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Executive summary

The derivatives market is not the outcome of a natural development, as falsely suggested by
mainstream economics in picturing it as a creature of the market’s immune system fighting risk-
concentration. Rather, it must be seen as a defensive measure on the part of the managers of the
dollar, in order to perpetuate their power to issue irredeemable promises. They hope that by
creating infinite demand for T-bonds they can prevent interest rates or, by implication, prices
from running away. However, the managers are playing with fire. Interest rates may keep
falling, dragging prices down with them. This spells deflation and depression not only in the
United States but also in the world.

Exter’s pyramid

John Exter, the six-foot tall „gnome” of the Federal Reserve Bank of New York and one-time
custodian of earmarked gold locked up in the Liberty Street fortress in Manhattan, is best-known for
his model of the money supply represented as an inverted pyramid. Exter belongs to the school
teaching that the current experiment with irredeemable currency is more likely to lead to a deflationary
than an inflationary catastrophe.

The inverted pyramid is delicately balanced on a tip of pure gold. Its upper layers consist of
money of increasingly greater proliferation such as Federal Reserve notes, T-bills, bank deposits, as
well as other bank liabilities. The layers are graded according to safety, going from the safest, gold at
the bottom to the least safe, the layer of electronic dollars at the top.

While appearing placid, static, and monolithic, the pyramid comes alive every once in a while
when a monetary or banking crisis erupts somewhere in the world. There is great commotion and
agitation manifested by the scrambling of assets downwards to less prolific layers below, in the wake
of owners trying to take a „flight to safety” — as it has been happening with increasing frequency in
the twentieth century, especially during the fourth quarter, after the United States defaulted on its gold
obligation to foreign governments in 1971. The pyramid is deflationary because, although it is
increasing at a double-digit rate, it threatens to collapse to its low-lying layers in consequence of
repeated monetary crises.





Futility of price control

The irredeemable dollar is not a stable monetary standard. Like all irredeemable currencies in history,
the dollar is facing periodic runs that will ultimately wipe out its value. The purchasing power of the
dollar is being destroyed through relentless price rises. As long as the rate of average price rises can be
kept under control, people don’t worry too much about the value of their money. They are lulled into
believing that what goes up will come down. The problem, therefore, is whether the government can
limit price rises to, say, 3 percent per annum.

Limiting price rises administratively through price control is a non-starter. Black markets
would spring up and people would take black market prices as „real” rather than the managed prices at
which supplies were either unavailable or of inferior quality. The government has to resort to a method
more sophisticated than that. So it attempts to control prices by taking advantage of the so-called
„linkage”, (a.k.a. Gibson’s Paradox), the well-observed albeit not so well-understood phenomenon that
prices and interest rates are linked. Neither is free to move independently of the other, in particular one
cannot, apart from leads and lags, run away while leaving the other behind.

The task facing the government is still daunting. In an inflationary scenario it is not enough to
control short-term interest rates. But that is all the central bank is equipped to do: it is quite powerless
to control long-term rates. So the government resorts to chicanery. It tries to enlist help from bond
speculators to keep interest rates low by letting them bid up the price of T-bonds.

Making bond speculation risk-free

But how can the government persuade bond speculators, arguably the smartest lot in finance, to do its
bidding? Well, that’s just the thing. The government has to make bond speculation on the bull side of
the market risk free. That is a tall order. How can it be pulled off?

Here is how. Speculators are encouraged to build up large inventories of T-bonds and „hedge”
their long position in the futures market. That’s the tricky part. Simple hedging won’t do. The hedges
must also be hedged.

In effect, the government legalizes unlimited short selling of T-bonds thereby creating
unlimited demand for them. As any demand for bonds when fine-tuned is expected to result in a
declining long-term rate of interest. To guard against the danger of falling interest rates spreading the
fire to falling prices, the central bank stands ready to hose down the price-decline with liquidity. The
arsonist is girding himself as a fire-fighter.

In the absence of unlimited short selling the value of dollar-denominated bonds would be
devastated even before that of the dollar. But as the recent sub-prime crisis has demonstrated, this is
not what is happening. There is hardly a ripple-effect in the bond market even after the value of the
dollar is shattered. Bond hedges do work. Bond values can be insulated from the vicissitudes of the
dollar by the layered structure of the shadow pyramid.

Mendacity of mainstream economics

The question arises why it is that prices of agricultural products can be effectively hedged by first-
round control, without constructing an infinite tower of hedges of ever higher order. Here I must point
to the mendacious nature of mainstream economics. It teaches that hedging bond prices is no different
from hedging agricultural prices. The very same principles apply in bringing about the same
desiderata: stable bond prices and stable interest rates. This teaching is a shameless lie spread by
mainstream economists who are paid to know better. The proof is: the Babeldom of interest rate
derivatives. No infinite tower of hedges is needed to stabilize the prices of agricultural goods; by
contrast, simple hedging will not stabilize bond prices. The fact is that the risks involved in
fluctuating gold and bond prices, or fluctuating interest and foreign exchange rates have been
artificially created. They are man-made: the same as risks created in gaming casinos. How do we
know? Well, under a gold standard all of the above risks were absent. At any rate, variation in the gold
and bond prices or in interest and foreign exchange rates were so small that no organized speculation
could spring up spontaneously for lack of sufficient volatility.


