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Most of us interested in monetary reform have long taken for
granted that reform would only come about if we could first
persuade the monetary authorities—the central bank, but more
importantly, the government—to support it and carry it through.
It is probably fair to say monetary reformers are virtually all
agreed on this issue, despite the fact that they agree on very little
else, and most seem to regard it as obvious that there is no real
point even discussing it. One can hardly be surprised that it is
accepted by those who support government interference in the
monetary system, but it is also widely accepted by free market
bankers as well. For those of us who support free banking there
is a certain irony, to say the least, in advocating that the best
system is an unregulated one, and simultaneously recommend-
ing measures by which the government can bring about that
system. We do not believe in government intervention, but many
of us feel we have to use it, if only as a means of getting rid of
it. Yet there is an obvious problem playing this game—we need
the government's own co-operation, and it is against its own
interests to give it. Everyone might agree—and most in fact do—
that inflation is clearly undesirable, but inflation persists because
those who determine monetary policy have a vested interest in
continuing to pursue inflationary policies. Inflation is useful to
them because it imposes a hidden tax which can be levied without
too much political flak. The discretionary monetary policy regime
that creates inflation can be used for political ends, such as
buying off important lobby groups (eg, mortgage holders, by
reducing interest rates), or by trying to engineer pre-election
booms to win elections, and so on. Even the monetary authorities
themselves acknowledge that inflation is bad, and yet they
continue to deny their own responsibility for it, and treat it as
a problem over which they have no control. The problem, then,
is that it is not in the government's interest to implement worth-
while monetary reform, so it is not surprising that monetary
reformers have met with such conspicuous lack of success. Yet
most of us feel obligated to continue plugging away at schemes
for monetary reform because we can see nothing else to do, and
there is always the hope that someday someone in the govern-
ment might listen and put the broader social interest first.

It seems reasonable to ask whether there is an alternative. Is
it possible to reform the monetary system ourselves, with no
support from government other than it abstain from sabotaging
what we are doing? Most people would instinctively respond that
the answer is no, but it is not obvious why that is the case. The
more one examines the issue the clearer it becomes, in fact, that
that obvious answer is wrong. It is possible to reform the
monetary system without government support, and this article
sets out a technically feasible way to do it. The option thus exists,
and monetary reformers would be unwise to ignore it, the more
so as it has certain advantages over the traditional approach of
investing all our resources into trying to persuade the govern-
ment to do the right thing.' Instead of relying on a government
to sponsor a reform in which it has a vested interest in opposing,
reform would be implemented by private sector agents (ie, the
commercial banks) who would themselves benefit from it. Rather
than persuade the government to forego its own interest,
monetary reformers need only persuade the bankers to pursue
theirs and show them how to do it. The scheme still requires the

government not to sabotage it, but there is a world of difference
between the government supporting monetary reform, as the tra-
ditional approach requires, and it not sabotaging it, as required
by the reform proposed here. One might of course still point out
that the reform would only succeed to the extent that the govern-
ment did not prevent it. Moments occasionally arise, as recently
in eastern Europe, when governments lose their will to hold on
to power, and we must be ready to exploit such an opportunity
should it ever arise.

The Economics Behind the Proposal
It is perhaps best to begin by explaining the theory underlying

the proposal. We start off in an economy where people use a
particular unit of account, the dollar, for stating prices and other
nominal values, and they carry out trades using media of
exchange (eg, banknotes and checkable deposits) which are
denominated in these dollars. Media of exchange are used by
banks, but there is a central bank, the Federal Reserve, which
has a monopoly of the supply over base money. One can think
of base money as cash which is used by the public for certain
hand-to-hand transactions and by the banks as the redemption
medium they (usually) use when faced with requests to withdraw
deposits. The central bank is under no legal obligation to main-
tain the value of the dollar against any real commodities, so the
currency is an inconvertible one. The value of the dollar., and
hence, the price level, are then determined in textbook fashion
by factors such as the public's preferences between holding cash
and bank deposits, the banks' reserve-holding behavior, and,
most important of all, by the amount of base money the central
bank creates. An increase in the supply of base money leads to
an increase in the price level along the lines predicted by the
standard Quantity Theory of Money, and the faster the rate of
growth of base money, the higher the resulting inflation rate.
The analysis thus far is very conventional.

We need to be clear about the roles of media exchange and
the unit of account in this economy. Agents use media of
exchange (eg, banknotes or deposits) to carry out trades among
themselves, and though they might be issued by different insti-
tutions, all exchange media are denominated in the same unit
of account, the dollar:

— Individuals use the same unit of account because there are
certain economies from doing so. Using a common unit of
account minimizes the costs of transmitting information between
them—individuals don't have to translate' prices stated in
pounds, say, into prices stated in dollars, individuals will more
readily understand financial information provided by others, and
so on (see also White (1984, 1989)). A common unit of account
also eliminates exchange risk between two or more different units
of account. If you use dollars and I use pounds, there will be many
situations where we would have to take account of the risk that
the exchange rate might change, but exchange rate risk disap-
pears entirely when we both use the same unit of account. There
are, therefore, certain economies of standardization, and we can
think of those who use a particular unit of account as forming
a network which provides benefits to members which increase
with the size of the network itself—think of a telephone network
here, where the value of a phone to a user depends on how many
others have phones as well—and it is the fact that these network
benefits show increasing returns to scale which explains why we
normally only observe one widely used unit of account in an
economy at any given time.

—To see why individuals typically use exchange media
denominated in terms of the common unit of account, imagine
that two agents have agreed on a unit-of-account price in dollars,
all that is required is that they agree on an instrument of payment
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