (when 
the IRS was created). If the tax 
laws are altered again, life will go 
on for the insurance sector, and 
(depending on the specifics) it 
will still probably make a great 
deal of sense for middle- and 
upper-income households to 
own whole life policies. After 
all, despite the 1988 changes in 
the tax treatment, no whole life 
policyholders were complaining 
when the market crashed in 2008.

Although it’s certainly possible 
the government will tighten 
up the rules going forward, 

it would be less likely to 
retroactively apply the new rules 

to policies already in force.

A Primer on the “MEC” Rules 
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Lara-Murphy Report: How 
did you discover Austrian 
economics? 

William Barnett:  As an 
undergraduate, the only exposure 
I had to Austrian economics (AE) 
was in a course about business 
cycles.  We used the revised 
edition of Hansen’s Business 
Cycles and National Income in 
which Hansen pretty much takes 
Hayek apart.  Then in graduate 
school, the only mention of AE 
was in a History of Thought class.  
AE was covered in one period, 
as I recall, and was dismissed as 
a minor variant of neoclassical 
economics.  

When I was a young faculty 
member, I did not spend any time 
writing, save making a few notes 
and paragraphs that I filed away 
for the future.  Instead I read 

everything, journal articles and 
books, about macroeconomics 
and business cycles that I thought 
might be enlightening.  I usually 
had a stack of books waiting to 
be read.  One day in the mail I 
received, unsolicited and gratis, 
copies of The Foundations of 
Modern Austrian Economics 
and New Directions in Austrian 

Economics.  I put them aside, 
with no intention to ever read 
them.  Then one day a couple of 
years later I finished a book and 
looked to see what was next.  But 
there was nothing in the queue.  
I noticed the AE books and 
decided to browse through them.  
By the time I finished Dolan’s 
Introduction and Rothbard’s 

William (Bill) Barnett II is Professor of Economics and Chase 
Bank Distinguished Professor of International Business in 
the Joseph A. Butt, S.J. College of Business, Loyola University 
New Orleans, where he has been a member of the economics 
department since 1974. He earned a B.B.A. in economics from 
Loyola University New Orleans in 1967, a Ph.D. in economics 
from Michigan State University in 1974, and a J.D. in Civil 
Law from Loyola University New Orleans in 1982.  His 
teaching and research interests are in Austrian School economics, 
particularly the Austrian Theory of the Business Cycle, and 
domestic and international macroeconomics and macro finance.  
He has published over 50 articles in scholarly refereed journals.

...in fact, a government 
cannot bring about 

liberty and prosperity by 
these types of policies.  



20 L M R  M A R C H  2 0 1 2

IS “END THE FED” WORKING? - AN INTERVIEW WITH DR. WILLIAM BARNETT

first article on methodology I 
was hooked.  It was then merely 
a matter of reading everything I 
could on the subject.  

LMR: You are—whether 
officially or not—an expert on the 
Federal Reserve’s bookkeeping. 
Have you noticed anything 
suspicious since Bernanke’s 
massive asset purchases were 
rolled out in the fall of 2008?

WB:  Well I am hardly 
an expert.  However, even I am 
aware of some, shall we say, 
problems.  First, the Fed does not 
use GAAP [Generally Accepted 
Accounting Principles]; instead it 
has its own rules.  According to its 
own audited financial statements: 
“Accounting principles for 
entities with the unique powers 
and responsibilities of the 
nation’s central bank have not 
been formulated by accounting 

standard-setting bodies. 
The Board of Governors has 
developed specialized accounting 
principles and practices that it 
considers to be appropriate for the 
nature and function of a central 
bank, which differ significantly 
from those of the private sector. 
These accounting principles and 
practices are documented in the 
Financial Accounting Manual for 
Federal Reserve Banks (“Financial 
Accounting Manual”), which is 
issued by the Board of Governors. 
All of the Reserve Banks are 
required to adopt and apply 
accounting policies and practices 
that are consistent with the 
Financial Accounting Manual 
and the financial statements have 
been prepared in accordance 
with the Financial Accounting 
Manual.”

This has allowed then to 
engage in off-balance-sheet 
transactions estimated by some at 
over $10 trillion.  You or I would 
go to jail for that.  Moreover, the 
Fed’s balance sheet is, by any 
reasonable accounting standards, 
fraudulent.  To wit: the most 
recent (3/22/2012) Consolidated 
(for all 12 banks) Balance Sheet 
shows total assets (A) of some 
$2, 895B.  On the other side are 
liabilities (L) of some $2,841B 
and capital (C) of some  $54B.  
Thus leverage measured as A/C is 
over 53/1, or as L/C is over 52/1.  
This causes some to be concerned 
about the possibility of the Fed 
going bankrupt if the value of 
some of the junk paper on its 
books (e.g., the $851B of MBS 
[mortgage-backed securities]) 
goes south.  However, a closer 

look at its “liabilities” reveals 
that it counts some $1,055B of 
Federal Reserve Notes, i.e., paper 
dollars, as liabilities.  For what 
assets are these paper dollar soi-
disant liabilities to be redeemed?  
Answer: Different paper 
dollars.  Remember, the Fed can 
acquire all of the new Federal 
Reserve Notes it wants from 
the UST’s Bureau of Engraving 
and Printing for full cost; i.e., 
about 5¢ per note, regardless of 
denomination.  The same analysis 
holds, mutatis mutandis, for the 
Fed’s some $1,680B of deposits 
it lists as liabilities, also.  Thus, 
the essence of its balance sheet is 
fraudulent.

LMR: You have complained 
that the Fed’s zero-interest-rate 
policy (ZIRP) effectively tries to 
abolish scarcity. What did you 
mean by that, and what is the 
danger of such hubris?

WB: Well, I don’t think 
the Fed’s ZIRP tries to abolish 
scarcity for anyone except the 
U.S. Treasury.  I say that because 
action [in the sense defined 
by Ludwig von Mises of using 
means to achieve ends—eds.] 
is an attempt to remove felt 
unease and if someone had 
everything they wanted at the 
present moment they would not 
act—that is, nothing, including 
time, would be scarce for them.  
(Of course, this is absurd, as 
evidenced by the fact that 
everyone acts.)  But, action is a 
manifestation of time preference; 
i.e., no action, no time preference, 
and vice versa.  As interest and 
interest rates are consequences 
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of time preferences, a zero rate of 
interest indicates a lack of time 
preference and, therefore, a lack 
of scarcity.  Obviously, this is not 
the real world.  In effect, then, 
the Fed is trying to eliminate 
scarcity for the US government 
by allowing it to acquire current 
control of resources as if they 
were not scarce; i.e., as if lenders 
had a surfeit of everything and 
were willing to lend control of 
resources to the U.S. Treasury 
at zero interest.  That is, as if the 
lenders don’t care whether they 
have control of the resources 
now or later.  These false signals 
and the implications thereof are 
only possible because of the fiat 
money system.  Heck, if I could 

create fiat legal tender resources 
at will, the only marketable good 
that would seem scarce to me 
would be time.  

LMR: We have noticed that 
one of the major psychological 
changes wrought by this crisis 
is the willingness of economists 
to place all faith in the central 
bank. Hands down, Bernanke 
and his peers have raised the 
power and awe of central bankers 
during this crisis, much as (say) 
FDR enlarged the scope of the 
presidency while he was in office. 
What’s your assessment of this 
trend? 

WB: I think most 
economists are in awe of power 
and wish they had it.  Moreover, 
most are interventionist to a large 
or very large extent.  It would be 
very hard for them to have to 
explain why such interventionist 
policies – fiscal and regulatory, as 
well as monetary − have failed to 
return us to prosperity.  

Were I a mainstream 
economist, which I am not, 
I would think that we are in 
the midst of a recovery that 
will prove once and for all 
the efficacy of governmental 
policies in returning us to an 
economy characterized by full 
employment; a low, stable, rate 
of inflation; and solid growth.  
Moreover, as such I would be a 
positivist and think this a great 
test that is proving that massive, 
Keynesian-style, expansive fiscal 
and monetary policies, as well 
as pervasive regulation, is having 
success in righting the economy.  

My assessment is that these 
policies are and have been failures.  
That, in fact, a government cannot 
bring about liberty and prosperity 
by these types of policies.  
Moreover, I think it obvious that 
governments, including ours, 
have been “kicking-the-can-
down-the-road.”  That is, they 
have been doing any and every 
thing to postpone the inevitable 
disaster, necessarily making it 
much worse when it does come, 
as come it must.  I am inclined to 
think that the collapse will occur 
in the not too distant future.  
However, as Adam Smith said, 
there is a lot of ruin in a nation 
– it took 75 years for the USSR 
to go out of business − so, it 
may well take a good bit longer 
than I expect. In sum, I don’t 
think you can enrich a nation 
or make it free or more free by 
spending money as if there were 
no tomorrow, running mammoth 
deficits, “printing” money to cover 
the deficits (at least in substantial 
part) , and regulating and micro-
managing the financial sector, 
health sector, etc.  

LMR: Following up on the 
last question: Just as the effective 
power of central bankers grow, 
their status with the public is 
falling. Most of our readers have 
probably seen the “Ber-nank” 
YouTube video of the two talking 
bears, mocking the so-called 
quantitative easing program. 
Are we right in thinking that 
never before has the public been 
so well-informed and hostile to 
central banking? What’s your 
take on the balance of these Photo from Flickr by: Medill DC
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two opposing forces—namely 
the growth in the official duties 
of the central banks, amidst 
growing public cynicism of the 
actual central bankers?

WB:  I disagree that “never 
before has the public been so 
well-informed and hostile to 
central banking.”  I do think that 
it is possible today for the public 
to be better informed than ever 
before.  However, I think many 
people don’t care in a meaningful 
sense.   Most people have lives to 
lead – they work and have other 
obligations and don’t care to 
spend their spare time learning 
about the economy, including the 
Fed.  For some people their lives 
are such that they have no idea 
what the Fed is or does, if they’ve 
even heard of it.  Moreover, a 
large part of that group that is 
both interested and willing to 
spend some time learning about 
the economy, are faced with a 
huge amount of propaganda and 
misleading data and statistics 
provided by the government, 
including the Fed, and its allies.  

Most of the public comments I 
read and see in the media indicate 
gross ignorance; there are also 
some who put out propaganda 
for ideological reasons, and 
some because of ideology and 
ignorance.  Not to mention that 
many economists have vested 
interests in the current system; 
others really don’t understand 
how the macroeconomy works.  

Put it all together and I 
don’t see any significant upswell 
in anti-Fed sentiment.  This is 
not to deny the great increase 
in power that the Fed has 
usurped, or the huge increase in 
manipulations and regulations 
of the financial system.  Yet, I 
doubt that the “End the Fed” 
movement has any chance of 
success.  I think some people get 
upset when they hear something 
about bailouts of big banks, but 
this dissipates quickly.  We tend 
to have very short memories and 
the wool is easily pulled over our 
eyes.  How else, explain the high 
rate of reelection of incumbents.

The system is broken and 
I have no idea if it can be fixed.  
Certainly, the necessary policies 
would be very painful for a huge 
number of people, in the short 
run and, perhaps, longer.  I don’t 
think we have the necessary will.  
I think we will muddle along 
until we can’t, anymore.  What 
happens then, God only knows 
(and He isn’t telling).

The system is broken and I have 
no idea if it can be fixed.  
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