Part 1

The Discovery of Business Cycles

Men often stumble over the truth, but most manage to pick themselves
up and hurry off as if nothing had happened.

Winston Churchill






Chapter 1

Gambling Man

John Law, I have always felt, is in a class by himself.

Joseph Schumpeter

A sword. He was standing there with a sword in his hand. Soon he
would be engaged in something frightening. He would be duelling with
John Wilson, the 23-year-old son of one of the town’s leading families.
John Wilson'’s carriage was arriving now, and the duel would start unless
Wilson had changed his mind and called the whole thing off. But why
had John Law accepted the duel? Why risk death at this young age — and
for something so stupid? He could just have excused himself, bowed out;
he could have walked away from the problem. Or he could simply have
disappeared from London for a while, until everything was forgiven and
forgotten. But John Law wasn’t that kind of person. Just as he always
reached out when he saw an opportunity, he also confronted the prob-
lems he met. And now, when the problem was that John Wilson had chal-
lenged him to a duel, Law was ready to fight his battle.

THE GAMING HOUSES OF LONDON

John Law was well spoken and well dressed. Although scarred by small-
pox, his face looked intelligent, and he was exceptionally tall (1.80 meters,
or 6 feet), good looking and charming. To the girls in his hometown of
Edinburgh, he had been known as “beau Law”. From the age of 14 to 17
he had been taught banking at his father’s counting house, and he had
demonstrated an extraordinary talent for mathematics during these years.
When the father died in 1688, he had left his 17-year-old son the revenues
from his banking and goldsmith activities. John Law had seemed to have
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every opportunity before him in Edinburgh, but he had wanted more out
of life than what the little town could offer. Much more in fact.

So he had decided to leave Scotland to go to London. Once settled in
London, he had soon begun frequenting the gaming houses to put his
talent for the study of numbers into use. And it had worked. After some
time he had gained a considerable amount of money. Soon this handsome
young Scotsman had become well known and admired, not the least
among the ladies. Life had really been fun!

But, slowly and insensibly, John Law turned into an irrecoverable
gambler. Gradually, he started to play with larger and larger amounts,
until one day he met his Nemesis: he lost so much in a game that he was
forced to mortgage his estate to pay the accounts.

Then, in the same year, he had been so stupid as to accept the duel
against Mr Wilson — all because of a slight flirtation with his girlfriend.
John Law was now 26 years old, and maybe he was going to die.

ON THE RuN

The duel was short and rough. Wilson left his carriage, approached John
Law and drew his sword. And then John Law made a single, defensive
lunge with a speed that completely took Wilson by surprise. John Wilson
fell to the ground moments later; deadly wounded. But before the day
was over, the police came to arrest Law, and soon after his apprehension
he was charged with murder. His case was heard, together with 26 others,
at a three-day hearing, where he was not allowed to have a defense lawyer
or to give testimony. His only defense was a written statement, which was
read aloud to the court. The verdicts came out on the third day. Most of
the defendants, 21 to be exact, would have their hands burn-marked
because they had stolen. One person would be exiled, and five would be
hanged. One of the five was a rapist, three were forgers. The last of these
five was John Law.

Fortunately, the sentence was later commuted to a fine, as the verdict
was changed from murder to manslaughter. Upset about this, Mr Wilson’s
brother lodged an appeal, and with the case still pending, Law was
detained in prison. But before the appeal was tested, John Law managed
to escape — there are no records on how. An advertisement calling for his
apprehension that appeared in the Gazette, described him in this way:

Captain John Law, a Scotchman, aged twenty-six; a very tall, black, lean
man; well shaped, above six feet high, with large pock-holes in his face;
big nosed, and speaking broad and loud.
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As this description fitted rather badly with reality, there was specula-
tion that this had actually been drawn up to facilitate his escape. Whether
true or not, the fact was that somehow he managed to escape from
England across the Channel to the Continent.

A New KIND OF MONEY

John Law traveled around in Europe for years, typically spending his
mornings studying finance, trade and the monetary and banking affairs
of the countries he visited; the nights were spent at local gaming houses.
He had learned a lot from his early losses at the gaming tables and had
now studied as many pamphlets as he could about statistical probability
(which had been described by, among others, Galileo, Pascal and
Bernoulli). When Law visited Amsterdam, he also speculated on the stock
exchange. It was probably in the year 1700, when he was 29 years old,
that he sailed back over the Channel and returned to Edinburgh. There,
he started promoting an idea that he had developed through his travels
in Europe and in which he believed deeply: if a country was to prosper,
it needed paper money. Paper money, he thought, would facilitate trade
much more than the traditional gold or silver currency. In 1705, he pub-
lished a pamphlet entitled Money and Trade Considered with a Proposal for
Supplying the Nation with Money. It began as follows:

There are several Proposals offer’d to Remedy the Difficulties the Nation
is under from the great Scarcity of Money. That a right Judgment may be
made, which will be most Safe, Advantageous and Practicable; It seems
Necessary, 1. That the Nature of Money be inquired into, and why Silver
was us’d as Money preferable to other Goods. 2. That Trade be consid-
ered, and how far Money affects Trade. 3. That the Measures have been
us’d for preserving and Increasing Money, and these now propos’d be
examin’d.

The pamphlet was promoted quite well, and posters summarizing the
proposal were put up in many places. It was well written, using argu-
ments that were clear and comprehensible. In explaining the difference
between price and value, he wrote, for instance, that:

Water is of great use, yet of little Value; Because the Quantity of Water is
much greater than the Demand for it. Diamonds are of little use, yet of
great Value, because the Demand for Diamonds is much greater, than the
Quantity of them.



6 Business Cycles

And then about paper money:

Money is not the value for which Goods are exchanged, but the Value by
which they are Exchanged: The use of Money is to buy Goods, and Silver
while Money is of no other use.

Scotland was in a recession at the time, and he believed that he under-
stood the problem. It was about money. The pamphlet introduced an
expression that hadn’t been used before: “demand for money”. Law
attempted to demonstrate to the readers that the supply of money was
too low and the interest rates on money therefore too high. The solution
would be to increase the supply of money. An expansion of the money
supply would lead to lower interest rates, he claimed, and it would
not lead to inflation as long as the country operated at full production
capacity.

He made another suggestion: the establishment of a “landbank” in
Scotland. This bank should issue notes up to an amount that should never
exceed the value of the land belonging to the state. Buyers of the notes
should receive interest and have the option to convert their notes into land
at a specific time. This new scheme would have two advantages:

e It would relieve the nation of the burden of buying more and more pre-
cious metal to supply coins that matched the growth of the economy

e It would make it easier for the country to manage the amount of money
in circulation, so as to match the fluctuating needs of the country

The proposal was very well written and generated a lot of excitement,
but it was also controversial. Critics ridiculed it, and referred to it as the
“sand-bank”, suggesting that it would “wreck the vessel of the state”.
Others supported the idea, however, and eventually it was debated seri-
ously in Parliament. But that was as far as it went; a majority of the
members turned it down. Disappointed with this, and with the fact that
he was unable to obtain a pardon for his manslaughter at the courts in
England (England and Scotland were two different countries at the time),
he returned to the Continent. There, he resumed his former occupation:
the games. As years went by, he became well known for his skills in gam-
bling houses throughout the capitals of Europe. He was more experienced
and careful now, and he became very rich.

John Law went on like this for 14 years, playing in Flanders, Holland,
Germany, Hungary, Italy and France. In many places, Law was thought
to be a bad influence on young people, and he was in fact expelled for
that reason from Venice and Genoa. He also gained some enemies because
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he now was so good at probability calculations that he kept winning at
the gaming tables, and because he kept running away with ladies that
were sometimes affiliated with other men. One day he met a lady called
Katherine Seigneur, who was married, and who came to like him so much
that she eventually ran away from her husband and escaped with Law to
Italy. They would later have children together. But he also made influen-
tial friends in high places. Among these was the French Duke of Orleans,
Philippe d’Orleans, who, like Law, was very handsome, extremely rich
and influential, rather charming, and even more of a womanizer than Law
himself.

Meanwhile, the paper money idea kept nagging in the back of John
Law’s head. You needed paper credit to get Europe to prosper; of that he
was sure. It was probably in 1708 that he suggested a landbank scheme
to the comptroller at the French court. The proposition was turned down.
After this he tried in Italy, and was turned down again.

A MINOR PROBLEM

But history is odd; sometimes it is the strangest coincidences that decide
the fate of nations. When the extravagant “Sun King”, Louis XIV, died in
1715, the French throne was left to an heir only 7 years old. Here, Law’s
friend Philippe d’Orleans entered the scene: being uncle to the young
king, he took control of the government. Unlike Law, the Duke had very
little understanding of banking and high finance, but unlike any other
head of state in Europe, he seriously considered Law’s ideas.

It was not an easy job that the Duke had taken upon himself. The
finances of France were in a shambles after the disastrous regime of the
spendthrift Louis XIV, who had been more interested in jewelry and
palaces than in balancing budgets. These were the key figures of the
state:

National debt: 2000 million livres
Annual revenue: 145 million livres
Annual expenses before interest payments: 142 million livres
Surplus before interest payments 3 million livres

It is not particularly good when your national debt is almost 14 times
as big as your annual tax revenue. This debt of two billion was owed
largely to about forty private financiers, who were also in charge of tax
collection, and the implications were truly horrible, because the annual
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The Duc de Saint-Simon would later write in his memoirs:
Nobody could any longer pay, because nobody was paid . . .

So what could the Duke of Orleans do? The five standard options of
ancient Europe seemed to be the following;:

e Declare national bankruptcy

e Raise taxes dramatically

e “Clip” the coins (call in all coins and exchange them for new ones con-
taining less precious metal)

e Sell privileges of monopoly for, for instance, all the trade within a given
commodity or colonial area

e Conlfiscate possessions of corrupt state employees

The Duke chose a combination of clipping and confiscating. He called
in all coins to the Mint, banned their use, and gave in return new coins
with only 80% of the precious metal in the old ones. But this was a very
unpopular move; moreover, the total contribution to the state finances
was only approximately 70 million livres.

The Duke also promised any citizen 20% of the fines and confiscations
if he could give information leading to conviction of corrupt state employ-
ees. This initiative was received with delight by the long-suppressed
people, and soon the courts were working at high speed. The government
confiscated 180 million livres, out of which — it turned out — the Duke used
about 100 million to give special grants to new employees. The total
account now looked like this:

Revenue from clipping: 70 million livres
Revenue from confiscations: 80 million livres
= Total revenue: 150 million livres

By using two of his options, the Duke had recovered the equivalent of
only 7.5% of the national debt, or less than two years” interest payments.
He was unable to do much more by his own initiative; he was neither
very competent nor energetic (except with the ladies). John Law, on the
other hand, was sharp as a knife, and Philippe d’Orleans knew it. In 1716,
the year after the Duke had taken the reins of the country, the Duke met
with Law to discuss the options. John Law, who was now 44 years old
and extremely wealthy, repeated what he had said so many times before:
to prosper, you needed paper money, and this paper money should be
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hard currency: no depreciations; no clipping. He proposed that they set
up a bank to administer the royal revenues, which should issue notes
entirely backed by either metal or land, in other words a modified land-
bank. The Duke said yes!

INTO THE UNKNOWN

On May 5, 1716, the bank was founded under the name “Law &
Company”. It had an assured activity from the outset, as it was declared
that all taxes should be paid in notes issued by Law & Co. — France was
now introducing paper money.

The capital of Law & Company was 6 million livres. If you wanted to
purchase its shares, you had to pay 25% with coins and the rest with
“billets d’état”. This was a very smart move. Billets d’état were the bonds
which Louis XIV had issued to finance his vast excesses. These were now
regarded as junk bonds and were trading at 21.5 while they had originally
been sold at 100. Table 1.1 outlines the scenario.

The reason that the effective interest rate was so high (and the market
price of the bonds so low) was, of course, that people were afraid of
national bankruptcy. But there was a potential way out: if the government
could somehow buy back its own junk bonds at the current, low market
price, then it could, in effect, reduce its debt from 2000 million (the
price it had sold them for) to 430 million (the current market price).
And it could do it without really hurting anyone! If by doing so, it could
restore confidence, the state would, in principle, be able to reduce its inter-
est payments to, say, 4.5% of 430 million livres by issuing new bonds.
The new interest rate burden would be only around 19 million livres/
annum.

Table 1.1 French government finances in 1716.

Seen from the Government’s point of view

Outstanding billets d’état (nominal value): 2000 million livres
Interest rate: 4.5%
Annual interest payments: 90 million livres

Seen from the investor’s point of view
Outstanding billets d’état (market value): 430 million livres
Effective interest rate (90 » 100/421): 18%
Annual interest receivables: 90 million livres
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UNTYING THE KNOT

The problem was how to coax 2000 million livres worth of junk
bonds back to the state without raising their market price. If people
really thought Philippe d’Orleans could get out of his squeeze, then
they would surely bid the bonds up, and his scheme would defeat itself.
It was a small part of this problem that John Law solved by inviting
people to pay for shares in Law & Company exclusively with government
bonds.

At this stage, Law’s “debt-for-equity swap” (as we would now call it)
was very small in proportion to the remaining national debt of 1850
million livres. The issue of the Law & Company bank shares brought back
only billets d’état worth 75% of six million, totalling 4.5 million livres —
nothing compared to the 2000 million. But Law had his next move ready.
He did three things:

e He made his notes payable “at sight”. This meant that you could walk
into Law & Company on any day you pleased, present your Law &
Company notes and get the full amount back in coins

e He made his notes payable in original coin. If the government resorted
to clipping coins (as so often before), John Law would still pay back the
original amount of metal

e He declared publicly that any banker who issued notes without backing
them with sufficient security “deserved death”

The result: the new paper money was accepted as hard currency and
was, from the outset, traded at 101 — that is, with a premium of 1% when
compared to coins of the same nominal value. Within a short time, this
presence of a reliable means of exchange began to stimulate trading:
business got better, and demand for notes rose by the day. Soon, Law &
Company was able to open new affiliates in Lyons, Rochelle, Tours,
Amiens and Orleans. One year later, in 1717, the price (in coins) of Law’s
paper money had risen to 115.

This was when John Law made his third strategic move, which was
even more brilliant than the first two. He proposed that the government
of France should make a new debt-for-equity swap on a scale which could
eventually absorb all remaining billets d’état. The Duke should agree to
the establishment of a company which was granted monopoly for trading
with two colonial areas, which France had claimed for herself in 1684: the
Mississippi River and the State of Louisiana. When the equity was to be
sold to the public, people should pay with billets d’état, and the national
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debt would disappear. The Duke was excited, and preparations for this
new “Mississippi scheme” began.

Meanwhile, the Duke turned his interest to Law’s bank. By now it was
no longer to be regarded as an experiment; it was an established success.
He decided to bolster it further with a number of new privileges, includ-
ing the sole right to refine gold and silver. And then he agreed to what he
had not been willing to do from the start: he renamed it “Banque Royale”.
The bank was now clearly under his control, and he could do with it what-
ever he pleased. What he did was based on four observations:

e People had gained confidence in paper money

e Paper money was a pain-free way for the government to borrow

e As paper money traded at a premium, it was apparently in short supply
e Paper money seemed to bring prosperity

Well then, why not print more paper money? If people bought the bank
notes for coins, he could spend that coin! So he instructed the bank to
print 1000 million livres worth of notes — more than 16 times as much as
it had done before. As the chancellor, D’Aguessau, disagreed with this, he
was immediately replaced by the more loyal D’Argenson. John Law was
horrified.

ON WITH THE MISSISSIPPI SCHEME

Meanwhile, John Law was about to launch his Mississippi scheme. At the
beginning of 1719, the privileges of the new Mississippi Company were
expanded so they now included:

e Exclusive trading rights for the Mississippi River, the state of Louisiana,
China, East India and South America

e A nine-year monopoly on minting the royal coinage

e The right to act as the national tax collector for nine years

e A monopoly for trading tobacco

In addition to this, the Mississippi Company was given all possessions
of the Senegal Company, the China Company and, not least, the French
East India Company. With the latter under control, the new giant was
expected to challenge the almighty British East India Co.

Given all these privileges, it was not difficult to think that the company
should make enormous profits. It was named “Compagnie des Indes” and
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a new public issue of 25 million livres worth of shares was announced —
an issue that would raise the total equity to 125 million livres. John Law
declared that he expected the shares to be honored by a total dividend of
50 million livres — equal to a 40% annual return on the investment. But
the offer was really much better than that, since you could pay with the
Sun King’s junk bonds. The calculation was as follows, if you wanted to
buy, for example, 1 million livres worth of shares:

Nominal share price: 1.0 million livres
Expected annual dividend: 0.4 million livres
Bought with 1 million livres nominal

billets d’état at rate 0.2: 0.2 million livres

Real yield on investment (0.2x200/0.2) = 200%! So you could appar-
ently expect a real return of about 200% per annum! 200%!!! Applications
to buy the stock poured in immediately and the issue was oversubscribed
in no time. As the staff needed several weeks to produce a list of the new
subscribers, John Law was unable during this time to tell the names of
the shareholders. This waiting period had a dramatic psychological effect.
A crowd of people started gathering in front of Rue de Quincampoix from
early morning to late evening to hear the result. Soon this crowd num-
bered thousands and filled the whole street. And it was not a usual crowd.
It included dukes, counts and marquises; all eager to make a killing. When
the list finally appeared, it was clear that the issue had been oversub-
scribed at least six times. In the free market, prices of the stocks soared to
5000 livres, or 10 times the subscription price. Law and the Duke of
Orleans decided to take advantage of this excitement and make a new
issue of 1500 million livres, 12 times as large as the first two.

THE GREAT BooMm

That issue really ought to have worried the investors. Consider this: they
paid with junk bonds, and no new capital — only the interest — was injected
into the company. But the profits per share were now diluted 13 times as
the capital was increased correspondingly.

But the public didn’t worry, and the giant issue was oversubscribed
three times. And then something very strange happened: although only
four years had passed since France had been in the deepest despair, the
entire country now started to virtually boil over in joy and happiness.
Prices on any luxury item began rising and the production of rich laces,
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silks, broad-cloth and velvets increased many-fold. Artisans” wages rose
four-fold, unemployment fell, and new houses were built everywhere. As
everybody watched prices rise, everybody rushed to buy, to invest and to
hoard before prices went even higher.

In Paris, the pot was boiling more than anywhere else. It was estimated
that the population of the capital increased during this period by 305000
inhabitants. Often, the streets were so crowded with new carriages that
nobody was able to move. And the city imported art, furniture and orna-
ments from all over the world as never before; not only for the aristoc-
racy, but now also for a new middle class. People who had bought stocks
on margin suddenly found that a few thousand livres could grow to more
than a million. Soon, a new word was added to the French vocabulary:
“millionaires”. The greatest benefit was, however, for the aristocracy.
This included John Law, who was a friend of the Irish émigré Richard
Cantillon — one of the most successful bankers in Paris. Law, Richard
Cantillon and his brother Bernard bought 16 square leagues of land in
Mississippi and enlisted around 100 settlers to prospect for gold and
grow tobacco there. Bernard left shortly after on a slave ship with his
settlers, but as he arrived, he found the environment much more
hostile than it had been portrayed in the salons of Paris — three-quarters
of his men died from disease and Indian attacks within the next four
years.

Such stories took time to reach home, however, and the speculative
fever in Paris showed no signs of abating. Many a bourgeois family,
which, during the preceding depression, had been severely squeezed, was
now saved by speculation in the Compagnie des Indes stock. One of these
was the Duke of Bourbon, who made so much money in his stock trans-
actions that he could rebuild his residence in Chantilly in a style of incred-
ible magnificence. His speculation also enabled him to import 150 selected
racing horses from England and to buy up an enormous amount of land.
Many other members of the bourgeoisie made it big, but one of the largest
players was Law’s friend and co-investor Richard Cantillon, who accu-
mulated massive amounts of shares while the prices were still good.

OcCcCASIONAL TREMORS

Stock trading is rarely a one-way street; even the wildest bull market has
its setbacks. And so indeed had the shares of Compagnie des Indes. On
more than one occasion they fell sharply within a few days, enough to
wipe out many a margin-trader. During such an occasion, M. de Chirac,
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a physician, went to see a lady who was feeling ill. Chirac wasn't feeling
too well himself: he had bought Indian stocks which had been falling
drastically for several days. So, when he took the lady’s pulse, his mind
was on the stock market. Musingly, he said:

“It falls! It falls! Good God! It falls continually!”
Panicky, the lady stumbled to reach the bell while she cried:

“Oh, M. de Chirac, I am dying! I am dying! It falls! It falls! It falls!”
Astonished, Chirac asked the lady to what she was referring.

“My pulse! My pulse! . ..,” she answered, “. .. I must be dying!”

Fortunately, M. de Chirac was able to calm the lady by explaining that he
had been referring to the India stock price, not to her pulse.

LAw GETS RATHER POPULAR

As the bull market continued, something strange happened outside John
Law’s house in Rue de Quincampoix: the entire street was transformed
into a stock exchange filled with speculators scalping the price move-
ments of Compagnie des Indes. Stock-jobbers and brokers rented any
house they could get in the street, at prices 12-16 times over the usual,
and even bars and restaurants were transformed into trading houses.
Together with the speculators and the money came the thieves and
swindlers. It was not unusual for a troop of soldiers to be sent to clear the
Rue de Quincampoix at night.

Eventually, the noise and the crowd became too much for John Law,
who found a new residence in the spacious Place Vendome. But he
couldn’t move away from the people, because in their eyes he was the
epicenter from which all activity generated. To them he was greater than
any king had ever been; the greatest financial genius, the man who had
single-handedly created the new prosperity of a nation. The aristocracy
bribed Law’s servants with large amounts to get an audience with him.
Whenever he drove in his carriage, a royal troop of horses had to ride
before to clear the street of admirers. And the speculators and the stock-
brokers had to know every move he made. As Saint-Simon noted in his
memoirs:
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Law, besieged by applicants and aspirants, saw his door forced, his
windows entered from his garden, while some of them came tumbling
from the chimney of his office.

And the Duchess of Orleans:

Law is so run after that he has no rest, day or night. A duchess kissed
his hands before everyone, and if a duchess kisses his hands, what parts
of him would ordinary ladies kiss?

So, like bees moving with their queen, the crowd moved with John Law.
Soon, booths and tents were erected all over the square in front of his
home, and Place Vendome was transformed into a hectic marketplace; a
marketplace where not only stocks and bonds were traded, but where any
kind of business took place. And the noise was even worse than it had
ever been in Rue de Quincampoix. The Duke received complaints about
this new mess; not least from the chancellor, whose court was situated on
the same square: because of the noise it had become impossible for him
to hear the advocates. John Law agreed to look for a new solution and
bought Hotel de Soissons, which had a large garden to the back. At the
same time, a verdict was published that forbade stock-trading in any other
place than in that garden. The crowd moved once again, and more than
500 tents and pavilions were erected behind the hotel. At this time, anyone
and everyone in Paris seemed to be speculating in the India stock, which
was in an accelerating bull market. The story goes that the sober Abbe
Terrason and his equally sober and intellectual friend M. de la Motte had
congratulated each other that neither of them took part in the public
madness. A few days later, however, la Motte fell into temptation and
went to buy some India stock. But as he was entering Hotel de Soissons,
who did he meet coming out from the building? The Abbe, of course, who
had just bought at the market. For a long time after that episode, both of
them avoided the subject of speculation during their frequent philosoph-
ical discussions.

Meanwhile, the Duke was printing still more notes through Banque
Royale. Why shouldn’t he? Wasn't it evident that the money printing had
made the country prosper? And if so, why not print more? Money was
simply like oil to the economic machinery, wasn’t it? The more oil, the
better the machinery worked! And the better for the stock market too. The
shares of the Mississippi Company had appreciated from their initial price
of 150 to no less than 8000. This was the day that a speculator taken ill
sent his servant to sell 250 shares because he had heard of this fantastic
price. When the waiter came to the market, he saw that the price was in
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fact even better, and sold at no less than 10000, which was 67 times the
original issue price — an amazing rise of 6700%. When he came back, he
gave his master the expected revenue of 4 million. Then he went to his
room, packed his things, as well as the remaining 0.5 million, and left the
country as fast as he could.

But then, one day in early 1720, something quite strange happened. A
man appeared in front of Banque Royale with two carriages containing
an enormous pile of notes. And he was angry. Very angry . ..






