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The Demonetization of the Dollar

Presumably, few of our readers, or any Americans for
that matter, have to be told that the value of what they
consider to be money (U.S. fiat dollars) has been eroding
nearly continually for more than 40 years. People do not
need newspaper articles or television news broadcasts to
inform them that prices increased last month and many
preceding months. They see it in every trip to a store that
requires more dollars to buy the same amount of goods.

Recognition of rising prices now is quite general, but it
was slow in developing. At first the price increases were
small and were hardly noticeable. Most Americans did not
protest them; they seemed a small price to pay for a
rapidly expanding economy that rewarded Americans with
generous increases in consumption. However, during more
recent years, prices increased more rapidly than wages,
and workers' real earnings began to decrease. The typical
American who measured his well-being by what he could
buy, found that he was not so well off as he was earlier.
Thus, he finally recognized the harm associated with
rapidly increasing prices.

How has he responded to this problem? His attempted
solution has been to demand more wages to offset the
higher prices. Most union contracts now contain "cost-of-
living" clauses, which automatically adjust the wages of
union members for increases in consumer prices. The
indexing of wages mitigates the harmful effects of rising
prices, but does not prevent them. Increased wages are
"passed through" to the consumer in even higher prices.
Wages then are adjusted upward but always with a lag. Of
course, workers unprotected by cost-of-living clauses
suffer even more.

Protecting oneself from the deleterious effects of
inflating indeed is a formidable challenge. Part of the
reason for this most probably is that inflating destroys
the reliability of the monetary unit, which has an impact
on nearly all aspects of economic activity. The role of
money no longer can be taken for granted in this
country, even at the level of day-to-day transactions. In
this article we describe the three essential functions of
money and how inflating has subverted the usefulness of
fiat dollars in performing those functions.

Medium of Exchange

If asked what role the U.S. dollar plays in the
economy, most Americans probably would reply that
money is the means of purchasing things. A simple role, it
would seem. However, when analyzed in some detail, this
role surely is not simple and its importance becomes
readily apparent.

Whenever one purchases goods by exchanging dollars
for those goods, in effect he is trading a part of what
he has made available to others for a part of what all
others have made available to him. That person had
been given dollars (wages, rent, interest, or profit) for

his contribution to the production of goods or the
performance of services. He then exchanges those goods
or services for other goods or services. Money facilitates
the exchanges, serving merely as a medium of exchange.

That many persons think in those terms when making a
purchase with currency or a check is highly improbable.
The exchange of dollars for goods has been so routine
that probably few give the activity a second thought.
Although many complain that more dollars now are
required to purchase the same amount of goods, few
people complain of the receipt of more dollars for their
contribution to production. Moreover, few recognize that
those pieces of paper (currency or checks) have virtually
no intrinsic value; the world could be flooded with them
and yet all would starve if human effort were not
extended for processing food. At best, money facilitates
exchanges; otherwise, it hinders them and the economic
progress associated with specialization and the division of
labor.

The cost of printing $100 bills or $1000 bills is the
same as printing $1 bills. Likewise, writing larger numbers
on a check costs directly no more than writing small
numbers. Neither does increasing the denominations on
these pieces of paper increase the amount of goods and
services available. Quite to the contrary, doing so
introduces inefficiencies that retard the availability of
goods and services in the long run.

Serving as a medium of exchange is only one of three
functions that a unit must perform if it is to be useful as
a "money." It also must be a standard-of-exchange value
and a store-of-exchange value. However, if any one of
these three functions is not performed, a unit will not
serve as money for long.

So far, inflating has had little effect on the functioning
of the fiat dollar as a medium of exchange. By far most
Americans still use Federal Reserve Notes or personal
checks denominated in dollars in final payment for
purchases. However, alternatives have developed and are
being used by some. Gold Standard Transfers now are
offered by the Gold Standard Corporation (1127 West
41st Street, Kansas City, Missouri 64111), which are like
checking accounts enabling depositors to transfer by
written order in denominations of 0.0001 troy ounce of
fine gold. With gold "priced" at 150 fiat dollars per
ounce, that amount of gold would be worth 1.5 cents. We
have no idea how wide the acceptance of this means of
payment has been to date, but the fact that this
alternative has been offered indicates an increasing
dissatisfaction with fiat dollars as a medium of exchange.

Moreover, organizations called "barter exchanges"
reportedly are being created in large numbers across the
country. The purpose of these exchanges is to bring
together people who wish to exchange their goods or
services directly for those of another, in short, to barter.
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No dollars are involved. Bartering on an individual scale
always has been practiced. For example, a neighbor
trading his skill of, say, fixing an automobile in return for
having the car owner help him paint his house would be
bartering. Such exchanges usually are largely for con-
venience and do not reflect a loss of faith in the dollar.
The barter exchanges recently created go beyond this
restricted use. They were created so that large groups of
people might exchange directly their goods or services for
what they needed. In some instances, "exchange checks"
are issued for the value of what is offered. When held,
these exchange checks can be traded for other goods;
thus, these checks replace the dollar as the medium of
exchange. In fact, they have become money for that
group, inasmuch as they also serve as a standard of value
and a store of value.

In June 1976, Nelson Bunker Hunt, chairman of Great
Western United, announced that that company had
contracted with Panama to purchase raw sugar. Payment
for this sugar would not be in fiat dollars but in silver.
According to Mr. Hunt, such an arrangement provided
"potential protection from inflation and from a corre-
sponding decrease in the value of paper currencies." In
this transaction, silver was the medium of exchange.

While still limited, there is increasing evidence that the
use of the fiat dollar as a medium of exchange may be
eroding. Most probably, this is attributable to the
continuous and rapid depreciation of the value of that
unit during the past decade or so. Persons have found
that they can rely less on the quoted dollar value of
various things for comparing relative exchange values, so
they return to bartering.

Standard of Value, or Accounting Unit

Although the most visible function of money is that of
a medium of exchange, the functions of serving as a
standard of value and a store of value are equally
important. If either one or both of these functions are
not served, a unit can not serve long as a medium of
exchange. That the U.S. dollar once was highly reliable as
both a standard of value and store of value can not be
denied, but that was when holders of dollars could have
them redeemed for a specified amount of gold.
Undeniable now is that, because of inflating, fiat dollars
no longer are highly reliable for those purposes.

Nearly continuous inflating for 4 decades has resulted
in a rapidly rising general price level. We have described
this process many times, and shall not repeat it here. (See
Economic Education Bulletin for October 1970, for June
1974, and for September 1974.) Because prices in general
have been rising but prices of all specific things have not
been increasing proportionately, historical accounting in
fiat dollars of the exchange values of specific goods and
among different goods has become distorted. In short, as
a long-term accounting unit (which is another name for a
standard of value) fiat dollars are failing.

Historically, many measures of economic activity were
stated in dollar units. The dollar amount of orders, sales,
income, inventories, and output, for example, were
analyzed for various business and academic purposes.
However, because of rapidly increasing prices, these data
now must be "adjusted before they are useful. This is
clear evidence that the dollar has become an inadequate
standard of value, for there is no such thing as an
"adjusted dollar." All such price adjustments are poor
substitutes for data that would be perfectly accurate in
the absence of generally rising prices.

The problems associated with the failure of fiat dollars
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to serve as a reliable accounting unit have become highly
evident in the financial reporting by corporations. The
assets of most corporations are recorded at original cost
for accounting purposes. However, because of rapidly
increasing prices, most of these assets would cost
substantially more to replace at current prices. This is the
situation for plant and equipment as well as for
inventory. By taking depreciation expenses on the lower
amounts, businessmen have not provided adequately for
replacing the assets when they are worn out, and in doing
so they have reported larger profits than warranted. The
larger reported profits caused companies to pay needlessly
high taxes and left them with less internally generated
funds. In the early stage of generally rising prices few
recognized these distortions. Now most do. Nevertheless,
a good way to cope with these distortions has yet to be
found. Consequently, businessmen and investors have no
reliable accounting basis for knowing what has happened,
let alone for forecasting what might happen.

The distortions accompanying a depreciating monetary
unit have had a large adverse impact on the decision-
making process itself. With rapidly increasing prices, how
is a businessman to know whether he is paying a fair
wage or charging a fair price at any given time? Should he
raise his price anticipating cost increases? Will he lose his
competitive edge if he does? Will he lose profits if he
does not? Does he add to inventory now before the costs
increase again, or will he be caught with too much
inventory that hell have to liquidate below cost? Should
he expand now to avoid higher costs later, even though
capacity is adequate now? All such questions reflect the
needless uncertainty of a monetary unit no longer
functioning well as a standard of value.
. This failure also is apparent in the international sphere.

From World War II until the late 1960's or early 1970's,
the U.S. dollar had been the standard for the value of
most other currencies. Even the value of the inter-
nationally created Special Drawing Rights (SDRs) initially
was quoted in dollars. However, because of the rapid
depreciation of the dollar vis-a-vis other currencies and
gold, the dollar no longer is as widely used as an
international standard of value. SDRs no longer are
denominated in dollars; their value is set by a "market
basket" of currencies. Likewise, most organizations that
provide exchange-rate data present the values in terms of
a market basket of currencies as well as in terms of the
fiat dollar. That the fluctuating value of a group of
currencies could serve as a reliable standard of value is
ludicrous, and that such an arrangement is more useful
than the once-reliable U.S. dollar is a tragedy.

Store of Value

That inflating has undermined the usefulness of the
dollar as a store of value is so evident as to need little
comment. We have reported elsewhere (Economic Educa-
tion Bulletin for February 1977) that since 1940,
Americans have been robbed of $1.8 trillion of the
purchasing power of their savings through higher prices. A
person who attempted to store his savings in dollars in
1940 would have lost 75 percent of the purchasing power
of those savings by 1977. With general price levels
increasing 6 percent annually, a person who holds wealth
in the form of a savings account paying 5 percent interest
annually, actually loses 1 percent a year in purchasing
power, even before paying taxes on his "interest income."

Because the dollar no longer is a useful store of value,
"traditional" investments denominated in dollars have
yielded losses during recent years. Therefore, many



investors have been forced to seek to preserve the buying
power of their invested funds by the conservative
approach of holding precious metals or the highly risky
approach of speculating in options, commodities or
something else in the hope of beating the rate of currency
depreciation. Such investments contribute nothing to
capital formation, which is one of the primary contrib-
uting factors of improved economic well-being. Surely the
investors should not be blamed for this; they would be
foolish to do otherwise. These actions are another
product of a rotting monetary unit.

Conclusion

Of the three functions that a unit must serve in order
to be highly useful as money, the fiat dollar during recent
years clearly is performing less efficiently, particularly as
a standard of value and a store of value. Moreover, there
is some evidence that its function as a medium of
exchange also is being eroded. Unless U.S. officials stop
inflating, and there seems to be little chance of that in
spite of much rhetoric about it, these trends will
continue. Sound efficient functioning of the economy will
become more difficult as the monetary unit serves its
functions less and less well. This is not guesswork.
Numerous historical events clearly reveal that social and
economic chaos accompanies a rapidly depreciating
monetary unit.

Witness the already enormous waste of resources
involved in attempts to cope with the rotting fiat dollar.
How many thousands of accountants and analysts are
trying to "look behind" nominal dollar figures to
ascertain what really is happening? How many financial
officers are engaged in money management efforts simply
to reduce the losses from the depreciating currency? How
many erroneous business decisions have been made
because dollar figures are misleading or because expecta-
tions about the future value of fiat dollars were vastly
wrong? How many investors are placing their funds in
nonproducing assets because dollar-denominated assets
and other traditional investments now almost guarantee
losses in purchasing power? In the economic environment,
one need not wonder why there is so much concern
about the economy even as it moves into the third year
of expansion from the most severe recession since the
1930's.

A useful monetary unit cannot be established by
Government fiat; the practices of the public ultimately
determine what serves as money. As the fiat dollar
becomes less useful, what might take its place? We
mentioned above the offering of gold transfers. In
addition, since January 1, 1975, South Africa has been
selling a one troy ounce gold coin (Krugerrand) in the
United States that has been purchased in large quantities.
Reportedly, Engelhard Minerals and Chemicals Corpora-
tion also is about to issue a similar gold coin. Might these
eventually serve as money? Perhaps the silver dimes,
quarters, half dollars, and dollars issued in the United
States prior to 1965 will be dishoarded and used again as
money. There is no way of predicting with confidence
what commodity eventually will replace the fiat dollar,
but history suggests that it probably will be a unit of
gold, or possibly of silver.

Critics of a commodity-based currency are fond of
asserting that the height of waste is to dig up gold in one
place and bury it in another simply to provide a
monetary unit. We ask if this use of resources is not
worthwhile in view of the economic and social harm
caused by a fiat monetary unit?

STATISTICAL INDICATORS

Among the primary leading indicators of business-cycle
changes, constant-dollar new orders for consumer goods
decreased during April after increasing during the preceding
two months, and constant-dollar contracts and orders for
plant and equipment increased during April after decreasing
during February and March. Both of these series remain
appraised as expanding cyclically. The index of 500
common stock prices decreased during May and is
appraised as probably contracting. It is the only primary
leading indicator so appraised. The percentage of primary
leaders appraised as expanding cyclically remains 58.

No new data were received for any of the primary
roughly coincident or primary lagging indicators. All such
series appear to be expanding cyclically.

That seven of the twelve primary leading indicators
apparently are expanding cyclically and only one
apparently is contracting cyclically suggests that general
business activity will continue to expand during the next
few months.

BUSINESS
AUTOMOBILE PRODUCTION, SALES,

AND INVENTORIES
During the 3 months ended in April, domestic

automobile manufacturers produced 2,443,303 passenger
cars, which was 6.3 percent more than the number
produced during the corresponding period of 1976 but
7.3 percent less than the record number produced during
the 3 months ended in April 1973. As Table 1 shows, the
year-to-year increases in domestic automobile production
were very large last May and June, when the comparisons
were with production near the trough of general business
activity in 1975. Since then, year-to-year percentage
changes have fluctuated markedly, reflecting irregular
influences such as the timing of model-year changeovers,
strikes, and weather conditions. For example, the
relatively large production during March probably was
partly attributable to "catch up" production from
January and February when production was interrupted
by winter storms.

Production during May is estimated to have been about
13 percent more than that a year earlier, and automakers
have scheduled production of about 949,000 units for
June, 11 percent more than they produced during June
1976. Preliminary schedules for the third quarter of 1976
indicate that automakers plan to produce about 1.9
million passenger cars then, or about 12 percent more
than during the corresponding period last year. The

Table 1
DOMESTIC AUTOMOBILE PRODUCTION

(In thousands)
Percent

Change From
Month 1975 1976 1977 Year Earlier

January 665 708 +6.4
February 682 697 +2.3
March 823 932 +13.2
April 793 814 +2.7
May 604 778 +28.8
June 621 854 +37.5
July 490 531 +0.4
August 497 530 +6.6
September 663 657 -0.9
October 756 694 -8.2
November 617 775 +17.2
December 570 718 +27.8
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Table 2
NEW CAR SALES

Sales* during Percent change
Model 3 months ended from year-earlier
type April 1977 3 months

Foreign 539 +48.3
Small U.S.t 808 -8.9

+7.7Subtotal

Other U.S.
Total U.S.

Total
* In thousands.

1,437

1,576 +15.2
2,383 +5.7
2,922 +11.6

\ Sub-compact and compact.

Percent
share of market
1976 1977
13.9 18.4
33.9 27.7
47.8 46.1
52.2
86.1

100.0

53.9
81.6

100.0

output now scheduled for the June-September period if
realized would exceed the record production of the
comparable period of 1973. Presumably, these schedules
would be reduced if domestic sales of U.S.-model
automobiles should be disappointing in the near future.

During the 3 months ended in April, dealer sales of
new U.S.-model cars totaled 2,383,266 units, or 5.7
percent more than that during the comparable period of
1976. Of the U.S.-model automobiles sold during the 3
months ended in April, about 34 percent were compact
and sub-compact models. The remainder were inter-
mediate-sized, full-sized, and vans. During the corre-
sponding period of 1976, about 39 percent of dealer sales
of new U.S.-model cars were compact and sub-compact
models.

Many commentators have asserted that consumers'
preference for "gas guzzlers" has increased in spite of
higher fuel prices, or perhaps because of prospective
disincentives on the production of large automobiles.
However, as the data in Table 2 show, the recent trend of
consumer purchases indicates not so much a rejection of
small cars as such but rather a preference for foreign
models (which are nearly all classified as sub-compact or
compact) over the small cars designed and produced by
the domestic automobile manufacturers.

Unit sales of foreign models during the 3 months ended
in April were a marked 48 percent more than those
during the 3 months ended April 1976. Although the
number of new cars sold during the 3 months ended in
April was about 300,000 more, or 11.6 percent more,
than that during the year-earlier period, foreign-car sales
accounted for almost three-fifths of the increase, and the
domestic producers' share of the U.S. new-car market
decreased 4.5 percentage points then.

At the end of April, dealers had an inventory of about
1,697,000 cars, which was about a 54-day supply. (The
days' supply is the end-of-month inventory divided by the

daily selling rate for that month.) A year earlier, the days'
supply of such automobiles was 53, but historically the
days' supply at the end of April has been somewhat
larger. Dealer inventories of imported cars decreased for
the third consecutive month to 509,000 at the end of
April. This number was 8 percent less than that a year
earlier. The end-of-April inventory of imported cars
represented about a 60 days' supply, which was a
relatively low rate for such inventories.

The comparatively ambitious production schedules of
the domestic automobile manufacturers for the next
few months apparently reflect expectations of some
inventory accumulation by U.S. dealers and possibly
the expectations of an increased market share for their
cars because of inadequate supplies of foreign cars.
Unless sales of U.S.-model cars increase more rapidly
than they have during recent months, U.S. automobile
production probably will not equal the currently
planned record volume.

Domestic automobile production probably will con-
tinue to increase during the next few months and
contribute to further general business expansion.

DEMAND
RETAIL SALES

Estimates of retail sales during the most recent week
and 4 weeks compare with such sales during the
corresponding periods a year earlier as follows:

Period Percent change

Week ended May 21 +11
Four weeks ended May 21 +11

PRICES
COMMODITIES PRICES

Index
Spot-market, 22 commodities*
Commodity-futures
Steel-scrap

1976 1977
May 24 May 16 May 23
527 572 565
686 818 845

$81.83 $65.83 n.a.

June 3 May 26 June 2
Gold $127.20 $143.70 $141.95
*For the preceding Tuesday, n.a. Not available.
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