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1.

ECONOMICS: FACT OR FICTION

An earlier discussion entitled ‘The Evolution of Economics’ attempted to provide a very basic introduction to economics in terms
of some of its various ideological foundations and models of operation. However, more emphasis was possibly put on the wider
issues surrounding the future dependency on global resources, see Growing Storm, which then made reference to other
predictive models describing the future of the global economy.

These earlier discussions recognised that today’s global economy does not operate in a vacuum, divorced from other human
activities and, as such, the reader may wish to also make reference to other discussions entitled The Scope for Political
Evolution plus Population and Resources and finally Human Evolution.

While these latter discussions may not be seen as directly connected to present-day economics, they may possibly provide
some insights to the direction of travel and of the many factors that may influence the development of a globalised economy in
the future. Of course, the accuracy of any predictive model stretching out into the future has to be questioned, such that it is
recognised that any prediction can only rest on probability not certainty. However, in the process of trying to come to some
basic understanding of economic theory, there appears to be much criticism of present-day economic models and their ability
to predict any of the ‘boom and bust’ cycles, even from the perspective of a few months, let alone years. Therefore, this second
discussion of economics will be more focused on the criticism of today’s accepted economic theory and why it might actually be
contributing to another global crises, which may have very negative repercussions on the majority of the world’s population.
However, we shall start by introducing some of the fundamental terms used to described the workings of any economy, which
can then be used to construct a more descriptive model of the ‘dynamics‘ within the economy at large.
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Economy: From a financial perspective, the state of a country or region is often defined in terms of its production and
consumption of goods and services plus the amount of currency in circulation, which might be initially quantified in terms
of the sum total of all its transactions.



Transaction: Beyond the basic idea of barter, a transaction can be introduced in terms of a buyer giving money, currency
or credit to a seller in return for some valued asset, i.e. goods, service or commodity. Today, many of these transactions
are grouped into specific market types.



Asset: In the current context, an asset is simply something that has value, e.g. goods, services or commodity, which might
be exchanged or traded.



Money: In this discussion, money will be initially described as something that is distinct from a fiat currency in that it
retains some notion of intrinsic value. From a historical perspective we might equate money to coinage in gold or silver.



Currency: Is a promissory note, i.e. an IOU, issued by a nation-state that promises to pay the bearer a certain amount.
Initially, this IOU came with a redemption promise to exchange the currency note back into gold or silver coinage, although
this promise no longer applies in most nation-states.



Credit: Allows one party to obtain an asset from another party in advance of needing to or even necessarily being able to
immediately reimburse the other party, which then usually involves some additional payment by way of interest.



Deficit: In financial terms, a deficit is created when expenditure exceeds income.



Debt: Is a amount owed to all creditors, although we should defined two specific classes of debt, i.e. public and private.
Public debt is the accumulation of a deficit between what the government takes in by way of various tax revenues and the
amount of money it spends year-on-year. Private debt is defined as the amount of money that an individual owes to all
financial institutions, i.e. both credit card debt and mortgage loans. See The Growth of Debt for more details.

While we will need to add to this initial vocabulary, it is believed to be sufficient to start the discussion, although we possibly
need to table a question around one other term:
What is the definition of wealth?
In economic terms, wealth is a measure of the value of all the assets of worth owned by a person, community, company or
nation-state, although some care might be needed if the value of the assets is calculated on the basis of a specific fiat currency.
While noting this caveat, wealth is said to be determined by assessing the ‘current market value’ of all physical and intangible
assets owned, then subtracting all debts. The term ‘current market value’ has been highlighted because few physical or
intangible assets have ‘durable’ value over long periods of time. With this somewhat materialistic definition in mind, we shall
proceed to consider some of the historic background that may lead us to question the direction that modern economic theory
is leading us.
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1.1

Historic Background

In many respects, it is useful to have some initial outline of the history of money against which we might compare trends in
today’s globalised economy. From this historical perspective, we might recognise that the earliest ‘economies’ operated on a
simple barter system, which was problematic in the sense that it restricted the number of possible transactions because it was
difficult to equate the value of an item against another or to offer any immediate compensation for any difference in value. As
such, there was an understandable need to replace barter with a more flexible system that supported the idea of a transaction
in many more forms, such that the item exchanged, i.e. money, had both an intrinsic value and the following flexible properties:


Portability



Durability



Divisibility



Equivalence

The replacement of the barter system with a more flexible money system was initially based on precious metals, i.e. gold and
silver, which had a recognised intrinsic value due to limited supplies, was relatively portable and durable, which could be made
into divisible units, e.g. coinage, based on weight and purity. As such, any two gold or silver coins of known weight and purity
could be considered as equivalent units of money.
So how did this economic development affect history?
While the history of Greek civilisation can be traced back as far as 3000-2000 BCE, the golden age of this civilisation between
500-300 BCE is often linked to the introduction of coinage money around 600 BCE, which then allowed the development of
trade between neighbouring city-states to expand and prosper. However, this expansion also led to increasing military conflicts
that incurred the economic cost of supporting an ever expanding army. During the period 400-300 BCE, the city-state of Athens
became involved in what would ultimately prove to be a disastrous series of wars against the city-state of Sparta. While there
were possibly multiple reasons for the eventual downfall of the Athenian city-state, some have ventured to explain this
downfall in terms of an economic failure to manage its monetary currency. As suggested, the initial rise of the Athenian citystate can, in part, be linked to the economic prosperity generated by the introduction of gold and silver coinage, i.e. money,
that helped to fuel increased trade, although the subsequent lengthy wars with Sparta would lead to problems. First, the large
military armies had to be paid in gold and silver coins, such that money flowed out of the city when these armies were on
numerous campaigns in distant regions. Second, and possibly more important, Athens would eventually lose access to its gold
and silver mines on which its monetary system was now dependent. As a net result of these problems, the Athenian economy
became subject to deflationary pressures, such that its tax revenues could no longer meet all its expenditure, i.e. it was running
a deficit. In order to address the immediate deficit crisis, Athens started to debase its coinage money by mixing gold with
copper, such that the intrinsic value of its money was devalued. In essence, Athens started to ‘print’ money, such that the idea
of money with intrinsic value started to transition into a currency without intrinsic value and the government of Athens started
to accumulate debt as the deficit between its tax revenue and state expenditure kept increasing. As a result of its economic
declined, Athens eventually fell to Sparta in 404 BCE, which was in-turn subsequently subsumed into the Roman Empire around
146 BCE.
But what has this got to do with modern economics?
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Initially the population of Athens may not have realised that some of the
coinage in circulation did not have the same intrinsic value in gold or silver.
However, over time, the population started to realise the deception and, as
a result, began to horde the gold and silver coinage and only spent the
debase copper coinage. As such, we might see the idea of an exchange rate
being developed in the form of ‘N’ copper coins needed to buy just 1 gold
or silver coin. In this case, the intrinsic value of money in the form of gold
or silver had been debased to a promissory currency IOU without any
intrinsic value. While this might be seen as ancient history, it is a story often repeated in which the rise of an empire was
initially based on a ‘quality’ money system only to be debased into a ‘quantity’ currency system. In this context, we may start to
see parallels in history to what is now happening in many present-day Western economies, which author Mike Maloney has
described in terms of the ‘7 stages of empire’, although we shall qualify the term ‘empire’ to the rise and fall of some nationstate economy:
1.

The economy of our nation-state example is initially founded on a quality money system, which is backed up by an
equivalent value in gold or silver, although other valuable resources are not ruled out as long as they are durable to market
downturns over long periods of time.

2.

As the economy of a nation-state grows it also takes on more economic costs in order to support its ever expanding social
and cultural expenditure, which may initially be met by increased taxation.

3.

However, as this nation-state continues to grow in political influences, there is a perceived necessity to protect and
underpin this influence with an ever expanding military expenditure.

4.

Invariably this military expansion results in costly wars that ultimately starts to outpace any reasonable taxation revenues
that can be extracted from the economy, i.e. deficits accumulate into mounting debt.

5.

However, in order to maintain the increasing military expenditure without an obvious increase in taxation, quality money
starts to become a quantity currency by adopting the idea of a promissory currency IOU that can conceptually be increased
without limit.

6.

Financial institutions, but not necessarily individuals, are quick to realise the growing risk of holding too much promissory
currency that has no obvious intrinsic value, which then leads to a loss of confidence in the economy of the nation-state.

7.

Finally, this loss of confidence can ultimately become wholesale panic away from holding the promissory currency towards
assets that are perceived to have longer term stability with intrinsic value that is both portable and durable, e.g. gold,
silver, diamonds etc.

While there are many examples of economic collapse, which basically follow the outline above, it is possibly more useful to
th

jump ahead to the beginning of the 20 century in order to highlight the effects that two world wars would have on the
modern idea of money, based on gold, and the expansion of fiat currencies within a globalised economy. However, before
doing this, the next discussion will simply provide a basic outline of the development of various gold standards.

6 of 78

the mysearch.org.uk website
All great truths begin as blasphemies
copyright ©: 2004-2015
_______________________________________________________________________________________________________
1.1.1

Development of Gold Standards

We have now presented some of the historic background surrounding gold as a form of valued money, which was then
transformed in to a form of fiat currency by issuing more currency than was held in gold reserves. Therefore, now might be a
good point to summarise the subsequent development of various gold standards by way of reference, which can then be used
in later discussions.


Gold as Money:
As previously outlined, gold has always had an intrinsic value, such that it was initially traded on the basis of its weight and
purity. Later, units of gold was forged into coinage that was portable, durable and divisible, where each specific unit of
money has an equivalence in value. Some of these characteristics, which underpin the
perception of the intrinsic value of gold, are based on the fact that gold does not
corrode or tarnish, it is relatively easy to work and shape and limited in supply.



Gold as a Standard:
While using gold as a form of money has a long history, it can become both difficult
and risky to carry around in large quantities. Therefore the idea of fiat paper money,
acting as a certificate of gold ownership that could be traded also became widely practice. In this initial context, a fiat
currency, i.e. the paper receipt, was expected to be redeemable back into gold on demand. However, over time, the
control of this fiat currency within and between nation-states became increasingly complex and subject to evermore
restrictions, i.e. it was regulated by governments and central banks.



The Gold Standard
Most of the world maintained a pure gold standard during the late 1800s and early 1900s, with a major interruption during
World War 1. Prior the gold standard, countries were generally using a standard consisting of both gold and silver. The
earliest establishment of a gold standard was in the UK in 1821 with the US establishing its gold standard system in 1873.
The UK dropped the standard in 1931, while the US abandoned its gold standard in 1933 triggered by the Great
Depression. The rules of a gold standard are essentially simple. First, a government declares that its issued fiat currency,
i.e. paper or coinage, can be exchanged for its equivalence value in gold. This rule of exchange meant that anyone could
redeem their fiat currency through the central bank in gold and vice versa. In order to meet this exchange rule, the central
bank had to maintain a reserve of gold, although not necessarily to cover 100% of the fiat currency in circulation. However,
the stability of this system depends on the stability of gold reserves, which might be destabilised with a discovery of new
natural gold reserves, which is addressed in terms of what is called the Price-Specie Flow Mechanism.



Price-Specie Flow Mechanism:
Let us consider the US and UK operating under a gold standard and there is a major discovery of natural gold in the US.
This will represent a shock to the stability of the gold standard, as this gold discovery is equivalent to discovering money.
For this discovered gold can be exchanged for the fiat currency at the prevailing dollar-gold exchange rate and represents
an increase in currency in the US domestic money supply. Of course, once the money supply increases, it can have a
number of effects. For example, if the US money supply increased without a subsequent increase in output, the prices of
goods and services will begin to rise, i.e. inflate, because more currency is available to buy the same amount of goods and
services. As the price level rises in an economy open to international trade, domestic goods become more expensive
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relative to foreign goods, biasing demand for foreign goods, hence imports will rise, while foreign consumers find domestic
goods more expensive and so exports will fall. Such conditions can lead to economic deficit.
So how might the gold standard address this problem?
US residents wishing to buy cheaper UK goods need to first exchange dollars for gold at the US central bank, which is then
shipped to the UK in exchange for the pounds used to buy UK goods. As gold moves from the US to the UK, the gold supply
in the US falls and rises correspondingly in the UK, thereby effecting the amount of currency in circulation if controlled by
the central bank. As a consequence, a fall in the currency in circulation in the US will tend to deflate prices, while inflating
prices in the UK that leads towards an equalisation of prices in both economies and restoration of a ‘normal’
import/export trade balance.
Note: We might highlight the link between the idea of deflation and inflation to the amount of currency in circulation.
In essence, deflation occurs as the currency supply falls, which then invariably leads to a fall in prices. In contrast,
inflation occurs as the currency supply increases, which then invariably leads to an increase in prices.
There is also a similar adjustment in the financial market under a gold standard that works through changes in interest
rates. When the US money supply rises after the gold discovery, average interest rates will begin to fall, such that lower US
interest rates make UK assets more attractive causing more investments to flow towards the UK. However, there is a
similar adjustment under a gold standard as with goods, as outlined above. As investors exchange dollars for gold in the US
and move that gold to the UK, where it is exchanged for pounds and used to purchase UK assets, such that the US money
supply will begin to fall causing an increase in US interest rates, while the UK money supply rises leading to a decrease in
UK interest rates. Again the interest rates will move together until interest rate parity is restored.


Reserve Currency Standard
In a reserve currency system, the currency of one nation-state takes the role of gold played in a gold standard and other
currencies are fixed or floated with respect to this reserved currency. In the gold standard, a central bank is required to
hold a reserve of gold in exchange for its own fiat currency, while within a reserve currency standard, others must hold the
reserve currency.



Gold Exchange Standard
A gold exchange standard is a hybrid of a reserve currency standard and a gold standard. In this system, a reserve currency
is selected, e.g. the dollar, and all non-reserve currencies then fix their exchange rates to this reserve currency at some
determined rate. To maintain this rate, the non-reserve nation-state must hold sufficient reserve currency assets. The
reserve currency is then fixed to value in gold by weight. Finally, the central bank of the reserve nation-state is expected to
exchange gold for its own currency with other central banks within the system on demand, although the redemption of
the reserve currency into gold does not extend to the public, only other central banks. However, this system has the
inherent risk that gold reserves in the reserve currency central bank might be subject to a demand-run on its gold reserves,
which might not be met if its gold reserves do not cover the total amount of reserve currency in circulation. The gold
exchange standard was attempted after both WW1 and then again after WW2, where it was reinstated in terms of the
Bretton Woods Agreement that also established various international institutions to help regulate the fixed exchange rate
system, i.e. the International Monetary Fund (IMF) and the World Bank.
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Exchange Rate Systems
At this point, it should be highlighted that there are two basic systems, which might be used to determine the exchange
rate between different fiat currencies, i.e. fixed and floating rates. In a fixed exchange rate system, a currency can simply
be assigned a value in gold, although this value normally has to be justified in terms of ‘something else’ along with its rules
of exchange. If a government sets its currency value in terms of a fixed weight of gold, it might be seen as conforming to
the gold standard, but when fixed to another currency, then it is a reserve currency standard. In contrast, under a floating
exchange rate system, the value of a currency is determined by the supply and demand for that currency in exchange for
another in a free market system, i.e. the currency is evaluated on the basis of the perceived state of its economy at any
given time.



Floating Exchange Standard
In 1971, the Bretton Woods agreement was unilaterally abandoned by the US. As such, the world had to shift from a fixed
rate exchange system to a floating rate exchange system. Prior to this date, the US dollar was the reserve currency of
choice in most nation-states. However, after WW2, it had become increasingly obvious to many that the US Federal Gold
Reserves could not cover the reserve currency in circulation around the world. In the 1960’s, many nation-states sought to
exchange their holdings of US dollars back into gold, such that the US Federal Gold Reserves halved in just 10 years. At this
point, the redemption of the non-reserve currencies back into gold was abandoned and all currency effectively adopted a
floating rate of exchange based on a market assessment of each economy. At this point, all reference to an equivalence to
some value in gold was lost.

Irrespective of which system or standard adopted, it might be argued that for markets to operate efficiently, the monetary
system should try to ensure that currencies remain stable, i.e. not subject to inflation, as inflation can distort market prices. For
when prices rise it tends to adversely affect certain sections of society in a disproportionate way, as well as leading to
disruption in production and employment. While the actual mechanisms underlying currency inflation will be outlined in more
detail in a later discussion, it might initially be said to result from an exponential increase in debt, which can then create an
excessive amount of new currency as a result of the interest extracted from this debt. This debt takes the form of both public
debt linked to government expenditure exceeding tax revenues, i.e. the deficit, and private debt in the form of credit cards and
mortgages plus corporate debt. At some point, investors can lose confidence in the various markets underpinning the economy
as a whole, which can lead to the system spiralling out of control in various forms of ‘boom and bust’ cycles.
Note: After the Bretton Woods system was abandoned
in 1971, no fiat currency remained linked to the value
of gold, although it was clear prior to this date that US
Federal Gold Reserve had ceased to be meaningful in
respect to the number of US dollars in circulation
worldwide. Of course, the subsequent Floating
Exchange Standard only extended the ability of all
nation-states to follow the lead of the US in the
subsequent

creation

of

evermore

inflated

fiat

currencies around the world, which might be illustrated
with the example of the UK pound since 1971.

9 of 78

the mysearch.org.uk website
All great truths begin as blasphemies
copyright ©: 2004-2015
_______________________________________________________________________________________________________
1.1.2

th

Gold in the 20 Century

In many ways the discussion of gold in the 20

th

century is

summarised in the graph right, which shows the price of gold
from 1920 through to 2010. However, this whole discussion is
really only an outline of all the historical developments
th

surrounding various gold standards used in the 20 century,
therefore the reader should possibly review wider references,
e.g. Wikipedia: Gold Standard, although some inferences in
the following discussion will not necessarily appear in such
references. We will start by describing the ‘classical gold
standard’ as a monetary system that uses a fiat currency back
by 100% gold reserves, which in the modern world are usually
assumed to be controlled by a central bank of some
description. Under the development of this system, fiat currencies became the preference in daily use, while still offering the
th

reassurance that its promissory value could be redeemed in gold on demand. However, during the 19 century, a number of
significant gold discoveries caused its value to fluctuate and, as a consequence, destabilised the fiat currencies linked to it. In
1913, the US Federal Reserve was created to help stabilize gold and currency values, but before it could act, the First World War
(WW1) had started and, in time honoured fashion, European nation-states suspended the gold standard so that they could
print enough of their fiat currency to seemingly pay for the mounting cost of war. However, as a prerequisite to this inflationary
currency printing, these nation-states also suspended the redemption right of individuals to exchange their fiat currency back
into an equivalent value in gold.
Note: The cost of WW1 effectively crippled the economies of the main European nation-states. In contrast, the US
economy appears to have prospered, prior to 1917, in the sense that the European allies fighting Germany had to buy
goods and materials from the US paid in gold. As a result, the US gold reserves grew to dominate the world economy by
the end of WW1 in 1918, which then helped inflate the US economy during the 1920’s.
As history has illustrated so many times, expanding the fiat currency supply invariably leads to some form of inflation, such that
most European nation-states initially try to revert to the pre-war gold standard, although modified in the form of the Gold
Exchange Standard. In this system, European nation-states were not obliged to restore the right of individuals to redeem fiat
currency back into its stated value in gold. Possibly as a result of being a beneficiary of WW1, the 1920’s saw the US economy
become increasingly inflated as the public began to invest heavily in a speculative stock market. However, this inflationary
bubble came to a rapid end in 1929 when the stock market crashed wiping out the savings of many investors, which then
caused many banks to fail that in-turn destroyed the saving of others who had not even invested in the stock market. At the
height of the Great Depression, many investors attempted to exchanged their fiat dollars for gold, while the US Federal Reserve
kept raising interest rates in an attempt to make the US fiat dollar appear more attractive and slow the depletion of its gold
reserves. Unfortunately, the higher interest rates also made the cost of doing business prohibitive for many and resulted in
many businesses going bankrupt causing increasingly levels of unemployment. By 1933, President Roosevelt was forced to close
the banks, due to the run on the gold reserves, and by the time the banks were re-opened, they had been forced to return all
gold to the Federal Reserve and were not allowed to redeem fiat dollars for gold with further restrictions on the export of gold.
Then, in 1934, the Gold Reserve Act prohibited private ownership of gold, except under license, which allowed the US
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government to pay its debts in dollars, not gold. During this time, the theory of Keynesian economics was floating the idea that
a government should support the circular flow of currency, such that increased public spending would lead to increased
earnings and increased tax returns. However, the psychological effect of the Great Depression had caused many people to
simply save for the next ‘rainy day’, which in terms of the wider economy only prolonged the recession. Today, there is still
much debate as to whether Keynesian economics rescued the US economy or whether production increases were ultimately
driven by the start of WW2, which also took millions of men off the dole queue by conscription into the army.
Note: As Hitler’s military expansion became increasingly obvious after 1936, the economies of many European nationstates began to re-prioritised their own military expenditure. Of course, many of these economies could not really afford
such expenditure, such that it was seemingly financed by the fallback strategy of simply printing more fiat currency.
Again, it appears that the US economy was an initial beneficiary of the war in Europe, which it did not actively join until
1942, as its industries supplied huge quantities of goods and material to the Allies, which had to be paid for in gold or
borrowed on credit. By the end of WW2, the US Federal Reserve held 2/3 of the world’s gold, while Europe was again
essentially bankrupt and ‘flooded’ with US fiat dollars.
After the end of WW2, the Bretton Woods agreement was ratified and established as a new system known as the ‘gold
exchange standard’ along with two new international organizations, i.e. the International Monetary Fund (IMF) and the World
Bank. This new exchange standard required most fiat currencies to have a fixed exchange rate against the US dollar, which
would then be backed up by US gold reserves. However, under the Bretton Woods agreement, the US government had no
specific constraints on the amount of gold reserves required to support the number of fiat dollars in circulation. Of course,
history has an annoying tendency to repeat itself and, by the 1960’s, US political and economic expansion had spread around
the globe, but in so doing had led to increasingly costly wars in Korea and Vietnam, which the US paid for by the time-honoured
tradition of simply printing more dollars, such that the ratio of dollars in circulation against the gold reserves started to worry
many investors and governments around the world.
Note: Realising that the US could not back the huge amount of fiat dollars in circulation around the world with gold,
many governments started to return their fiat dollars back to the US in preference for gold throughout the 1960’s. This
effectively triggered a run of the US Federal Gold Reserves by the central banks of other nation-states. In 1971, President
Nixon ended any pretence of the link between the fiat dollar and the US Federal Reserve originally assumed by the
Bretton Woods Agreement. In essence the redemption option that had been taken away from individuals during WW1
had now been taken away from all governments around the world.
After the breakdown of the Bretton Woods agreement in 1971, all fiat currencies were allowed to float on an international
exchange rate mechanism, where individual exchange rates would be set based on the perceived state of the economy in
question. However, despite the US dollar currency not being backed by any gold reserve guarantees, the dollar retained its
position as the preferred currency for many governments and financial institutions around the world, especially as all oil had to
be bought and sold in US dollars, such that it now acted as a ‘reserved currency’.
Note: A reserve currency is one held in large quantities by governments and institutions as part of their foreign exchange
reserves. As such, a reserve currency, like the US dollar, is often used in international transactions as a safe-haven
currency. As a consequence, people in the US were able to purchase imports and borrow across borders more cheaply
than people in other nations because they did not need to exchange their currency to do so. By the end of the 20th
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century, the United States dollar was considered the world's most dominant reserve currency and the apparent
ubiquitous need for dollars allowed the United States government, as well as US corporations, to borrow at lower costs,
which afforded them an advantage estimated to be in excess of $100 billion per year.
However, there is another process specifically associated with the US dollar acting as a reserved currency, which we shall
initially characterised in the form of a question:
If the US Federal Reserve had printed so much currency in excess
of its gold reserves, why did US inflation remained low?
One answer to this question might be that the US was allowed to
export its inflationary currency to all other nation-states around
the world. While this may seem a somewhat strange idea, the US
population as a whole, both as individuals and corporations, were
able to buy tangible goods and services, i.e. things that had
intrinsic value, using their dollar currency, i.e. an IOU with
potentially no intrinsic value, by virtue of its status of being a
reserved currency. In the graph right, the amount of US dollars in circulation worldwide increases to over $2500 billion, backed
by an estimated value of its gold reserves being possibly less than $250 billion, which would suggest a 10:1 leveraging.
Note: Only a fraction of the gold in Fort Knox has ever been allowed to be audited in over 60 years. If you believe that all
governments can be economical with the truth, why would you believe the claim of the US government to have retained
8,200 tons of gold for the past 30 years, especially when this government has refused to provide, or allow, any
independent verification of its claim? The only reason to currently believe that this government has retained 8,200 tons
of gold, to which it has legal ownership, is that any alternative is just too worrying to consider.
As previously outlined, in the 1960’s, foreign central banks created a run on the US federal gold reserves by trying to redeemed
US fiat dollars back into gold, which was brought to stop by the breakown of the Bretton Wood agreement in 1971. Of course, if
the world at large started to lose confidence in the dollar, as a reserved currency, they might start to return their fiat dollars
back to the US by other means, e.g. trade and currency exchanges. If this happened, the huge amount of US dollars exported
around the world could potentially be returned to the US domestic economy and cause a devaluation of the fiat dollar currency,
which would then inflate prices in the US economy.
Is there any sign that amount of currency in circulation will fall?
While accepting the evolution of simply printing currency in the apparently redefined form of quantative easing (QE), the net
effect is still leading to more curency entering the system than is backed by gold reserves. Of course, this is not just happen in
the US, but essentially in all other major economies round the world. If this process eventually leads to more spiralling inflation
than already generated by the new currency created by bank interest rates, on both public and private debt, then currency
inflation will undoubtedly continue to rise.
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1.2

Economic Model Dynamics
Note: In the last round of QE, food prices rose by 60% in some regions around the world, which triggered a humanitarian
crisis for the 2 billion people living on less than $2/day. As a general a rule of thumb it is assumed that when food prices
consume more that 40% of income, societies starts to destabilise. Therefore, it is far from clear that the present
economic global strategy is sustainable unless the rich 1% can live without the 99% and defend itself from them.

Let us initially anchor this discussion to an earlier simplified model, which shows just 4 internal components of the economic
infrastructure of a nation-state, i.e. government, industry, people and banking. While this model maybe generally
representative of some of the basic interface exchanges within a nation-state economy, it does not really reflect the dynamics
that takes place within this system, especially when considering some of the issues discussed under the heading: Historic
Background. This said, it is possibly worthy of a brief outline before expanding some further details.

In this somewhat static model, the government collects taxes to pay for public services including its military. As such, the
government is a major employer of people that also buys products from industry and, when necessary, borrows from banks to
cover any deficit in its expenditure. Industry then accounts for all goods and services sold for profit on which it must pay taxes
to the government, while employing people who also pay taxes on their wages and repaying any bank loans with interest.
Note: In the context of the model above, we can define the economy as the sum of all transactions that take place within
some geographical region within some measured timeframe, which might be quantified in terms of the Gross Domestic
Product (GDP) or Gross National Product (GNP). While GDP and GNP are both measures of economic activity, the scope
is different. GDP is a measure, or estimate, of the domestic level of production, whereas GNP is a measure, or estimate,
of the overall production of any person or corporation associated with a nation-state. As such, the US GNP is a measure
the production of any US owned entity, irrespective of where this production takes place. So while GNP may be less
commonly used, it possibly better reflects the measure of national output although GNP can be either higher or lower
than GDP. For example, China's GDP is greater than its GNP, because a large number of foreign companies manufacture
in China, while in contrast, the US GNP is greater than its GDP, because a large amount of its production takes place
outside of the US national or domestic borders.
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While people in the model above are representative of the population as a whole, only a smaller section of this population may
have jobs and earn wages that contribute taxes to the government. There is also another overlapping section of the population
that will receive public services and benefits, while generally all sections buy products and can apply for bank loans that can
have varying rates of interest. Finally, there is a banking system, normally comprised of a central bank and many private banks,
where the latter is generally responsible for issuing loans, again, with a broad range of interest rates. However, as indicated,
this simplified model does not really explain the scope of the dynamics that can now affect most modern economies. At one
level, the dynamics of the economic system is driven by a multitude of different types of financial and commodity transactions
taking place, which are normally conducted as electronic transfers based on credit or fiat currency exchanges, rather than
money based on gold or silver. As such, many of these transactions have no intrinsic monetary value, i.e. they are essentially
based on promissory notes, i.e. an IOU, by the buyer to the seller for some asset, i.e. goods, services or commodity.
Note: The reason for highlighting the IOU nature of a promissory fiat currency, or credit, is to also highlight a degree of
fragility in the dynamics of the economic system, as a whole, should any of the ‘players’ within this myriad of
transactions start to default on their debts, which might then lead to a loss of confidence in the market and possibly
wholesale panic. In such cases, the value of a promissory fiat currency, or credit loan, can quickly fall towards zero.
At this point, we should also highlight another ‘dynamics’ introduced into the economic system by the charging of interest on
loans, especially when viewed from the perspective of the sum total of national and private debt. The basics of this system has
been previously outlined – see Banks, Money & Loans plus Central Bank Reserves and Private Bank Money, although it might be
worth highlighting a story by way of some further historical background.
Note: At some point in history, it is said that traders started to deposit their gold and silver coins with local goldsmiths,
because they own the strongest safes. In return, the goldsmiths issued them with a paper receipt, which in-turn started
to be used as a form of fiat currency that began to be traded in preference to gold coins. However, it did not take long
for this class of ‘goldsmith’ to noticed that only about 10-20% of their receipts were ever redeemed at any given time. As
a consequence, they started to ‘lend’ against not only the gold reserves they held on behalf of others, but actually
exceeded this value, as they only required the 10-20% figure to meet the demand for gold to be redeemed.
Today, we might realise that the goldsmiths were
acting as bankers, who were effectively creating a
form of fiat currency that exceeded the actual gold
reserve held by a factor of 5 in the example cited.
However, should we assume a compound interest rate
of 5% on loans issued, this interest would double the
amount of currency in circulation every 14 years.
While this might only be regarded as an anecdotal
story, figures released by the US Federal Reserve
suggest that the currency supply in the US has doubled every 14 years since 1959, while the graph illustrates an effective
devaluing of the purchasing power of the US dollar since 1913. As such, we need to consider whether this graph is reflecting the
dynamic implications of interest charges in the economy, if it also creates new currency, which in the case of the US far
exceeded its gold reserves by the 1960’s and led to the Bretton Woods Agreement being abandoned. The subsequent adoption
of a floating exchange rates between fiat currencies means that market confidence simply rest on an assessment on a given
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economy to pay its debts, especially the US. Of course, today, many mainstream economists are quick to point out that
responsible governments no longer simply print currency, although the mechanism called ‘quantitative easing’ has been
challenged by other economists as simply a convoluted means of injecting more currency into the economy, in excess of its gold
reserves, such that it still amounts to the creation of new debt that is not and cannot be addressed. Therefore, the next
discussion will attempt to model some of the dynamics within this mechanism.
1.2.1

Currency Dynamics

It has been suggested that inflation occurs as a direct result of the currency supply increasing, which then invariably leads to an
increase in prices. While the mechanism is more complex than this simple statement suggests, it is still true that increasing the
currency in circulation, by whatever means, will invariably cause an inflationary effect on prices. In this context, the model
below is only intended to be generally illustrative of how currency in circulation can be increased by the issuing of bond IOU’s
and quantitative easing, although the relationship between the government, treasury and central bank can differ in each
nation-state. For while the treasury is typically a department of government, the central bank may be privately owned, partially
autonomous or just another branch of government, although most central banks, irrespective of type are normally tied to
government policy. By way of example, the UK central bank, i.e. the Bank of England, might be described as partially
autonomous as it is expected to prioritise economic policy rather than any specific political agenda, although it is still
answerable to parliament, i.e. a political institution. In contrast, the US central bank, i.e. the Federal Reserve, is often said to be
privately-owned in the sense that it has share-holders who earn a 6% dividend on any profit. While it is known that the original
shareholders of the Federal Reserve were the large US banks of the day, when created in 1913, it appears that today’s
shareholders are a well-kept secret. Of course, while we will assume that these shareholders still exist, it probably reasonable
that they work closely with the US government, although the real question might be who tells who what to do when it comes to
economic policy.

It is hoped that the title on each block in the diagram is relatively self-explanatory, although its role will be explained in more
details as each numeric step is outlined below. Again, the sequence of the steps shown is only intended to be a generalisation
of the overall process, which in reality is more complex and subject to a range of different interpretations of which the
following is but one and possibly not one supported by mainstream economists.
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1.

Bond IOUs: The government, via its treasury, issues bonds to private banks. At this point, the bond becomes a liability
on the treasury balance sheet, i.e. it effectively represents an IOU that adds to the government debt.

2.

Let us assume that the private banks immediately pay for these bonds with existing currency, which simply appears
as a liability on their balance sheet against the asset of the bonds. On receiving payment for the bonds, the treasury
balance still shows the liability of the bonds, but is now balanced by the currency received. While the currency
received by the treasury might have been initially created by the private banks, this currency will ultimately be
balanced by currency already in circulation – see steps 3-4.

3.

The private banks then need to sell the bonds to private and institutional investors. However, prior to actually selling
the bonds, they have a liability of the new currency created to buy the bonds balanced by the asset of the bonds.

4.

After selling the bonds, the private banks remove the asset of the bonds from their balance sheet, while the currency
received is used to cancel the currency liability of the original purchase. We might reasonably assume that currency
received was already in circulation and therefore cancels the currency initially created by the private banks to buy the
bonds from the treasury. However, it might be assumed that the private banks levy a charge in the form of a
commission, such that some existing currency is siphoned off as profits by the private bank. In practice, steps 3 & 4
can be repeated many times, but each cycle represents an increase in government debt in the form of the
outstanding bond IOU’s, unless ultimately offset by increased tax revenues – see step 10.

5.

Quantitative Easing (QE): The central bank may decide to buy back government bonds with currency that is simply
created, while dutifully registering it as a liability on its balance sheet.

6.

For simplicity, it is assumed that the central bank always uses a private bank as an intermediary even when buying
bonds from institutional investors, e.g. pension funds, such that the private banks probably earn another commission
at this stage. However, as the bonds are returned to the central bank its balance sheet now reflects the currency
created as a liability being offset by the asset of the bonds. While it might be said that neither the fiat currency issued
or the bond IOU has any intrinsic value, the debt introduced into the economy is real enough. However, we might
assumed that the central bank has acted independently of government and in the best interests of the economy,
although this is possibly too naive. Of course, in this situation, the government has been separated from the decision,
while the central bank has balanced its books in terms of its assets and liability, such that it can also deny it has simply
printed currency.

7.

As a result of steps 3-4, associated with bond IOUs, and steps 5-6, associated with QE, currency can be injected into a
deflated economy in the hope that it will help to stimulate growth, see step 9, and increase tax revenues back to the
government via the treasury at step 10. However, this attempt at economic stimulation may also generate new
currency at two different points:.
a.

When bonds are issued via the treasury, the currency for the selling of these bonds is sourced from investors,
such that this currency already exists and is therefore not new currency. However, this currency can then be
injected into a deflated economy in the hope that it will stimulate growth in the economy at large. Whether this
is the case often depends as to what happens at steps 8-9, where new currency can be created.

b.

When the central bank buys back previously issued bonds via QE, it effectively create new currency at that point.
This currency flows back towards those who invested in government bonds, which is generally reflective of the
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more wealthy sections of society, e.g. individuals, fund managers and private banks. However, whether these
investors will actually inject this new currency into a deflated economy where it is really needed may be
questioned as analysis suggests that it may only help to push up asset prices that only makes the top 10% richer.
8.

Let us assume that the currency injected into the deflated economy by the government bond-IOU route does lead to
increased investment. To some greater or lesser extent, this increased currency will eventually find its way into the
currency holdings of private banks, which is then conceptually available for new loans that may stimulate growth in
the economy, see step 9, which might further increase the currency holdings of other private banks to make even
more loans. See Banks, Money & Loans and Private Bank Money for an explanation of how private banks effectively
create new currency when issuing loans with interest. Equally, if private banks are only require to hold 10% in
reserve, a $100 million injection of currency into the deflated economy by the government at step 7 can be
conceptually leveraged up to $900 million by the private banks, i.e. a 9 fold increase of new currency into the
inflating economy.

9.

Of course, the reality of a conceptual 9-fold leverage of new currency into the economy actually depends on who the
private banks are prepared to loan this new currency. In the case of the 2008 financial crisis, the private banks proved
to be very risk-adverse and only lent to those who could underwrite the risk with secure equity, e.g. the property
mortgage market, rather than entrepreneurial start-ups or industries facing uncertain times that really needed the
injection of new funds. Therefore, any attempt to inflate a stagnating economy by either issuing bonds or QE is not
guaranteed to be successful, as recent history seems to support, if the private banks are risk adverse.

10. At the end of this process, irrespective of whether it started with bond-IOUs being issued or purchasing via QE, the
government and its central bank has more debt on its balance sheet, which it hopes that the increased tax revenues
will help pay down over time. However, the increase tax revenues is not guaranteed and therefore other strategies
are often employed to reduce the overall public debt.
While there are potential weaknesses and probable errors in the previous summation, it hopefully provides some insight as to
why so many nation-state increase their debt in an attempt to stimulate growth in the economy. However, as suggested
throughout the various steps outlined, injecting currency into a deflated or stagnating economy cannot guarantee recovery, if
the private banks are not prepared to issue loans to the wider economy, e.g. entrepreneurs and industry, if perceived to be
high-risk in comparison to loans underpinned by equity, e.g. the property-mortgage market. In this case, the injection of
currency into the economy may only cause asset prices to rise, and prices to rise in general, such that the wider economy
remains in recession and fails to produce the increased tax revenues required to offset the increase in government debt. As
such, we will now turn our attention to the problem of debt and the mechanisms that might be used to manage it.
Note: Many economists appear to argue that QE is not just printing money, presumably on the basis that the balance
sheet is matched in terms of liabilities, i.e. currency printed, against assets, e.g. bonds bought. However, government
bonds are only an IOU by another name, which the government printed, just like fiat currency. If so, it would seem that
the only way all the currency injected into the economy could be restored on the balance sheet would be by both the
central and private banks selling back all their assets in the form of bonds to the treasury, presumably for fiat currency,
which if not simply printed would have to be paid for by tax revenues. In the case of the UK, its public debt is in the order
of £1600 billion, which is over twice the amount of the UK tax revenue. Of course, the tax revenue is already earmarked
for public spending commitments, which is currently running a deficit, let alone paying off the increasing public debt.
Therefore, the question we might ask ourselves is what is the likelihood that any government that has resorted to QE
actually paying off the liability on its balance sheet?

17 of 78

the mysearch.org.uk website
All great truths begin as blasphemies
copyright ©: 2004-2015
_______________________________________________________________________________________________________
1.2.2

Debt Dynamics

While history may suggest that the current levels of public debt is not necessarily a new problem, the current scale of public
and private debt is very high by almost any comparison. Therefore, we possibly need to highlight the distinction between public
and private debt. Public debt is caused when government spending exceeds its tax revenues, which creates a deficit that
accumulates year-on-year into the public or national debt. In contrast, private debt might be described in terms of both
household debt, i.e. credit cards and mortgages, plus corporate and business debts. As a broad generalisation, many developed
economies now have far more private debt than public debt. However, while these two types of debt are distinct in ownership,
they both invariably reflect the underlying state of the economy.
Note: When an economy goes into recession, government tax revenues can fall and the deficit rise. In response,
governments may be forced to cut spending in the form of various austerity programs that ultimately affects the income
of many people, especially the poorest in society. Recessions also affect business and investment confidence, which can
cause a risk-adverse private banking sector to stop lending into other sectors of the economy that often most need a
cash injection to address the downturn in profits and rising prices. As a consequence, many businesses are forced to
downsize their workforce to cut costs, which not only means a loss of wages in the economy, but a further lowering of
tax revenues and increased government spending in the form of benefits and social welfare, i.e. the deficit grows.
Even on the basis of the brief outline above, we might realise a level of feedback dependency within an economy, the dynamics
of which makes it difficult to predict. As a consequence, economists have many differing opinions of what might work, but not
necessarily a clear strategy as to what will actually work. So while there may be some consensus that debt should be reduced
and the economy stimulated towards growth, the approach taken to achieve one of these goals may often appears
contradictory to achieving the other. As such, it might be worth reviewing some of the general approaches used to tackle the
debt, while also stimulating economic growth.


Currency Injection: As outlined in the previous discussion of currency dynamics, governments often issue bonds, or IOUs,
to return currency to the treasury, which can then be spent by the government in an attempt to stimulate the economy in
the hope that it will eventually generate an increase in tax revenues to offset the initial increase in public debt and the
interest paid on this bond debt. However, history suggests that this approach may only have limited success in the context
of the 2008 financial crash. Likewise, the idea of quantitative easing (QE) has also been attempted to stimulate the
economy by buying back previously issued bonds with new currency created by the central bank, which it is hoped will
flow out into the wider economy via the original investors of bonds and the private banks. Unfortunately, the previous
model suggested that this approach can also see most of the currency injection end up in the hands of private banks,
which in a time of a financial crisis only uses this currency to first recover their own balance sheets, while restricting loans
to only those who can offer some form of equity guarantee against default. If so, the net result of this currency injection
may only help to re-inflate the property market rather than to stimulate growth in the wider economy.



Interest Rates: Lowering interest rates is another way governments have traditionally attempted to stimulate the
economy and in-turn increase tax revenue in an attempt to reduce public debt. In principle, low interest rates make it
easier for both individuals and businesses to borrow currency, which we might initially assume will be spent on goods and
services, which boosts the economy and helps to create employment and, in so doing, increase tax revenues and reduce
welfare benefits. Of course, even at near zero rates of interest, loans may be difficult to get if the private banks remain risk
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adverse towards certain sectors of the wider economy. Equally, many individuals and businesses are often very reluctant
to take on more debt in a time of economic uncertainty, let alone a full-blow recession. As such, this approach has not
proved to be too successful in recent years.


Taxation and Austerity: In the face of an increasing deficit between government spending and tax revenues, the
government is often face with the choice of increasing taxation to cover the deficit or cutting spending through various
austerity programs. Neither approach is popular with the voting public, which leaves the government having to make a
political compromise, which may fall short of an economic solution. In a time of recession, the poorest sections of society
are often the worst affected, especially if resulting in increased unemployment. As such, the government is often forced
into increased welfare benefits and tax relief for an increasingly large section of society, i.e. the unemployed, which only
causes the deficit to rise. On the other hand, while increasing taxation of the rich and powerful may appear to be another
way to balance the books, it is invariably resisted by influential pressure groups that have their own political and/or
financial agenda. While, austerity might appear to result in an immediate cut in government spending, it can also result in
unwelcomed downward pressures on the economy as a whole, while taxing the rich often risks the threat of businesses
being moved offshore, which could increase the debt-to-GDP ratio in the longer term. In the end, most governments
invariably seek some form of political compromise between immediate austerity and longer term taxation reforms, which
while possibly helping to reduce the deficit, it would not guarantee to eliminate it. In this respect, debt is often considered
to be a long-term economic problem that has to be balanced against the short-term political imperative of re-election.



Debt Default: History suggests that allowing a level of both public and private debt default has been a relatively successful
strategy in order to reduced the overall debt in an economy, such that it might be restructured towards growth. However,
while history might support this idea, especially when considering the overall stability of society, it is invariably resisted by
powerful banking interests that would have to write-down these loans as losses on their balance sheet. However, we
possibly need to consider the implication of debt default in two ways, i.e. government defaults and debt jubilee for
individuals.
o

As an extreme form of government default, it might simply refuse to pay its debts to its creditors. However, this
approach would invariably lead to the government being black-listed from any further international credit plus risk a
threat of severe economic sanctions and seizure of all its overseas assets by way of compensation. As such, this is
probably not a sensible approach to achieve debt relief. However, while most bank creditors may well resist any idea
of debt default, it is possible that some form of bilaterally agreed debt write-down might be a compromise solution
in order to maintain overall social and economic stability. For example, the economic problems in Greece are wellknown in terms of its participation in the Euro currency, which has resulted in a level of debt repayments requiring a
severe austerity program to be imposed on the general Greek population by the European Central Bank, apparently
due to the insistence of the German government. However, some have argued that the German economy has also
been a beneficiary of this situation because its export prices have been kept artificially low as a result of the weaken
exchange rate of the Euro. If so, this gain could be used to compensate German creditors and allow a partial write
down of some of the Greek debt burden.

o

The idea of a debt jubilee has a long history, where individuals who had been reduced to slavery or debt bondage
were freed, typically on some significant event or cyclic period, in order to stabilise society and its economy. In a
modern context, we might better describe this form of debt relief as a tax rebate that is given to the entire adult
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population, but with the caveat that those in debt must use the tax rebate to pay down their debts, while the rest
might use the windfall to stimulate all sections of the economy.
While the ideas outlined under ‘debt default’ might seem to be possible options to reduce overall debt, especially given the
apparent failure of all the other approaches outlined, it would seem that the powerful interests of international bank creditors
have generally overruled such ideas being seriously considered by governments. As a result, debt reduction essentially remains
an unsolved problems while banks continue to prioritise the payment of interest on the high-level of debt in the global
economy. Against this backdrop, economists appear to only argue, back and forth, about the interpretative results of essentially
academic models, which in all probability are based on flawed data and wrong assumptions. As such, the debt problem is not
really being addressed, but rather maintain to underwrite the profits of powerful financial institutions, irrespective of the wider
consequences to society as a whole. In this context, the note below possibly reflects the ethos, i.e. lack of morality, within the
global economy, especially towards poor developing nation-states, although it is probably safe to assume that this indifference
extends to the poor majority within any nation-state, irrespective of definition of developed or developing.
Note: Many developing countries have very large debts, and the amount they owe has continued to grow year-on-year.
As a consequence, paying off debt has become a serious problem for these countries and an even greater hardship for
their people. By way of an example, some regions of Africa are paying more than 5 times the amount in debt repayment
than they spend on health care and education combined. Of course, in some quarters this foreign debt might simply be
described as an ‘exciting new investment opportunity’.
Irrespective of whether we discuss debt in terms of the public or private
debt, it has become the life-blood of a myriad of financial institutions that
appear to view the world in terms of their own self-interests. However, at
this point, the scale of debt in question has not really been quantified, such
that it might be useful to introduced some figures that may help reflect the
state of the US economy, i.e. supposedly the richest nation-state on planet
Earth. In this context, GDP is often seen as the most widely used measure of
the health of an economy, where the US GDP is estimated to be $18,000
billion. However, even ignoring the debate of GDP versus GNP, many
economists believe that GDP is a flawed measure because it does not reflect
the economic state of society as a whole. For example, it is possible for GDP
to grow, while the average income falls, such that poverty can be increasing,
which might only be realised when reviewing the growing wealth gap between the top and bottom sections of society, as
shown above. In addition, it might also be argued that GDP does not measure environmental deterioration, which might
question the sustainability of GDP growth into the future. Other measures of a healthy society might also include life
expectancy across all sections of society along with infant mortality and malnutrition rates, none of which are inferred by GDP.
So despite these concerns, we might compare US tax revenues, e.g. $4,700 billion, and expenditure, e.g. $5,252 billion, as a
percentage of GDP, e.g. ~26% and ~29% respectively. From these figures we might realise that US government is running a
deficit of $552 billion, i.e. ~3% per year, which continues to grow the US public debt towards $20,000 billion or 111% of GDP,
while the US private debt has increased towards $35,000 billion or 195% of GDP. However, it might be said that comparing the
public debt to tax revenue would provide a better indicator of the size of this debt, i.e. 425% of tax revenue. Of course, we
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might immediately see why most governments do not want to use such a comparison, especially if GDP does not accurately
measure even domestic growth – see note below.
Note: Some 80% of bank loans in the English-speaking world are associated with property mortgages, where loans are
drawn against stocks and bonds already issued. This situation is reflected in the level of debt tracking GDP growth over
the last 60 years or so. If so, this might imply that the real economy of production has flat-lined over all this time, despite
the huge advantages technology developments should have made to overall productivity.
1.2.3

Cyclic Dynamics

In many ways, the dynamics of an economy is a reflection of the volume and value of all underlying transactions, which is often
‘assumed’ to be quantified in terms of either the GDP or GNP of a nation-state, although the accuracy and make-up of such
measures might be questioned. Irrespective of the measure, it is obvious to almost everybody that the economy can be subject
to good times and bad times, which we might initially characterise in terms of a ‘boom and bust’ cycle.
So what defines a ‘boom and bust’ cycle?
We might start by simply describing this cycle as a period of economic expansion followed by a period of contraction, which can
then repeat itself, but not necessarily in the same way or for the same reasons. During the ‘boom phase’, the economy grows
and employment rises, leading to an increase in government tax revenues, while investors see higher returns on their
investments. The subsequent ‘bust phase’ usually reverses all these positive trends, although astute financial institutions can
make profits within both phases. These cycles can extend into years depending on the severity, e.g. the US depression of the
1930’s or the global financial crisis of 2008. While the financial authorities often cite the need for lessons to be learnt, there is
often an underlying assumption that these cycles simply reflect an inherent instability within most capitalist economies.
However, such cycles are only an effect and we have to look more closely at ourselves for the cause, which can invariably be
th

traced back to the self-interest of individuals, i.e. human greed. From a historical perspective of the 20 century, the US
economy has experienced 12 boom-bust cycles since the mid-1940s with understandable repercussions on the rest of the
global economy given its position as a preferred or reserved currency.
So why is it so difficult to manage steady economic growth?
Well, in many ways, we have already partially addressed this question in the previous discussions of currency dynamics and
debt dynamics, although we possibly need to look a little closer at the details. In the boom phase, we might simply assume that
the balance sheets of banks and other financial institutions have more assets than liabilities, such that they have the confidence
to lend into the wider economy at interest rates that do not deter borrowers. Likewise, within this boom phase, employment
increases along with wages, which in-turn increases government tax revenues and reduces the burden of the welfare system.
Of course, there is a human tendency to think that the ‘good times’ will simply continue and therefore many over-reach
themselves in terms of investments and loan risks, which they cannot afford should market confidence start to evaporate.
So what causes a loss of confidence in the markets?
While human nature probably has a part to play in answering this question, this loss of confidence is often initially triggered by
those who know what to look for in terms of unsupportable inflation, be it currency, stock and shares or property-house prices.
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History also suggests that some markets are undermined by fraudulent practice, as in the case of the sub-prime assessment of
the US housing market. However, irrespective of the cause, institutional investors are invariably much better positioned to see
these tell-tale signs long before most private investors, although as the 2008 crisis highlighted, nobody is necessarily immune
from the financial fallout. Of course, any loss of confidence can quickly spread, especially if the initial rumours turn out to be
true, which can then lead to wholesale panic, i.e. the bust phase starts. Once started, credit can quickly become more difficult
to obtain, which is then compounded as boom-time borrowers find it increasingly difficult to make all their loan repayments.
The subsequent slow-down in credit then affects the consumer sector and all businesses dependent on the flow of currency in
the market, such that many businesses are forced to cut costs, which further reduces economic spending and may ultimately
lead to job losses. This downward spiral of the economy reduces government tax revenues at the very time that social benefit
costs are increasing due to unemployment.
Note: Monetary policy involves changing the interest rate and influencing the money supply. Fiscal policy involves the
government changing tax rates and levels of government spending to influence aggregate demand in the economy.
However, recent history suggests that such strategies now only have a limited ability to stimulate a stagnant economy,
when interest rates are already near zero and both public and private debt is high, especially if an initial recession
develops into a longer term depression.
However, these cycles of boom and bust do not happen in isolation of other dynamics within the economy, such that we might
want to try to represent some of these other factors in a series of simple models. At one level, it has been said that an economy
is the sum total of all transactions that take place between both individuals and businesses. Within the simplicity of the
following model, we might represent these individuals or businesses, numbered as 1 & 2, which seek ‘income’ in order to
finance their ‘spending’. However, in a stagnant economy we might recognise that both income and spending would broadly
remain unchanged, if amortised over the entire economy, such that overall ‘growth’ would also remain stagnant .

However, within the simplicity of the first model above, there is an assumption of incrementing growth that is proportional to
‘productivity’, which effectively increases income and the ability to spend more. Let us assume that each business produces an
‘output’ using an ‘input’ of labour and capital, where the idea of capital covers materials and machinery, then productivity is the
ratio of the output volume to the input volume in some given unit of time.
Note: By way of an example, let us assume two firms 1 and 2 make the same product. Firm 1 produces 6 units of output
in one year requiring 2 units of labour and 8 units of capital, where 5 units of this capital figure is associated with raw
materials, such that its productivity is calculated to be 6/(2+3+5)=0.6. In contrast, firm 2 produces 10 units of output in
one year requiring 2 units of labour and 13 units of capital, where 10 units of this capital is associated with materials,
such that its productivity is calculated to be 10/(2+3+10)=0.667.
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In this example, firm-2 is deemed to be more productive because its output to input ratio is higher. However, we might note
that firm-1 produces its output using considerably less material, such that we might consider this firm to be more efficient, at
least, in the material capital used. Therefore, we might speculate that firm-1 might be able to sell its product at a cheaper price,
such that over time it gains more market share over firm-2. In this context, we might realise that productivity is a somewhat
historic measure of what happened in the past, not what might happen in the future, if firm-A eventually puts firm-2 out of
business on product pricing. However, given that the discussion is more orientated towards the productivity of an economy, as
a whole, we might prefer to use the idea of labour productivity as a measure of economic growth within a nation-state, which
measures the amount of goods and services produced by one hour of labour, such that labour productivity might be defined in
terms of the ‘real’ GDP produced by one hour of labour.
Note: Again, only by way of an example, let us assume the real GDP of an economy is $10 trillion and the total labour is
estimated to be 300 billion. Then labour productivity would be $10 trillion divided by 300 billion resulting in $33 per
labour hour. If the real GDP of the same economy grew to $20 trillion the next year and its labour hours increases to 350
billion, its labour productivity would increase to $57 per labour hour. This would reflect an economic growth in labour
productivity of 57-33/33=72%.
However, if we return to the previous model, we might realised that any increase in the productivity would effectively increase
the ability to spend more. This increase in spending then becomes an increase in income to other businesses in the economic
chain. However, while productivity can support the idea of ‘real’ growth, if its calculation is linked to GDP, which is inflated by
debt, as suggested by the chart below for the US economy, we might have to question the real state of growth.

In the context of the simple model being explored, we might initially assume that firms 1 and 2 are small businesses, which
produce a physical product that has a market value that contributes to the overall GDP of a nation-state. However, what is not
clear in this model is whether firms 1 and 2 actually made a profit or loss in the process. For example, if we were to assume an
economy comprising of 1000 businesses that produce products having an output value of 10,000, but where each makes a loss,
then the GDP figure would simply represent a backward looking statistic without any inference to the potential fact that most
of these businesses would probably have to cease trading in the future, i.e. there is the suggestion that GDP would soon crash.
Today, the GDP of most nation-states includes the output ‘value’ contributed by its financial sector, which may account for up
to 10% of the GDP total in some cases. However, some question the output value of a bank loan, which includes the new
currency created by interest, as its seems to be too far removed from a tangible product. As such, some economists have
suggested that the ‘output’ of the finance sector should be quantified in terms of a ‘transfer payment’ rather than as an output
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value of an actual product. Within this debate, some have even gone as far as to argue that the majority of the finance sector
represents ‘unproductive labour’ and therefore ‘unearned income’ as per the following quote:
th

National account economists of the 20 century could not see anything but paradox in the notion that such a prosperous
industry as banking, with such self-evident utility, could do anything but detract from national output or add only
marginal value to it.
If we were to take such an argument at face-value, it might then further question the accuracy of GDP growth assumed by most
economies, if inflated by debt interest. On the basis of this argument, it would not be gains in productivity that were driving
GDP growth but the accumulation of public and private debt, as well as interest, as possibly reflected in the following chart.

OK, if ‘real’ productivity is not driving the economy, how else might we explain GDP growth?
If we modify the previous model by removing the feedback of productivity on income and spending, we might then discuss the
effects of credit and debt in isolation. In the revised model below, we see our two conceptual firms 1 and 2 have their spending
increased by credit in the boom phase, while income is reduced by debt in the bust phase, which the chart left assumes causes
a cyclic effect on growth.

We will qualify the growth cycle shown above as essentially a short-term cycle when viewed at the level of small businesses and
individuals because it is often self-regulated by how much they are allowed to borrow plus how much they can afford to borrow
without over-reaching themselves.
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Note: We might assume that credit is a good thing when it finances investment spending, which leads to increase
income. However, credit can also be a bad thing when it finances over-consumption, which cannot be paid back.
However, all credit implies an increase in the currency in circulation, which in-turn invariably leads to price inflation.
In the boom phase of this short-term cycle, credit is generally easier to obtain and the interest rate charged may appear to be
offset by the opportunities within an expanding economy. While this credit does not immediately increase income, it does
allow spending to be increased, which can be translated into an increase to the income of downstream businesses, which it is
hoped will eventually cycle back around as an increase in the income of everybody within the economic chain. However, in-line
with the note above, this general increase in income invariably creates inflationary pressures that inflate prices and therefore
the cost of doing business. However, this effect does not necessarily cause a problem while income increases in-line with
inflation, although it should be highlighted that this entire ‘boom phase’ has been fuelled by credit, such that debt has been
injected into the economy along with the additional inflationary effects of new currency being created in the form of interest
payments against the debt. So, at some point, our small firms hit their debt ceiling, such that economic growth cannot be
fuelled by any further debt and markets start to lose confident, i.e. a bust phase can be triggered. While this cyclic process at
the individual level does not translate into a ‘boom and bust’ cycle within the economy, as a whole, its aggregated effect can
create a ‘perfect storm’, which not only affects the local economy, but also have far reaching consequences on the global
economy at large.
So what conditions might be associated with a perfect storm?
If we make reference to some of the US debt figures already quoted, public debt was estimated in the region of $18,000 billion,
while private debt to be in the region of $35,000 billion. As such, today’s US economy was estimated to be underpinned by
some $55,000 billion of debt, which in a historical context has generally increased year-on-year.

This discussion has raised the possibility that GDP is inflated by debt, such that any implied growth in an economy may have
little to do with increases in productivity. If so, it would require an additional dynamic to be added to the previous credit-debt
model in order to prevent each short-term boom and bust cycle escalating within a much longer economy cycle driven by
increased debt. However, we possibly need to be a little more specific on how the financial sector, especially private banks,
help drive the cyclic dynamics of debt through their ability to create new currency in the form of loans, when it is in their self-
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interest, irrespective of whether it might create a credit bubble that may eventually lead to financial instability. So, given this
bias, we possibly need to table another question:
What would constrain a private bank from simply creating evermore currency in the forms of loans?
Well, while we might assume that the ‘raison d'etre’ of the financial sector is profit, this process is based on the overall
confidence in the economy and the ability of its customers to repay their debts. We also need to factor in the capital liquidity
of private banks in terms of their asset/liability balance sheets. For the state of their overall liquidity could be seen as a measure
of a private bank’s capacity to absorb past risk and their perception of future risk, which might then constrain the creation of
currency in the form of new loans. Of course, for reasons already outlined, confidence in the economy can be subject to ‘boombust cycles’, but where the financial sector, as a whole, can amplify both the underlying causes and effects. In ‘boom’ times, the
rate of debt default rates will generally be low and the private bank loan-debt model remains profitable, which contributes to
their overall capital liquidity status, such that it may encourage them to issue more debt-loans and in so doing create more new
currency in circulation.
Note: It is worth noting that 97% of the currency in circulation exists in the form of an electronic fiat on a balance sheet,
while only 3% now exists in the form of physical cash, where private banks are responsible for the former and the central
bank the latter. So, based on this skewed dominance, debt-loans increase the amount of currency in circulation, which
might be seen as an inflationary effect, while debt repayment reduces the amount of currency in circulation, which might
be seen as a deflationary effect. Of course, it should also be noted that the interest gained on the loan by the private
banks also amounts to new currency that never leaves the system and historically has caused the currency in circulation
to double every 14 years, which would equate to a 5% compound growth rate.
So, as a generalisation, we might assume that confidence grows throughout the ‘boom’ phase, such that private banks might
become more willing to issue loans into what might have otherwise been perceived to be higher risk markets, e.g. productive
industry, that does not necessarily have the same equity guarantees as the property market. We might also assume that this
increase willingness to lend to industry helps the overall economy to grow, while also causing an inflation of property prices.
However, somewhere within this process, the level of increasing higher risk debt leads to problems and the confidence in the
economy begins to decline, i.e. a ‘bust’ phase is triggered. As a consequence, private banks may see a reduction in their capital
liquidity, as loan assets on their balance sheets default and no longer offset their liability. As such, confidence begins to
evaporate and private banks seek to protect their balance sheets by reduced lending, except possibly for guaranteed loans, and
may even start to call-in higher risk loans. As the source of new currency in circulation begins to dry-up and existing loans paid
off or cancelled, the currency in circulation decreases and, if unchecked, may lead to a financial recession and ultimately
economic depression. Even if longer recession is avoided, recovery can often be slow as private banks continue to be reluctant
to lend and the wider economy suffers because of a shortage of credit and spending, which economists sometimes described in
terms of debt-deflation.
Note: Debt deflation is an economic theory used to explain the cause of economic depressions based on overconsumption, over-spending, and under-investment, which leads to a destabilisation caused by debt and deflation. The
combination of decreasing confidence, increasing debt and decreasing prices, results an increased value of debt leading
to financial distress.
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1.2.4

Leveraging Dynamics
Note: By way of an initial definition, leveraging is a mechanism by which credit, i.e. debt, can be used to gain assets,
which while possibly leading to increased gain, can also lead to increased loss. Strictly speaking, a balance sheet should
offset any debt liabilities against assets, but if assets fall in value, these assets may not cover the debt liability, such that
the balance sheet might be described as too highly leveraged. By way of example of what might be implied by ‘highly
leveraged’ prior to the 2008 financial crisis, Merrill Lynch used $30 million in equity to raise $1 billion in debt, i.e. a
leverage of 33, while Goldman Sachs operated off a leverage of 25 and Bear Sterns off a leverage of 42. When a loss of
confidence in the markets occurs, which they always do, some form of deleveraging strategy will be required to reduced
the debt liability back in-line with the revised value of the assets.

Given the obvious spectrum of opinions held by economists, which are often based on an excruciating level of detailed data and
ambiguous terminology, it is possibly not surprising that so many of them disagree on the state of the economy. For this reason,
this section has chosen to discuss various economic dynamics in terms of a series of simplified models, where the goal has only
been to outline the basic issues of possible interest to the general reader. Of course, whether this helps highlight key issues or
simply masks the real issues might be debated. This said, quite a lot of issues have been covered in terms of the gold standard
and its development into fiat currencies and the subsequent increase in debt and currency devaluation. Within this process, it
has been suggested that the interest paid on debt continues to create new currency, possibly causing a doubling of currency
every 14 years, which leads to a further inflation of prices in the economy. The discussion of debt dynamics then outlined four
basic mechanisms that might help ‘stabilise’ the economy, although most did not really address the underlying issue of debt,
i.e. currency injection, interest rates, taxation and austerity and finally debt default. Finally, in the last discussion of cyclic
dynamics, a number of simple models were introduced in order to consider whether economic growth was predicated on
productivity or debt growth with the possible conclusion that the latter might have been more important to-date. If so, we
might immediately link the discussion of leverage dynamics to the following question:
Can debt continue to increase indefinitely?
As we might have come to expect, there appears to be many contradictory responses to even this seemingly straightforward
question, which differ on both the interpretation of historic data and the assumptions underpinning a wide variety of economic
models. This said, we shall proceed on the premise that the current state of the global economy does not seem to instil
confidence, which might reasonably be attributed to the high level of both public and private debt in the global economy as a
whole. If so, simply increasing this debt will do nothing to improve confidence and therefore we might also assume that the
level of debt, in both the public and private sector, has to be reduced. Of course, if the answer to the question above is no, we
then need to turn our attention to another question:
How can the level of public and private debt be reduced?
In the last discussion, it was suggested that relatively short-term boom and bust cycles are invariably driven by debt, rather
than productivity gains. As such, it would be the excessive leveraging of credit-debt that initially helps to fuel a boom phase,
which comes to an end as some form of debt ceiling is approached and signals the start of a reciprocal bust phase. However, it
was also suggested that in addition to this short-term cyclic process, public and private debt has been subject to another form
of long-term debt leveraging, which cannot be sustained forever, but has come to underpin the global economy over many
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years. The basic argument is that this level of debt represents a debt ceiling, at the national and global level, which now stifles
economic growth. While this problem is well recognised, and debated by economists, it is unclear whether there is any obvious
or, possibly more to the point, acceptable solution, e.g. deleveraging, by which debt might be significantly reduced. Therefore,
the remainder of this discussion will outline some of the dynamic mechanisms that might be used to address this problem.
Ok, if there is a way to reduce debt, why has it not been implemented?
Possibly for the simple reason that debt is a profitable business to the financial sector as a whole, therefore any talk of debt
reduction is not one that its powerful and influential institutions will necessarily support, especially if it implies some form of
debt default or write-down. For it is entirely possible that the level of debt, which now restricts real growth, is so high that any
strategy used to address this problem must include some form of debt reduction. However, any overall strategy will probably
require a number of mechanisms to help manage the dynamics of inflation and deflation within an economy as debt is reduced.
So what mechanisms might be considered?
Basically, any form of deleveraging needs to balance debt reduction against income. As highlighted in the previous discussion,
credit can initially help increase spending, which then filters through into an economy to increase income for many downstream
businesses. Therefore, any cliff-edge reduction in credit could also impact income, which might then trigger a deflationary spiral
into recession. If so, then the overall strategy requires a counter-balance of inflationary mechanisms that helps maintain
income, while allowing time for debt reduction to be managed in a more orderly fashion, e.g. the deflationary mechanisms of
austerity cuts and higher taxation have to be balanced against the inflationary mechanisms of currency injection and
government spending.
Note: Let us consider a simple example of a single investment resulting in either positive or negative leveraging, where
the latter would then require some form of deleveraging strategy. This investment involves buying an asset worth
$100,000, which might gain or lose 10% in value over a year, which is first pursued using currency held in equity rather
than credit. If the asset increases in value by 10%, then the investment makes a 10% profit, while if this asset falls in
value by 10%, it would result in a 10% loss. However, let us assume that this investor only has $50,000 in currency
equity, so decides to borrow the other $50,000, at an interest of 6%, which would cost $3000 in interest over the year.
On the assumption that this asset increases in value by 10% over that year, i.e. $10,000, it would leverage a profit of
$10,000-$3000=$7,000, which would not have been possible without access to credit leverage. Of course, if this asset
decreased in value by 10% over the year, the asset would make a loss of $10,000+$3,000=£13,000. So while leveraging
can make a reduced profit (7%), it can also lead to an increased debt (13%). In isolation, the balance sheet of this
investor now has more liability than assets and possibly no obvious means to reduced the debt.
So while the example might provide a reason for why individuals, businesses or even nation-states might want to leverage debt
to stimulate growth, accumulated debt can reach a point when devalued assets on the balance sheet are not enough to cover
all liabilities. However, unlike the isolated investment example above, there is usually still some form of income that might be
used to pay down the debt providing the creditors allow time for a deleveraging strategy to be implemented.
So what mechanisms might deleveraging employ?
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In the case where there are sufficient assets on the balance sheet to cover liability, deleveraging can simply sell these assets to
pay off the debt. Of course, if creditors are confident of the value of the assets, they may see no reason to impose any
deleveraging while they remain in receipt of the interest payment on the debt. Of course, things become a little more
problematic when creditors lose confidence in the debtors ability to pay, not only the interest, but the original sum borrowed.
Therefore, highly leveraged balance sheets, where debt is not covered by assets, may invoke default fears that require a
deleveraging strategy in the form of debt restructuring, which we might initially characterise in the following terms:


Debt write-down or write-off



Longer repayment period



Lower interest rates

In many ways, debt write-down is essentially a recognition by creditors that assets only partially act as equity against the debt.
However, if creditors believe that the debtor might still pay off the debt with interest based on other income, the debtor may
still be seemed to be credit-worthy. Of course, if creditors doubt both assets and income, they may simply take all assets
available and write-off the debt. However, as an alternative or supplementary mechanism to the loss implied by debt write-off,
the debtor may be allowed to pay off the debt over a longer time period, which might actually provide a greater return in
interest to the creditor, albeit over a longer timeframe. Finally, the logic of lower interest rates might be seen in terms of a
smaller return that is preferable to a bigger loss. However, the general effect of this type of debt restructuring, when scaled to
the size of a nation-state economy, is invariably deflationary in nature, which can cause unemployment to rise, while
government tax revenues fall just as social benefit claims increase. If so, the temptation to raise taxation and impose austerity,
in order to reduce the year-on-year deficit, may only add to deflationary pressures, which can then lead to recession and
ultimately a long-term depression of the economy.
So how might this deflationary pressure be counter-balanced?
In part, we have already outlined two mechanisms often used by governments to offset deflation, i.e. currency injection and
lower interest rates, which are inflationary as both can increase the amount of currency in circulation. However, this currency
injection also represents an increase in public debt in the form of bonds issued by the treasury or the quantitative easing
authorised by a central bank. As such, the success of these mechanisms is measured in the ability to maintain spending in the
economy on which income depends, at least, in the short term. It may also be hoped that currency injection may partially pay
for itself, if tax revenues can be maintained and social welfare payments minimised. In addition, if we recognise that private
debt is typically much higher than public debt, then an increase in public debt that helps to reduce overall private debt may be
seen as a good approach within an overall debt reduction strategy.
But how can public debt be addressed?
Ultimately, public debt requires government spending to be aligned to its income, i.e. its tax revenue. In this context, the
mechanisms above may only help minimise the year-on-year deficit, but may not eliminate it. In the past, many governments
have also use the idea of a privatisation of public assets in order to help pay down the overall public debt, although many
simply squandered their one-off windfalls in order to avoid raising taxation or imposing austerity cuts, which politicians
recognise are very unpopular with all sections of the voting public within a democracy. Therefore, today, governments may only
have limited public assets, which might be subject to further privatisation, although the bale-out conditions imposed on the
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Greek government might suggest that creditors can still get ‘blood out of a stone’. However, it is possible that all these
mechanisms are destined to fail if the real problem of wealth inequality remains unaddressed, such that it has become endemic
across most economies within the post-war era.
OK, so why has this problem not been addressed?
While the chart left has been used many times, it is worth repeating in
this discussion because it possibly represents the root of the debt
problems, both public and private. We might also characterise the scale
of the problem associated with wealth inequality as follows:
Note: Currently, the richest 1% hold about 38% of all privately held
wealth in the US, while the bottom 90% held 73% of all debt. The
New York Times also claims that the richest 1% in the US now own
more wealth than the bottom 90%.
As to answering the question above, in the same way that powerful and
influential financial institutions will not support debt reduction, let alone
debt write-off, the wealthy 1% will not readily give up their wealth,
irrespective of growing inequality. However, given the scale of debt, it is possible that any effective restructuring public and
private debt cannot avoid a conflict between the haves, i.e. top 1%, and the have-nots, i.e. bottom 90%. Of course, at this stage,
the powerful 1% still control most of the financial and political institutions underpinning all government policy. Therefore, it is
entirely possible that the real issue of debt restructuring will not take place unless the top 1% perceive the need for some sort
of wealth redistribution in order to avoid increasing anarchy within the society on which they are also dependent.
Is this really economics or simply a disguised revolutionary ideology?
While this is a fair question, it may be refuted on the grounds that the democratic process has failed to deliver a long-term
economic solution to the problem of rising debt, which many are arguing is rooted in wealth inequality. Equally, it might be
argued that the labelling of ‘revolutionary ideology’ might also be described as an ‘evolutionary process’, because it is not
explicitly citing the overthrow of a government by force or the imposition of an undemocratic new social order, for it only
aspires and argues for effective and fair governance. Of course, at this point, it might be necessary to direct the reader toward
other discussions addressing the wider issue of political evolution and population and resources and, in a much wider context,
the future evolution of humanity. However, it would be naïve to assume that a breakdown of social cohesion might not lead to
more internal conflicts within a nation-state, which then escalate into conflicts between nation-states along the lines of the
‘haves and have-nots’. Of course, history suggests that such conflicts will only incur more debt, which most nation-state cannot
even sustain at current levels, such that it may prove impossible to isolate the economic debt problem from the wider problems
of global politics.
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1.3

The Economic Debate

In an earlier discussion, a simplified model was introduced that attempted to outlined some of the basic interactions between a
government, its people, its banks and its industry, which collectively might be used to define a national economy. However, as a
an introductory precursor to the wider issues to be ‘debated’ in this section of discussions, this earlier model is now updated
with some more detail. Of course, even this updated model is only representative of the real structural complexity that exists
within most developed nation-states, which are also subject to many variations in the institutions of state and cultural heritage.
However, its main purpose is simply to highlight that any economy does not operate in isolation of the rest of society or for that
matter other wider global issues.

The model above attempts to be relatively generic in its description, therefore the use of the dollar ($) symbol should only be
seen as representative of any currency in circulation. Likewise, while the conceptual breakdown of the government is shown in
the general terms of an ‘executive, legislative and judiciary’, the day-to-day running of the state is usually carried out through
the bureaucracy of government departments and officials. Equally, although the model may suggest a clear separation of
executive, legislative and judiciary in terms of policy, laws and judgments, not all political systems support this separation in
terms of any actual autonomy of action. Again, different political systems might also have varying degrees of control over the
‘treasury’ and the ‘central bank’ as government departments, although in many cases the latter may effectively be a private
company owned by shareholders. However, in stark contrast to any arms length control of the economy, the ‘military’
encompassing land, sea and air services and an ever growing array of ‘intelligence services’ are usually kept under the close
control of the government, irrespective of its political ideology, although plausible denial is still often required by politicians. As
such, we might perceive the ‘government’ along with its control of ‘fiscal policy’ and national and public ‘services’ to represent
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the top-tier within the structural hierarchy of some nation-state that controls the national economy. Below this top-tier of
government control, we might see the devolution of some of the overall control to ‘local government’ that may have a limited
ability to collect local taxes and modify local services, e.g. police and social services, within the constraints of government policy
and funding. On the financial side of the model, we might highlight a more indirect form of government control of ‘private
banks’ and the ‘finance services’ via the ‘treasury’ and ‘central bank’ using ‘monetary policy’ to change interest rates and the
amount of currency in circulation and ‘fiscal policy’ to change tax rates and the level of government spending.
Note: As a generalization, the central bank reserves may be described in terms of the deposits made by private banks
into their accounts with their central bank. Some central banks set a minimum reserve requirement, e.g. 10%, which
private banks have to deposit with the central bank to cover their default liabilities and day-to-day transactions with
other private banks. However, this type of reserve may only exist as electronic credit on a balance sheet and, as such,
may have little intrinsic value in an economic crisis, even if there were figures to quantify the overall amount held by the
central bank. Therefore, as a very broad estimate, it is possible that many central banks have less than 10% in gold
reserves and 5% in foreign currency in comparison to the public debt of the government.
In many ways, it might be said that central banks use private banks as an intermediary through which the treasury can directly
acquire currency on behalf of the government by issuing bond IOUs to finance spending or to inject currency into the economy
via the central bank using quantitative easing – see Currency Dynamics for more details. While the components of the economy
described in terms of the ‘private banks’ and the ‘financial services’ are often assumed to contribute to the GDP of the nationstate, there is an argument that this contribution should be classed as ‘unearned income’ because it is typically leveraged off
the interest earned on debt rather than by the productivity of industry or commerce. In this context, ‘industry and commerce’
are the primary producers of products that are sold to ‘people’ and all other forms of consumers in society, which might then
be equated to ‘earned income’. However, it would be naïve to assume that the ‘engine’ of any modern economy could function
without the financial ‘lubrication’ provided by private banks and the financial sector, although it is important to recognise the
impact that the interest charges on excessive debt, both public and private, can also have a detrimental effect on the economy.
Finally, the updated model recognises that ‘people’, ‘industry and commerce’ plus the ‘private banks and financial services’ all
contribute to the tax revenue of the government via the treasury.
OK, but what purpose does this model really serve?
In the previous section of discussions entitled ‘Economic Model Dynamics’ some attempt was made to outline a number of
dynamic mechanisms associated with currency, debt and leverage plus how they might contribute to the cycle of boom-bust in
most economies. While admitting that these outlines do not present the totality of the actual complexity within an economy,
we also have to question the accuracy of the myriad of sophisticated models that have failed to predict some future outcome of
an economy. Of course, almost by definition, all models are simplifications of a far more complex system, which are invariably
based on assumptions that may turn out to be flawed. However, while models in theoretical science might continue to be
highly speculative due to an ongoing lack of empirical verification, this should not be the case in economics, which can clearly
verify the accuracy of any model within the space of a few years plus has a mass of historic data on which to base its initial
assumption.
So why have all these economic models been so unreliable?
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At this point, we possibly need to return to the idea of the human condition, which may drive some people to conform to the
mainstream consensus. The idea of a mainstream consensus has always existed in both religion and science, although history
suggests that this consensus will invariably weakened over time as new facts are discovered and then accepted. Of course,
there is nothing wrong with going along with the consensus as long as some form of duty of inquiry is undertaken and the
mainstream consensus does not attempt to censor alternative viewpoints and arguments.
In economics, all the non-orthodox people can’t get jobs in the main universities because we don’t push the mainstream
paradigm. Steve Keen
Of course, the problem implied by the quote above extends beyond just the issue of unemployed economic professors, because
the course material that will be taught to the next generation of economists may simply continue to entrench mainstream
theory without questioning it. Equally, without the backing of mainstream respectability, the work of many ‘non-orthodox’
academics will invariably fail the criteria of mainstream economists within the process of peer review and therefore limit the
distribution of their ideas. While the development of the Internet has now allowed many to publish their work on-line to a
wider audience, its validity might still be questioned given the number of conspiracy theories that now flood the Internet every
day. With this cautionary note in mind, Paul Krugman published an Internet article back in 2009 entitled ‘How Did Economists
Get It So Wrong?’ from which the following extract is taken:
It’s hard to believe now, but not long ago economists were congratulating themselves over the success of their field.
Those successes, or so they believed, were both theoretical and practical, leading to a golden era for the profession. On
the theoretical side, they thought that they had resolved their internal disputes. Thus, in a 2008 paper titled ‘The State of
Macroeconomics’, Olivier Blanchard of MIT and now the chief economist at the IMF, declared that ‘the state of
macroeconomics is good’. The battles of yesteryear, he said, were over, and there had been a ‘broad convergence of
vision’. And in the real world, economists believed they had things under control: ‘the central problem of depressionprevention has been solved’ declared Robert Lucas of the University of Chicago in his 2003 presidential address to the
American Economic Association. In 2004, Ben Bernanke, a former Princeton professor who is now the chairman of the
Federal Reserve Board, celebrated the Great Moderation in economic performance over the previous two decades, which
he attributed in part to improved economic policy making. Last year, in 2008, everything came apart. Few economists
saw our current crisis coming, but this predictive failure was the least of the field’s problems. More important was the
profession’s blindness to the very possibility of catastrophic failures in a market economy.
The scope of this apparent misunderstanding of the underlying economy due to ever-growing debt appears hard to believe,
especially when attributed to people charged with the responsibility of guiding the global economy. If we accept that these
people were not stupid, or ignored the real facts, is it any wonder that people forward other conspiracy theories to explain the
state of economy. However, it is possible that things are changing as students have started to protest that conventional
academic courses have failed to explain the problems within the global economy, which is now forcing many universities to
revise their economics curriculum. Following the 2008 financial crisis and the apparent failure to formulated an effective
recovery, student groups have also started to criticise the scope of the economic agenda for not addressing the world’s pressing
social issues, e.g. wealth inequality. This grassroots protest of the next generation of economists has now won the backing of
prominent economists such as Joseph Stiglitz, a winner of the Nobel Memorial Prize in Economic Sciences in 2001 and former
chief economist of the World Bank and, in addition, Andy Haldane, chief economist at the Bank of England.
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Note: Today, the Internet and Youtube have also allowed ‘non-orthodox’ economists like Michael Hudson, Steve Keen,
Mark Blyth, James Rickards and Thomas Piketty to promote their ideas to a much wider audience. Of course, the reader
is advised to apply the same ‘duty of inquiry’ to their ideas as with any other from mainstream economics.
Most of the economists highlighted above cite the issue of the high level of debt, both public and private, as a root cause of
many of the problems now affecting the global economy. In part, some of the issues surrounding debt were outlined in the
discussion ‘cyclic dynamics’ and then discussed further in the discussion ‘leveraging dynamics’. While this latter discussion
attempted to forward some possible solutions to the debt crisis in the form of debt write-down, longer repayment periods and
lower interest rates, there was some scepticism as to whether the creditors, who generally hold positions of power and
influence, would ever agreed to adopt such solutions, even assuming that they would work. However, it is possible that without
some form of new economic thinking, the growing level of wealth inequality will not be resolved any time soon, which may
then result in increased social unrest causing knock-on instability in global trade.
So what is implied by wider global issues and stability in the model outlined?
Today, few if any nation-states can operate independently of the global assessment of its governance, covering its political,
economic and social decisions. Equally, by the same token, decisions of other nation-states, especially powerful ones, within a
globalised economy can also have far-reaching implications on many other nation-states. The scope of these implications are
simply too numerous to specify in any detail, but a flavour of these issues might be recognised in the following quote from the
original Limits to Growth report that could be applied to any modern society:
The limits-to-growth model is a simplification of reality, which does not distinguish among different geographic parts of
the world, nor does it represent separately the rich and the poor, there is no military capital or corruption explicitly
represented in the model, because incorporating those many distinctions would not necessarily make the model better
and very much harder to comprehend. This probably makes the model highly optimistic. It has no military sector to drain
capital and resources from the productive economy. It has no wars to kill people, and destroy capital, nor waste lands. It
has no ethnic strife, no corruption, no floods, earthquakes, nuclear accidents, or AIDS epidemics. As such, the model
represents the uppermost possibilities for the ‘real’ world.
While we might recognise that the model outlined in this discussion is essentially a static representation of the interfaces
between the various components that make-up a modern nation-state, it may also help to highlight that any effective economic
solution has to consider issues beyond financial modelling. For the outcome of any economic theory can be thwarted by a
myriad of social and political issues that can profoundly affect the stability of any economy in unpredictable ways.
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1.3.1

Economic Developments

The introduction to this section has attempted to present a model, where people are surrounded by many institutions that now
make up a modern society, e.g. government, financial, services and industry. However, such models can make it difficult to
imagine the economy of a modern society without the hierarchy of financial transactions based on fiat currency exchanges,
which today amount to little more than digital updates of some computerised balance sheet. Somewhere within this myriad of
financial transactions emerges the idea of wealth, assessed on the basis of a balance sheet of assets and liabilities, which might
crudely be used to identify the haves and the have-nots of this world. Of course, this complexity developed over time from
much simpler systems of exchange, the review of which might help identify the real sources of wealth in more tangible terms
rather than the abstraction of fiat currencies that are now often distorted by interest charges and debt.
So where did the idea of an economy start?
As a generalisation, we might anchor the idea of a simple economy to the barter system, where an isolated community of
people share the resources of land and water to grow food within an equally simple social hierarchy. However, in the following
diagram, we will extend the idea of a single barter systems to two that allows the concept of trade to be introduced, but where
‘transaction’ payments are still based on physical resources, e.g. food and materials.

What we see more clearly in the simplified model above is that any notion of wealth must exist without reference to the
abstraction of currency or even monetary gold. Therefore, we might also assume that the concept of the interest on loans does
not exist, although an unpaid debt might result in bonded slavery. While this model hints at some form of social hierarchy, e.g.
tribal chiefs and elders, there is no concept of a centralised government, which we will introduce in the next update.
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Initially, any concept of a centralised government may have only existed in the form of a local feudal warlord, who may have
simply claimed ownership of all resources in both communities by force-of-arms. As such, this type of feudal warlord would
have felt justified in extracting rent for the use of ‘his’ resources plus taxes for the protection his army so ‘kindly’ extended to
the communities under his control. The subsequent payment of rent and taxes would probably involved both food, materials
and gold. However, while this warlord might be said to effectively ‘control’ the overall economy in this model, trade is shown
still predominately taking place between people lower down in this hierarchy. The inference of the introduction of gold into the
model, initially a valued metal, might also imply the use of monetary gold coinage in trade exchanges, if both communities
accepted its value as a possible form of payment to the feudal warlord. Therefore, within this revised model, we might also
infer that the idea of wealth being extended to include the monetary value of gold as extracted from the underlying economy in
the form of rent for the resources now owned by a feudal warlord. As such, we might return to the argument that this wealth is
created as an ‘unearned income’ that actually extracts from the productivity of the people in the earlier simple barter system.
Of course, while these people may have been powerless to stop the imposition of this hierarchy, they may have accepted it on
grounds of the protection it offered from other warlords on the basis of ‘better the devil you know’. However, with hindsight,
we might realise that the imposition of hierarchical institutions had only just begun.

In the next stage of development, as shown above, most of the institutions of a nation-state are in place, although possibly in a
fledgling form. However, the idea of a local warlord has been replaced by some form of regional governance without
necessarily implying any form of democratic election by the local communities, which are possibly better represented by local
councils. As such, regional governance may still be defined by a small minority consisting of a wealthy and powerful elite that
own the majority of the land and resources in that region. However, we shall assume that the servile state of the people under
the original warlords has now improved, such that some of the people now aspire to greater wealth through industry and
banking. Above the institutions of regional governance is some form of central governance of a nation-state, although it may
still imply the absolute power of a monarchy or some other form imperious head of state. If so, the economic governance of
this type of nation-state may be orientated towards its military services to protect the state from threats in the form of an
internal uprising or foreign invasion. However, in reality, while the treasury would have been empowered to collect taxes to
paid for an ever-expanding military, the real object was invariably to protect the life-styles of the rich and powerful rather than
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the people lower down within this ever-growing social hierarchy. In this respect, the preference for monetary coinage, e.g. gold
and silver, might be seen in the fact that it was more readily exchanged for resources as and when required. History also
suggest that most nation-states, in the form of its elites, also went about ‘acquiring’ ownership of considerable resources, e.g.
land in the form of large estates encompassing farmland and mining rights. So, despite the many simplifications of this model,
we might still see how an early nation-state may have come to define the economy as a whole, where production of industry
and commerce seems to remain positioned below regional governance. Initially, the wealth of powerful elites was maintain
through the institutions of regional and national governance, which then helped it extract its income from the economy, at all
levels, through land ownership and all the resources it contained. However, over time, the rent income previously enjoyed by a
wealthy elite would be increasingly supplemented by the share-ownership of businesses in which their inherited wealth had
allowed them to invest, e.g. industry, commerce and most importantly banking and financial services.
So what is the state of the economy at this stage?
In many respects, the introduction of banking services into the model implies the acceptance of interest charges for profit,
rather than loss avoidance, i.e. the dangers of usury were either forgotten or simply ignored by those profiting from it.
However, while we might initially assume that the basic monetary supply was still constrained by the physical supplies of gold
and silver, it is worth highlighting that the development of fiat paper money has a long history.
Note: The story of the goldsmith-banker is possibly worth repeating at this stage. For it is said that businesses started to
deposit their gold and silver coins with local goldsmiths, because they own the strongest safes. In return, the goldsmiths
issued them with a paper receipt, which in-turn started to be used as a form of fiat currency that could be traded in
preference to gold coins. However, some of these ‘goldsmiths’ noticed that only about 10-20% of their paper receipts
were ever redeemed at any given time and, as a consequence, started to make loans against not only the gold reserves
they held on behalf of others, but actually exceeded this value, as they only required the 10-20% figure to meet the
demand for gold to be redeemed. In this way, goldsmiths became bankers and currency started to inflate as interest
charges added to the fiat currency in circulation.
From a development perspective, most national governments originally promised to redeem the face-value of their fiat
currency in gold, although this promise no longer holds today within any national economy or the global economy at large – see
historic background of various gold standard for more details. However, like the goldsmith-bankers, nation-states have always
had the ability to simply print fiat currency in excess of their actual gold reserves in order to pay for rapidly escalating costs of
their military in times of war. In this respect, the problem of ever-increasing currency in circulation we see today is not
necessarily a new one, although the original problems invariably started from a much lower baseline of inflation and debt. So in
answer to the question tabled above, it might be argued that the seeds of currency inflation has always been driven by interest
charges on debt and therefore the temptation to simply print fiat currency, by whatever means, may have affected most
economies from the outset.
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1.3.2

Credit, Debt and Interest

Today, some might argue for a return to the gold standard of the past and in so
doing, abolish the idea of fiat currencies, such that money with intrinsic value
might be restored. However, while the collapse of the global economy might one
day inflict this situation on us, this ‘solution’ to our current economic woes
appears to add nothing to the analysis of cause and effect. For while credit leading
to excessive debt is indeed a problem, credit leading to increased growth is not,
although the definition of growth possibly needs to be contextualized beyond the
myopia of financial gain. Likewise, there is nothing wrong with paper fiat
currencies in preference to carrying large and heavy sums of gold coinage, as long
as this fiat currency is not over inflated for the wrong reasons, e.g. financial greed. As such, credit and debt, in and of
themselves, are not an explicit problem, if interest is held in check, although history has long held the belief that the charging
th

of interest on a loan amounts to usury. We might use the words of Thomas Aquinas, a 13 century philosopher and theologian,
taken from two extracts from his work entitled the Summa Theologica to outline the historic objections:
To accept usury for the loan of money is in itself unjust; because this is selling what does not exist, and must obviously
give rise to inequality, which is contrary to justice. For the better understanding of this point it should be noted that
there are some things whose use lies in their consumption: as, for example, wine is consumed when it is used as drink,
and wheat is consumed when it is used for food. In such cases the use of the thing and the thing itself cannot be
separately taken into account, so that whenever the use of the thing is granted to someone the thing itself is given at the
same time. For this reason ownership is transferred by a loan in such cases. If a man were to sell separately both the
wine and the use of the wine he would be selling the same thing twice over; that is he would be selling what does not
exist: and he would clearly be sinning against justice. For the same reason he commits an injustice who requires two
things in return for the loan of wine or wheat, namely the return of an equal quantity of the thing itself and the price of
its use. This is what is called usury.
However, Aquinas is really only paraphrasing, by example, the idea that interest and usury are the same thing, which has its
roots in religious scriptures going back thousands of years. While the modern financial world might obviously want to refute
Aquinas’ arguments, the previous review of the financial dynamics underpinning today’s globalised economy might suggest that
debt dynamics only leads to instability, when credit comes to dominate economic growth or, at least, the allusion of it. For
economic growth that simply leads to an ever widening inequality of wealth in which only a small percentage of the population
prospers is not necessarily sustainable growth, even if we ignore finite planetary resource issues. Therefore, we shall pursue
Aquinas’ argument to the next stage:
There are other things whose use does not lie in the consumption of the thing itself; as for instance the use of a house,
which lies in the living in it and not in its destruction or consumption. In such cases both the use and the thing itself can
be separately granted; as when, for instance, someone passes the ownership of a house to another, but reserves to
himself the right to live there for a certain time; or on the other hand when someone grants the use of a house to
another, reserving to himself its ownership. For this reason it is permissible for a man to accept a price, i.e. rent, for the
use of a house, and in addition to sell the freehold of the house itself, as is clear in the sale and leasing of houses. Now
money, according to the philosopher Aristotle is devised mainly to facilitate exchange; and therefore the proper and
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principal use of money lies in its consumption or expenditure in the business of exchange. For this reason, therefore, it is
wrong to accept a price, or money, i.e. interest, for the use of a sum of money which is lent.
While this position has a consistent logic, the idea of usury as a crime has passed into history based primarily on the initial
argument that interest is not profit, but rather the avoidance of loss, although we might now question the scale of this ‘loss
avoidance’. So, over time, the financial sector has come to occupy a similar position as landlords did in history, where debt
interest has replaced land rent. However, unlike rent income that was assumed to be returned to the wider economy via the
spending of wealthy landlords in the local economy, the financial sector tends to used their ‘loss avoidance’ to finance new
loans, i.e. to proliferate further debt and interest payments on a global scale. This has ultimately led to a huge escalation of the
overall debt burden within the economy without necessarily increasing the productivity of output or income for the wider
majority. However, it is important to recognise that this system of gain is driven by compound interest and represents a form of
exponential inflation of the currency in circulation.

[1]
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when n  1

In [1], compound interest leads to the exponential sum [A] over the original sum [P], which in financial terms is called the
principal, which grows as a function of the interest rate [r] and the exponential of time [t]. Depending on the units of [t], e.g.
days, months or years, the compound growth may be calculated at [n] different times, so if t=14 years and [n=1], the
exponential sum [A] is calculated once every year for 14 years. By way of an example, used in previous discussions, if debt
interest was set at 5%, it would cause a doubling of currency in circulation every 14 years and fuel price inflation.
[2]

t

14

A  P 1  r   $1 * 1  .0.05

 $1.98

We might contrast the exponential effect of compound interest against the growth of simple interest, where the interest rate
[r] added each year is simply multiplied by time [t] and then added to the principal to calculate the accumulated sum [A]:
[3]

A  P 1  rt   $1 * 1  .0.05 *14   $1.7

While the format of [3] does not look so different at first glance to the second form in [1] and appears to result in a value of [A]
in the same ballpark, i.e. $1 becomes $1.98 versus $1 becoming $1.7, the implication of the exponential [t] on the result can be
very dramatic over time. This effect was highlighted by a contemporary of Adam Smith in 1772, when writing:
Money bearing compound interest increases at first slowly. But, the rate of increase being continually accelerated, it
becomes in some time so rapid, as to mock all the powers of the imagination. One penny, put out at our saviour’s birth
at 5% compound interest would, before this time, have increased to a greater sum than would be obtained in a 150
millions of Earth, all solid gold. But if put out to simple interest, it would, in the same time, have amounted to more than
7 shillings 4½d.
However, we might update the numbers in the previous historic example as follows, [P=$0.01], interest rate [r=0.05] and time
40

[t=2000]. In the case of compound interest governed by [1], the value of [P=$0.01] grows to $2.39*10 , which is almost too big
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to comprehend, while the simple interest based on [3] results in [P=$0.01] growing to just $1.01. Today, 1 metric tonne of gold
is worth about $40 million, where the compound interest total would equate to about 600,000 billion billion billion tonnes of
gold. Therefore, we might now begin to realise the full implication of the charging of compound interest on almost all debts,
although some were very quick to realise the benefits that might be accrued.
J. P. Morgan and John D. Rockefeller are said to have called the principle of compound interest the eighth wonder of the
world. For them it meant concentrating financial fortunes in the hands of an emerging oligarchy indebting the economy
to itself at an exponential rate.
In practice, it is almost impossible for most people not to incur private debt on which compound interest is charged, even if
they ignore the temptation of credit cards and the need for a student loan, for most people need a home in which to live and
raise their families. However, for most, this aspiration will invariably require a mortgage with some level of compound interest
charged. So, as has already been suggested, the siphoning off of compound interest diverts revenue away from the currency in
circulation within the productive economy in the form of unearned income into the financial sector that not only avoids loss,
but greatly profits from the charging of compound interest. However, as a consequence, this financial profit has become an
overhead on the wider economy by putting a downward pressure on the productive economy by increasing the breakeven cost
of living for individuals and small businesses, which has ultimately led to the increase in wealth inequality.
1.3.3

Wealth Inequality
Note: Before discussing the issue of wealth inequality, you might wish to view this Youtube link that outlines the
distribution of wealth in America, highlighting both the inequality and the difference between our perception of
inequality and the actual numbers. However, some people attempt to explain many aspects of distribution, including
wealth, in human society as a natural law based on a Pareto function. While this is undoubtedly true, the key words here
are ‘natural law’ that suggests that humanity can have no control on the outcome of this type of distribution. This is
clearly does not have to be the case in respect to wealth inequality, where human society can regulate the excesses of
our own self-interest, when it borders on greed.

The issue of wealth inequality has been inferred in several of the
discussions related to debt reduction. For it has been argued that
the level of debt, both public and private, is now so high and so
widespread across the global economy that it might never be
repaid without some form of debt reduction strategy. However, it
was recognise that powerful financial institutions backed by a
wealthy elite might resist such an idea, especially if suggesting a
debt write-down, thereby putting the interest payments on the
huge debts at risk. Therefore, this discussion seeks to better
understand, rather than trying to resolve the problems
surrounding wealth inequality, although we might first need to ask
whether everybody perceives this to be a problem.
Is there any economic rationale for wealth inequality?
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After WW2, many economists believed that economic growth would benefit all sections of society. This premise was followed
through by implementing economic policies that favoured the top percentiles of society on the assumption that it would end up
benefiting everyone, because the top percentiles were also the ‘wealth creators’ as well as ‘wealth beneficiaries’ and their
increased wealth would eventually ‘trickle down’ to the lower percentiles of society. Today, we have possibly come to realise
that this post-war optimism has not exactly played out in terms of wealth inequality. However, economists still debate the pros
and cons of a wealthy elite on the grounds that the wealthy pay higher taxes and help to create jobs. Without going into all the
arguments, it might simply be argued that if wealth inequality was so helpful to the less fortunate, then why has wealth
inequality not decreased rather than seen to increase over the last 50 years or so.
So how might we explain this increasing inequality?
As usual, there appears to be little consensus between economists on the root causes of wealth inequality. Neoclassical
economists, who developed the marginal productivity theory of wages, have argued that income earned is broadly reflective of
an individual’s contribution to society and, as such, this theory appears to suggest that those at the top are only getting a
corresponding return on what they contribute to the economy. This higher contribution also includes the higher taxes paid to
the government, if we assume that the very wealthy always paid the full rate of tax.
Note: It should be highlighted that the division between the haves and have-nots is being discussed in terms of a
collective generalisation rather than as an explicit judgement of individuals in either group. For some very wealthy
people are extremely altruistic, whose contribution to society have benefited everybody and not just themselves. Equally,
we might have to also recognise the harsh truth that some people are poor because they have few skills that are valued
by anybody in society, not just ignored or exploited by the rich. This said, some argue that a fair distribution of wealth
must include the cost of a welfare system and other social structures that help maintain the stability of society to the
benefit of all, i.e. both the haves and have-nots.
Despite the caveats raised in the note above, wealth inequality has undoubtedly been caused by self-interest, bordering on
greed, that has led to the corruption of both political and economic power plus allowed the fraudulent manipulation of
markets, regional exploitation of labour and construction of monopolies causing unfair pricing of goods and services.
Note: One company in particular, Goldman Sachs, appears to have been able to propel a disproportionate number of its
former employees into positions of political and economic power, not only in the US, but all over the world. Without
listing the dozens of people who have occupied numerous positions of power and influence over the last 50 years, these
positions include US Treasury Secretary, US Under Secretary, Chairman of the Federal Reserve, Governor of the Bank of
Italy and Governor of the Bank of England plus many other positions in the International Monetary Fund (IMF) and
World Bank. Many of these individuals have then returned to Goldman Sachs, or other similar financial institutions, after
their high-profile appointments to take up positions with a very large remuneration package or lucrative speaking
engagements. It might reasonably be assumed that powerful financial institutions, like Goldman Sachs, would not look
so favourably on remunerating these people if they did not and had not supported their financial ambitions.
However, at this point, we shall restate the distinction between ‘earned income’ as opposed to ‘unearned income’, which has its
roots in history, where the powerful simply gained ownership of the land by force-of-arms, after which former and future
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tenants of the land were forced to pay rent. As such, it is argued that all subsequent landowners simply received ‘unearned
income’ by virtue of ownership rather than anything that could be attributed to productive labour, which might also be
described as a monopoly based on ownership. Without necessarily expanding on all the arguments, both for and against this
assertion, ‘unearned income’ of the form outlined might actually reduce the income of many in the form of unproductive rent,
especially if subject to monopoly pricing. Therefore, rent extraction differed from what classical economists defined as profit or
gain made by investing in equipment and employing labour to produce goods and services. Today, the financial sector makes its
profit or gains via interest, fees, commissions and penalties plus its privilege position of being able to create credit-debt in the
form of loans. However, all these financial gains also amount to additional costs on top of the classical idea of output on which
productivity is based, such that the profit gains of the financial sector have been described as ‘unearned income’. Despite this
argument, the gains of the financial sector are invariably accounted as part of the GDP figures of a nation-state economy, which
often masks the lack of real productivity growth based on production – see cyclic dynamics for more details.
But surely we cannot simply ignore the economic impact of all this unearned income?
While this is undoubtedly a fair question, the answer may depend on its impact to society as a whole, rather than just in the
increased wealth of a relatively small number of beneficiaries. For the growth in income over the past 50 years or so has
primarily been attributed to executive pay, especially in the financial sector, but not exclusively so. However, over this time, the
rise in executive remuneration has not necessarily been reflected in any significant productivity growth and a study of some
2500 CEOs in 1400 corporations found no direct correlation between executive remuneration and corporate performance.
Note: Many corporations have linked executive pay to the earnings per share, which is often viewed as a measure of
success by management and shareholders. However, this measure can often be manipulated by a process called share
buyback, where equity or loans are diverted from direct investment which might otherwise increase output productivity
simply to buy its own shares, which can then help increase the earning per share that benefits executive remuneration
based on this measure, although possibly damaging the long-term future of the corporation in terms of product
competitiveness.
As a consequence, executive remuneration in the US, in comparison to the average employee, has increased from 20:1 in 1965
to 354:1 in 2012, which simply cannot be justified in terms of any productivity gains, but might be seen in terms of share prices
and shareholder dividends. This remuneration ‘discrepancy’ has been particularly evident in the financial sector, which appears
to have risen by another 40% even in comparison to other well-paid sectors of the economy. However, rather than just
assuming that these financial executives must be more astute wheeler-dealers, resulting in greater growth, unprecedented risktaking and excessive debt leverage has helped drive the entire financial sector towards the brink of insolvency in 2008, if not for
huge taxpayer bailouts required to save them. It might also be highlighted that this was another ‘boom-bust’ crisis that few
mainstream neoclassical economists predicted or have fully explained, even with hindsight.
Note: A study of Bear Sterns and Lehman Brothers between 2000-2008 found that its top executives effectively awarded
themselves huge, allegedly performance-based, remuneration packages estimated at $1 billion for Lehman and $1.4
billion for Bear Stearns, which disappeared off their balance sheet when the two firms collapsed. Other studies have also
suggested that, despite contradictory claims, increasing the rate of tax for high earners does not adversely affect the
growth of GDP for the economy, which might then question the overall contribution of the wealthy and top-earners to
society as a whole.
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In many respects, it might be argued that the debate over what constitutes ‘earned income’ versus ‘unearned income’ is also
encompassed in the issue of wealth inequality, if we assume the former is based on the production of goods and services, while
the latter is based on rent and asset management. To clarify, the idea of unearned income or rent, it not only includes land
and property rent, but many forms of gain associated with interest, insurance premiums, pension contributions or financial
commissions surrounding asset management rather than output production. In this context, assets can be used to provide
‘rent’ to the owner over and above the original equity value. As such, asset ownership and management can lead to increased
wealth, which does not necessarily lead to an increase in the production or productivity of the economy and, possibly more
important to this discussion, the wages of workers involved in production. As the following chart suggests, wages in the US have
generally been falling since the 1970’s, i.e. after the Bretton Woods Agreement was abandoned, which allowed the dollar
currency in circulation to escalate, when freed from the idea of gold reserves, and caused prices to rise.

We might note the inverted relationship in the graph above between wages and corporate profits over the same time period. It
could also be argued that wages can stagnate, or decrease, in the face of a growing ‘rent economy’ that inflates prices,
especially in the housing market. This change in the balance of wealth also appears to have caused further instability in the
economy in terms of the 10+ boom-bust events over the last 40 years or so, leading to what some economists described as a
‘traumatised worker effect’. For within an increasingly globalised economy, the bargaining power of workers has been eroded in
the face of lower trade tariffs and the ability to move capital, which has allowed corporations to more easily deliver an
ultimatum, i.e. either accept lower wages and worse working conditions or production will be moved elsewhere. Likewise, the
expansion of a globalised economy underpinned by increased debt, especially private debt, has led to an increase in wealth
inequality that has affected the net income of the bottom 90%, who are dependent on employment and wage levels. In an
environment where recession and depression may just be around the corner, many employees fear being made unemployed,
which suppresses worker demands for wage increases. Of course, those in the top 10% usually have no such concerns, if their
income is not predicated on direct employment wages. This has helped create a situation where the top 1% have gained 73% of
the US income growth since 2008, while many in the remaining majority have seen their incomes fall against the inflationary
effect of price rises.
What other key factors affect the income of the bottom 90%?
Unlike the wealthy minority, the majority of people who think they own their own home will still be paying for their homes via a
mortgage. We might consider the cost of a home based on the average house price in the UK of £250,000 simply by way of an
illustrative example. If we initially ignore the requirement to have an appropriate deposit, a 25 year mortgage of £250,000 to
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cover the cost of an average house price in the UK, at 5% interest, would cost £1,478/month or £17,738/years. The total costs
over 25 years would amount to £443,453, where £193,454 would be attributed to interest payments. Today, in 2017, the
average gross UK wage is estimated to be £26,500/year or £2208/month, which would fall, due to basic tax and national
insurance, to a net figure of £21,000/year or £1750/month. Of course, these net figures do not include VAT (20% tax) on
virtually all spending or all other essential expenditure that has to be deducted from the net figure before an assessment of
mortgage borrowing can be made. In the case of the average UK wage, a person would be very lucky to get a mortgage of
£100,000, i.e. approaching 4 times gross salary, which would probably not buy too much property in most areas of the UK with
reasonable levels of employment. Today, it is estimated that the average debt in the UK attributed to outstanding mortgages is
£85,000, while the mortgage lender could still force your home to be sold should you default at any time over the 25 years, in
order that the equity in the property can be reclaimed to pay off any remaining debt.
So why do so many people strive to buy their own homes?
In order to address this question, we possibly need to get some historical perspective. The following graph shows an estimate
of house prices versus wages for 1950, 1965, 1990 and 2015 on the logarithmic scale on the left in order to better see the
comparative trend – please note the x10 factoring of the scale on the left. The house-to-wage ratio is then scaled
independently on the right and shows house prices rising faster than wages since the mid-1960’s.

However, we shall focus on just the three 25 year samples between 1965-2015, which suggests that house prices rose on
average by 8.1%, while wages only rose by 6.8%. Now, at face value, this might appear to be quite a small difference, but this
difference has to be quantified in terms of a compound interest over 50 years. As such, £1 of wages in 1965 increasing at 6.8%
becomes £29 in 2015, while £1 of house increasing at 8.1% becomes £57, so that we might, yet again, see the exponential
effect of compound interest. Therefore, for those who could afford to buy their own homes over this period, the equity in their
homes would appear to have been a good investment, i.e. they would have made a profit despite all the interest paid over 25
years. Of course, for most people this increase in house equity does not really translate into a direct profit as they have to live
somewhere and this other ‘somewhere’ will have also increase in price by a similar amount. This said, house owners will not
have incur the equivalent cost in rent for 25 years that, unlike rent, does not continue into retirement.
But what does this graph tell us about wealth inequality?
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At one level, the increase in the house-to-wage ratio is only giving us an indication of a possible wealth inequality between
generations over the period 1965-2015 in one specific area of the economy, rather than the wealth inequality between
different percentiles in society, e.g. top 1% versus the bottom 50%. However, we might reasonably speculate that the 6.8%
growth in wages since 1965 is reflective of the increased cost-of-living in general since that time and linked to the inflation of
currency in circulation. Obviously, there is also the difference in house price inflation, i.e. 8.1%, in comparison to wage inflation,
i.e. 6.8%, which we might explain in terms of the preference of private banks to issue loans guaranteed by property equity.
However, this preference of private banks to make loans backed by property equity does not explain how ordinary people could
afford ever-increasing house prices over and above their wage increases, although the following graph probably tells us all we
really need to know.

We might infer from the graph above that normal households have simply been getting deeper and deeper in debt, via ever
larger mortgages, which has helped maintain the additional inflationary effect on assets, such as house prices. The upward
pressure on house prices has also been maintain by the fact that home ownership in the UK has risen from about 25% in 1950
to a peak of 69% in 2001, although it has subsequently fallen back to 64%. Finally, in recent times, foreign investors have
viewed the UK property market as a ‘safe-haven’ in uncertain times, which has also inflated house prices in metropolitan areas,
such as London, which has then percolated into the suburban house prices and then onto other regions of the UK. However, let
us also return to the wider issue of household income across various sections of society using data from the US:

Again, the graph above attempts to reflect the trend of income over the last 50 years or so, separated into different percentiles
of US society. What appears apparent from the graph is that the top 5-20% have seen a net increase in their normalised
income, which is adjusted for inflation, especially the top 5% that has seen its income doubled. Of course, we might also note
that the income of the more wealthy appears to be more unstable, which might be explained because their income is more
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dependent on ups and downs of the stock market, i.e. the boom-bust cycles of the economy. However, while the lower
percentile incomes appear more stable, we possibly need to understand the situation of people who are only just keeping their
economic heads above water. In such cases, house prices inflating faster than income is a real problem if you are trying to get
on the housing ladder, while rising interest rates can make mortgage repayments unaffordable with the ever-present threat of
foreclosure.

In the graph above, we see an interesting symmetry between the position in 1928 and 2012, where the total income of the top
10% amounted to ~50% of the total income of the US, while the remaining 90% shared the rest on a sliding scale by percentile
groups not detailed in this graph. At the end of the 1920’s, the US economy entered its Great Depression as stock markets
collapsed, which as suggested would have affected the wealthiest in society. The income distribution then appears to have
entered a prolonged period, i.e. 1930-1980, whereby the income of the top 10% fell from 50% to ~35%, although we might
suspect that this simply meant cutting back on the luxuries rather than the essentials. Then in the 1980’s the income of the top
10% started to recover back towards its 50% peak in 2010, after a bit of a hiccup due to the 2008 financial crisis. We might link
the start of this rise to the US abandoning the Gold Exchange Standard in 1971, which effectively allowed the US to print dollar
currency independently of its actual gold reserves, while the 1980’s saw the deregulation of financial markets sometimes
referred to as the other ‘Big Bang’. Other short-term variations in the otherwise rising total income of the top 10% can probably
be linked to various boom-bust cycles throughout the period shown, which is then simply mirrored in the total income of the
bottom 90%. Finally, we might show the change in the share of total income in more detail across all percentiles of US society.

What else might we highlight from the previous discussion?
As already touched upon, the inflation of house prices has the effect of transferring wealth from the young to the old and from
those who cannot get on the property ‘ladder’ to those who can. In this respect, there has not only been an increased in wealth
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inequality between the haves and have-nots, but between different generations. However, it would appear that only a small
minority, i.e. top 10%, receive more income from private banks in the form of investment dividends and salaries than they pay
in any outstanding loan interest. If so, this must mean that interest payments on all other debt, created by private banks, has
the effect of transferring income from the bottom 90% of the population to the top 10%. So while the increase in wealth
inequality is relatively obvious, the increasing wealth of a small minority appears not to have ‘trickled down’ in any effective
way to add value to the production of goods and services on which so many wages depend. It might also be said that the
policies of many central banks has been another factor contributing to the growth in wealth inequality, because as soon as
wages start to rise towards the rate of inflation, central banks could simply increase interest rates and the currency in
circulation that then adds to the cost of living, especially those with private debt.
So how can wealth inequality be reversed?
While any answer to this question would be extremely lengthy and beyond the scope of this discussion, it might be suggested
that the causes for most of the problems highlighted through this entire series of discussions would have to be reversed.
Certainly, the proliferation of debt, especially private debt, might be seen as the root of many of the problems associated with
wealth inequality, which then has negative knock-on effects within an economy. While many modern economists may now
dismiss the views of classical economists, such as Adam Smith, as simply being a matter of historic interest, Smith highlighted
the need for certain principles, based on personal morality, which should not be considered as obsolete. For while Smith
accepted the right of self-interest of an individual, he was not so naïve as to believe that the ‘self-interest’ of all individuals are
always in the ‘collective interest’ of society, as a whole. So while Adam Smith is often associated with the foundation principles
of capitalist free markets, he also recognised that some individuals would always try to corrupt and manipulate a free market in
their own self-interest, irrespective of the costs to the wider majority. In this respect, his views were possibly more prophetic
than we would like to believe and therefore even more relevant
today when we look around at the state of the global economy
and the suffering being inflicted on so many by so few.
1.3.4

Scope of Economics

Previous sections of the discussion of economics have
attempted to highlight issues surrounding the development of
money and currency plus the dynamic mechanisms that affect
them both. By way of contrast, this section of discussions is more orientated towards issues of debate that extend the idea of
economics to encompass an understanding of the development of production, consumption and distribution of wealth within
society, as a whole, and therefore also includes wider social implications. As such, the scope of economics is expanded to
include the study of human actions in respect to the options, choices and the utilization of resources, both natural and manmade, where economic theory might employ both deductive and inductive logic to extrapolate and verify its conclusions.
However, while it might be said that a myriad of economic models have all been extrapolated from a premise, i.e. deductive
logic, we might still question the level of empirical verification, i.e. inductive logic, which actually supports them. As a
consequence, some have argued that real-world economics has become increasingly subordinate to both political ideology and
the power of wealthy elites, such that it has ceased to be a verifiable science. While this might appear to be an extreme
viewpoint, it might explain why the history of so many economies have not performed as predicted by so many mainstream
economic theorists.
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Economists didn’t just fail to see that monster recession; they routinely fail to see economic events coming. The best
models we have, i.e. the ones central banks use, which take graduate-level training in order to handle have about as
much forecasting power as simple, naïve mathematical techniques that any undergraduate statistics major could whip
up in a few minutes. Noah Smith
Of course, in the wider context now being discussed, this is possibly somewhat unfair, because all too often the mechanisms of
economic theory can be corrupted by human greed or political compromise. Therefore, the idea that economics could ever
accurately predict some future outcome based on only theoretical assumptions about how people, businesses and
governments ‘should’, as opposed to ‘actually’, cooperate with each other in order to ‘ideally’ organize production and
utilisation of resources may always be limited.
Even so, might the divergence between theory and practice tell us something?
For example, many economic models might reasonably predict that it is more efficient for businesses to specialise in the
production of a final marketable product, possibly requiring specific labour skills rather than trying to produce every component
of the product themselves. These components can then be produced by other businesses that specialise in the production of
these components in a much more cost-effective way, which then helps reduce the overall cost of the final product. Such a
model might then be optimised even further if the scope of the market is global in reach and tariff barriers are minimised and
currency exchanges operate efficiently without too much political manipulation. Of course, any initial empirical evaluation of
the efficiency of such a model might only be considered in terms of the cost reductions that can be realised in the short-term,
where the cost of labour and materials is now being evaluated across the entire globalised market.
But does a short-term financial evaluation verify a rational long-term economic strategy?
Let us assume that a small business starts by employing local people as well as locally sourcing the materials for its product. Of
course, over time, the sustainability and potential growth of the business might be subject to increasing competition based on
product pricing. On the basis of market analysis, it may be realised that competitors have started to source some components
from cheaper foreign manufacturers, which poses a commercial threat if this strategy is not also adopted. However, over yet
more time, the issue of competitive product pricing returns because other businesses have now started to outsource the entire
assembly of the final product overseas, where labour costs are much cheaper and can be quickly hired and fired without
compensation because they have little in the way of regulatory protection. While it might be argued that such issues should be
within the remit of economic consideration, we will ignore this issue for the moment. So returning to the issue of financial costs
in isolation, there is a suggestion that our local business might also have to make many of its original employees redundant in
order to cut cost as part of the transfer of its production overseas. While this may also be seen as an ethical dilemma within the
wider remit of economics, we shall proceed on the assumption that the original owner and directors have retired on the
windfall of their stock options after the business went public, such that a new-generation of executives now only feel
answerable to its powerful majority shareholders. Within the context of this example, we might realise that the priority of both
the executives and shareholders may now be focused on the profitability of the business overall without necessarily giving too
much consideration to its original employees. So while this is only a contrived example, it might still highlight some issues that
may need to be addressed, if economic strategy extends further than the results shown on a financial balance sheet. If so, we
will frame the essence of the dilemma outlined above in terms of a question.
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While executives might be required to act legally, are they legally required to act morally?
Clearly some ethical and moral issues are enshrined in laws, such that we might assume that most executives want to stay on
the right side of the law. However, some ethical issues are not addressed by any legal statute or simply remain a ‘grey area’
subject to different perspectives. In terms of the previous example, it is possible that the executives were only legally required
to offer their original employees redundancy with some minimum compensation package in accordance with local law, while
then being allowed to replaced these employees with foreign workers on minimal wages with little to no protection in foreign
law. While many might see this example as unethical business practice, history suggests that such action has been followed by
many executives with the approval of their shareholders, although the latter invariably claim a degree of plausible denial.
However, let us consider another example in terms of tax evasion, which is illegal, and tax avoidance, which is not, although
many now consider businesses that avoid paying their fair share of tax to be acting in an unethical manner. However, as part of
its governance, executives of a business may legally seek to minimise their tax liability through a process we might call ‘tax
planning’ that involves maximising allowances, deductions, rebates, exemptions etc.
Note: In extreme cases, tax planning that encompasses cost savings of every sort may involve delaying paying suppliers
until the very last moment, not honouring warranty on its products, failing to comply with health, safety and
environment regulations and other commitments one might assume of an ‘ethical’ company.
Of course, we might also assume that aggressive tax planning might be extrapolated to the point that some might considered
this to be tax avoidance, although neither tax planning or tax avoidance is illegal.
So where does society and economics draw its ethical line in respect to its laws and policies?
While any search of the Internet will throw up hundreds of papers extolling the benefits of businesses acting in an ethical
manner, the fact is that ‘easy money’ is very hard to resist, especially if it does not constitute a crime in law. Therefore, we
possibly need to highlight some examples of ‘easy money’ that many senior executives have found very hard to resist, e.g.
share-buyback. As already indicated, many businesses link executive pay to the earnings per share as it is often seen as a
measure of success by management and shareholders. However, if this measure is simply manipulated to benefit executive
remuneration, then we might reasonably consider this to be irresponsible to the livelihoods that depend on the long-term
success of the company, i.e. it is unethical.
Note: While this discussion gives the inference that share buyback simply diverts capital away from production into the
pockets of executive and shareholders, this is a somewhat biased and simplistic assessment of this process. For company
executives might legitimately consider share buyback, if they believe that the shares are undervalued and therefore a
good time to buy and may signal to the market that the executives have confidence in the future of the company.
Equally, share buyback may give the company executives more control over hostile acquisitions and other forms of
corporate raiders. In these terms, share buyback is not necessarily a bad things. However, while there are some
legitimate upsides, there are also some possible downsides, which may verge on the unethical if the decisions are based
on the self-interest of executive remuneration, as already outlined. Equally, manipulating the earnings per share can be
used to mask other problems within the company or to create a short-term gain in the stock price to the benefit of
insider traders without any obvious long-term benefit to the company or its employees cannot be considered ethical.
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As a previous discussion has already pointed out, the rise in executive remuneration has been shown not to be reflected in any
significant productivity growth according to a study of some 2500 CEOs in 1400 corporations. However, the ethical dimension of
this practice might be highlighted in the fact that executive remuneration in the US, in comparison to the average employee,
has increased from 20:1 in 1965 to 354:1 in 2012, which simply cannot be justified in terms of any productivity gains that would
benefit the wages of the average employee.
But are such ethical problems simply isolated instances or reflective of a more worrying lack of ethics in the wider economy?
In truth, it would seem that rogue elements within the financial system often prey on businesses to extract profit in their own
self-interest, which would otherwise be used to help secure the long-term future of the business and its employees. For
example, when Apple went public, via Initial Public Offering (IPO) in 1980, the stock issued ended the first day of trading at
$29/share, which valued the company as $1.8 billion. However, the underwriters of this IPO only initially valued the shares at
$14, i.e. 48% of its value at the end of the first day. However, because the stock was so over-subscribed, the underwriters had
to revised the opening price of the shares to be $22, i.e. 75% of its value at the end of the first day. In this example, Apple only
received the value of the opening price, while various traders in the ‘know’ and ‘preferred’ financial institution made 25% profit
per share in the first day, i.e. $480 million in total. Whether this was simply an inability of the IPO process to predicted value
that the market would put on the shares or more representative of a financial incentive to under-value them from the outset
might still be debated by some. However, what is clear is that this sort of financial gain in unearned income could have been
used to increase the earned income through further product investment on which the wages of the majority depend.
Note: Those who profited from the Apple IPO might argue that the implied loss incurred was simply the cost of attracting
enough investors to buy all the shares. However, the subsequent approach taken by other companies appears to suggest
that the process was deliberately manipulative, possibly to the point that it might be described as institutionalise fraud.
In 2004, Google attempted to avoid the problem by adopting a ‘Dutch auction’ in which the price of the shares is set
after taking in all bids and determining the highest price at which the total offering can be sold. In this type of auction,
investors place a bid for the amount they are willing to buy in terms of quantity and price. For example, an investor may
place a bid for 100 shares at $100 while another investor offers $95 for 500 shares. Once all the bids are submitted, all of
the allotted shares are assigned based on the lowest price of all the successful bidders. In terms of the example above,
the price of the shares to all bidders would be $95. While this would appear to be a more equitable process, at least from
the perspective of the company, it runs the risk of deterring investors if they do not think they can make the same ‘easy
money’.
While the examples above might be seen by some as unethical in that it diverted income from the productive economy, others
will simply describe this as the normal state of affairs in the cut and thrust of financial markets. Even if we accept this to be yet
another ‘grey area’ of business ethics that is not illegal, let us now consider the idea of ‘corporate raiders’ or as they might
preferred ‘activist investors’. Following an Initial Public Offering (IPO), the ownership of a company is effectively divided across
its shareholders, which we might simply assume is done on the basis of one vote per share. Most of these shareholders hold
their shares as an investment without any direct role in management decisions of the company. However, corporate raiders,
aka activist investors, seek to use their voting power, often within a cartel of other active shareholders to increase the size of
their voting lobby to force the company to make decisions in their self-interest rather than the company as a whole. Again, this
often involves the idea of share-buyback to increase the earnings per share, which then allows the corporate raiders to make
yet more ‘easy money’ at the expense of the company’s ability to invest in its future products on which employment and wages
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must ultimately depend. Of course, while most people might see this as a clearer example of unethical business practice that
harms the productive economy, yet again, it is not illegal. Therefore, after the 250 years since Adam Smith warned of the
dangers of unregulated self-interest in his famous work ‘The Wealth of Nations’, excessive greed still appears to be allowed.
OK, but does a few greedy individuals really affect the economy at large?
In an article issued by the Harvard Business Review, it was stated that 449 companies listed on the S&P 500 index had used 54%
of their earnings, amounting to $2.4 trillion, in share buyback between 2003-2012 in addition to the 37% paid out in dividends.
This meant that only 9% of their earnings was left for direct investment back into their productive business. The immediate
beneficiaries of this process were the executives, who we might have assumed should be working in the company’s interest,
not just their own. The remuneration package of the top 500 executives amounted to an average of $30 million each, where
80% was derived from stock options tied to the price of the shares, which in many cases was leveraged upwards by taking on
debt to buy back their own shares. This situation was possibly aggravated by the influx of currency into the economy via the
quantitative easing strategy being implemented by many central banks in conjunction with low interest rates, which rather than
stimulating the productive economy and earned income of the majority of workers was often used to simply boost the
unearned income of the financial service sector.
So, in what way can such practices possibly help the wider economy?
This is a rhetorical question as history shows us the financial sector has become increasingly biased towards short-term profit
taking rather than

long-term investment to be used to help support productivity gains in the wider economy. As a

consequence, the idea that banking and finance should help fund new investments in order to increase production and
productivity might, at best, be described as a low priority within the financial sector of many modern economies. So, instead of
raising funds for industry and commerce by issuing shares to finance new capital investment, the market is manipulated by
both company executives and share activists in the form of share buyback, often leveraged on debt loans, when the interest
rates are low enough that equity value can be extracted from a company. Such practices have caused markets to become
distorted by the process of corporate takeovers, management buyouts and share buyback, again often financed on borrowed
credit, where the basic idea of borrowing cheap currency to buy or force companies to return a greater dividend yield or price
per share has been repeated over and over again. As a direct result of this financial manipulation, prices have been inflated,
debt increased and investment in the productive economy reduced. However, possibly more worrying is the fact that private
banks have, in principle, an ability to simply create electronic currency in the form of loans, i.e. debt, which might suggest that
this process can be expanded to target companies in real estate, industry, mining and public utilities all over the world, if the
extorted yield is greater than the interest paid on borrowed currency.
So what stops this process?
Of course, ultimately, this financial manipulation of the wider economy only results in inflating stocks and assets until the
‘bubble’ finally bursts. However, a side-effect of this type of financial manipulation is a growing inequality of wealth as those
rich enough to own assets, see their assets continue to rise in price, driven by currency inflation that underpins the illusion of
economic growth. Therefore, we possibly need to reconsider the prophetic words of Adam Smith, some 3 centuries ago, when
he stated:
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The rate of profit does not, like rent and wages, rise with the prosperity, and fall with the decline of the society. On the
contrary, it is naturally low in rich, and high in poor countries, and it is always highest in the countries which are going
fastest to ruin.
Of course, today, we might see some obvious parallels with the amount of growing debt propping up a failing global economy,
which may simply expand to the point that debts can never be repaid, after which debt default invariably leads to economic
collapse at the end of yet another boom-bust cycle.
But what dynamics support such a gloomy outlook?
There are probably many factors that could be cited in response to the question above. However, it may be possible to reduce
the dynamics affecting most modern economies to just four main issues, although the cause of all might be attributed to the
dynamics associated with short-term profit taking driven by human greed. First, asset prices have increased disproportionately
and independently of any real investment. Second, credit-debt has become an increasing factor in driving the economy overall.
Third, unearned income on debt has become a major factor contributing to wealth inequality. Fourth, ‘doing business’ is driven
by self-interest without any real sense of an ethical or moral compass. This said, the words of Benjamin Franklin may actually be
a better and a more succinct assessment of the problem we are now facing.
He that is of the opinion money will do everything may well be suspected of doing everything for money.
Of course, while we might assume that some proportion of those who work in the financial sector will ‘do almost anything for
money’, we also have to question why society as a whole allows such people to get away with the behaviour being outlined. For
might we not simply assume that the government, in the form of the executive, legislative and judiciary, would want to control
the excesses of the financial sector in order to better serve the productive sectors of the economy, i.e. earned income as
opposed to unearned income. While we might indeed assume this to be the case, we shall use the example of quantitative
easing (QE) to illustrate how distorted thinking about market economics extends beyond the financial sector.
Note: By way of historic background to the following discussion of quantitative easing (QE), it is highlighted that it has
been illegal for anybody, but the Bank of England, to print UK currency notes, since 1844. However, when this law was
passed, there was no real notion of electronic currency that only exists on the balance sheets of private banks. As a
result, private banks now create 97% of currency in circulation, while the Bank of England prints the remaining 3%,
primarily to fill up the ATM machines or to meet any other diminishing demands for physical cash.
Following the 2008 financial crisis, most governments were struggling to find ways to help their respective economies recover
because interest rates were already at a historic low and private banks were extremely risk-averse as they struggled to limit the
exposure of bad debt already on their balance sheets. As a result, the idea of QE was adopted, and presumably approved by
government, in what appeared to be an attempt to help stimulate the wider economy. For example, it is estimated that the US
Federal Reserve pumped in over $4 trillion into its economy via its banking system, while the European Central Bank (ECB)
pumped another €1 trillion into its economy. However, we shall use the £375 billion of QE issued by the UK central bank, i.e.
the Bank of England, to possibly outline some of the details of cause and effect. So, as already discussed, when governments
are faced with an economic recession, they have traditionally look towards monetary policy to adjust interest rates and the
amount of currency in circulation and fiscal policy to increase tax revenues and austerity to reduce spending. However, fiscal
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policy can be a very blunt tool that can often make the conditions underpinning a recession worse. We might also realise, based
on the note above, that the ability of monetary policy to adjust the amount of currency in circulation is limited when 97% is
issued outside the direct control of the government and its central bank. As such, we return to the idea of quantitative easing
(QE), which attempts to stimulate an economy via the central bank buying back government bonds, and other assets, in order
to inject new currency into the economy.
Note: If we divide the £375 billion of UK QE by its population of 64 million, it approximates to £5800 per capita, i.e. man,
woman and child, which on the basis of 2.3 children per family would equate to ~£13,000 per family household. As such,
if QE was distributed on this basis, it could have been used to directly stimulate the economy and pay down debts.
However, it has to be assumed that economists advised the government to take a different approach.
For whatever reason, the central bank did not give this huge QE sum directly to the Treasury in order for the government to
democratically decide how best to spend this ‘money’. Rather it was distributed via private banks, and other large financial
institutions, in exchange for government IOU’s, possibly because it was thought to negate the claim that currency was simply
being printed on the basis that the balance sheet liability was being matched by assets, i.e. bonds. However, as pointed out,
most of these financial institutions were extremely risk-averse after the 2008 crisis and simply looked to secure all this currency
within safe investments, such as the property market and stock market, which while not unaffected by the crisis, had proved
historically quick to recover as suggested in the following chart.

As indicated in the graph, while property prices took a short hit in 2009-2010, they quickly started to recover due to the
ongoing issuance of loans in the form of mortgages, such that we can see a £50,000 increase in the average house price
between 2010-2015. Within the volatility of the markets in general, mortgage loans continued to be considered as a relatively
‘safe bet’ because any potential default was protected by the equity of property, such that private banks and individuals who
could afford to invest in the property market became the main beneficiaries of QE, not the wider economy. Likewise, the
currency received in the form of QE also inflated the stock market and it is estimated that share prices quickly increased by
20%, which again benefitted financial institutions and individuals who were wealthy enough to invest in this market. It is
estimated that 40% of the stock market is owned by the wealthiest 5%, which on average had become £128,000 richer per
household thanks to QE. So while economists might have hoped that this new wealth might have, at least, ‘trickled down’ into
the wider productive economy, in practice, the wealthy simply re-invested their gains back into the stock market and their
property portfolios.
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1.4

Monetary Systems

This section of discussions seeks to understand whether there are any alternatives to the
system of monetary and fiscal control that currently dominate most developed
economies. In this context, a monetary system extends beyond the debate as to what to
use as a basis of currency, e.g. fiat, gold or bit-coins, to the more fundamental issue of
currency inflation, debt, interest rates and wealth inequality. For the sake of simplicity,
this discussion will attempt to provide a basic balance sheet comparison between the
existing monetary system and one that might generally be described as a ‘sovereign
monetary system’. While the details of a sovereign monetary system can become quite
complex, we might initially introduced the idea as follows:
Note: A sovereign monetary system seeks to control the currency of a nation state via a monetary policy that can
authorise an adjustment of the currency in circulation, although the actual method of currency adjustment may be
subject to fiscal policy. As a generalisation, monetary policy is considered to be within the remit of the central bank,
while fiscal policy is considered to be within the remit of the treasury. However, it is assumed that both monetary and
fiscal policy are developed to benefit the economy as a whole rather than the self-interest of financial institutions. In this
key respect, a sovereign monetary system would seek to remove the ability of private banks to create new currency.
However, before we can really start to outline some of the details of a sovereign monetary system, we possibly need to clarify
some of the terminology to be used within a number of balance sheet models. When initially discussing the historical
developments of various forms of gold standards, a distinction was made between ‘money’ and ‘currency’, where the former is
assumed to have some form of intrinsic value, e.g. its weight in gold, while the latter was simply a fiat promissory note. This
distinction will be essentially dropped in this discussion because most references on the subject of sovereign money are
naturally bias to use the word money, which could therefore make wider cross-reference confusing, although some clarification
is required as to what is and is not money.
Note: In many respects there is no universal concept of ‘intrinsic value’ especially if we considered the idea in terms of
earlier economic systems, e.g. the barter system. For example, a hungry man will value food over another, while a thirsty
man will value water over yet another. In this context, gold really has no more intrinsic value in terms of basic survival
given that you cannot eat it or drink it. Therefore, the idea of money is simply a representation of value that may only be
transitory.
In many respects, the financial status of any institution, e.g. central or private bank or even an individual, can be presented in
the form of a balance sheet of assets and liabilities, such that liquidity of this institution or individual might be summarised in
terms of an equity balance:
Equity  Assets  Liabilities

However, both assets and liabilities can represent some level of perceived value, which we might try to quantify in terms of
‘money’ and ‘non-money’. Initially, ‘money’ might be equated to a fiat currency, which has some stated promissory value, e.g.
$1, £1, €1, although this promissory value makes no guaranteed of its exchange value in terms of goods and services due to
inflation or foreign exchange rates. In contrast, the idea of ‘non-money’ is something that has a perceived value, which may not
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be precisely determined or necessarily immediately exchanged. So, within the simplification being made, money has a
promissory face-value that can be requested at any time, although what can be purchased with a single unit of money in the
future cannot be guaranteed. As described, non-money has some notion of value, which may either go up or down, and may
not be immediately realised if subject to some restrictive caveats. However, in order to better describe the overall balance of
the equity held within most monetary systems, we need to introduce a few further distinctions within the basic framework of
money and non-money. As indicated, money has a promissory value that can be realised on exchange at any time, such that we
might substitute the word ‘cash’ instead of ‘fiat currency’ as a specific example of ‘money’. However, the basic idea of a bank
‘deposit’ on a balance sheet might also be described as a form of money, if the stated value of the deposit can be immediately
withdrawn without restrictions. However, in order to trade as a private bank, a deposit called a ‘reserve’ must be given to the
central bank. Although this reserve can be described in terms of a deposit, it may not be money in the sense that any
withdrawal of the private bank reserve cannot simply be demanded as it may be subject to many legal restrictions. Likewise, a
government bond might also be seen as having a promissory value like money, although it may have a maturity time clause that
prevents the immediate realisation of its value, such that it does not fully comply with the description of money. Finally, for the
purpose of this outline discussion, we might introduce that concept of a ‘loan’, which is a liability to the borrower, but an asset
to the lender and while having a stated value, it can also be subject to a borrower default, such that its actual value may
depend on any remaining equity held by the borrower.
Note: Assets and liabilities can be quantified in terms of both money and non-money terms. Therefore, within a
transaction or contract between buyer-seller or borrower-lender, one party’s asset might be the other party’s liability.
However, all monetary systems rely on a promissory value, which may not stand the test of time and be subject to many
contractual obligations and restrictions. It is also highlighted that the term ‘private banks’ is simply being used as a
convenient shorthand to represent any form of financial service.
While this discussion has reduced the terminology to a minimum, it is hoped that it provides enough scope to introduce an
initial balance sheet model of the treasury, central bank, private banks and consumers within the current monetary system. In
this system, central banks are responsible for issuing only 3% of money in the form of cash, while private banks are responsible
for adding the remaining 97% of electronic currency in circulation.
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First, it should be explained that the treasury and central bank are assumed to have a (1:1) relationship, although the central
bank may have a (1:N) relationship with many private banks. The private banks in-turn have a (1:M) relationship to its
customers, while simply highlighting that a single customer may have multiple accounts with different private banks. In terms
of the simplified balance sheet model above, the equity of each institution is the sum of its positive assets and its negative
liabilities. While these assets and liabilities could be identified as money or non-money, the model has simplified money in
terms of the physical cash notes printed by the central bank, i.e. the 3% of the currency in circulation. However, the idea of
non-money has been sub-divided into different classes to better identify its purpose within the system. Therefore, within this
model, one of the treasury assets is identified as the ‘tax revenue’ income per year, while its liability is the total ‘public debt’,
which includes all the governments liabilities in terms of the welfare state and all other expenditures. In contrast, the central
bank assets are only identified in terms of non-money, which in practice may include government bonds purchased using
quantitative easing (QE). The liability side of the central bank balance sheet shows the ‘reserve accounts’ held on behalf of all
private banks plus the ‘cash’ issued to them along with any other ‘non-money’ liabilities. On the private bank balance sheets,
we see its assets defined in terms of its ‘reserve account’ deposited with the central bank and the ‘cash’ purchased along with
its ‘non-money’ assets, while its liabilities are defined in terms of all its customer deposits separated into ‘current accounts’ and
‘savings accounts’ plus any ‘non-money’ liabilities.
Note: ‘Current accounts’ are assumed to be zero interest, low risk and immediately accessible like money. In contrast,
‘savings accounts’ imply some level of interest, variable risk and access restrictions like non-money. These accounts can
also have some level of protection supported by the government should a private bank default.
Customers are assumed to have assets separated into private bank deposits, i.e. their ‘current accounts’ and ‘savings accounts’,
plus ‘cash’ and any other ‘non-money’ valuables offset by their liabilities. Within the simplicity of this initial model, the assets
and liabilities of the central bank, privates banks and customers are assumed to balance, although in the case of the treasury,
we might assume that the public debt liability may exceed its assets.
So what happens when a private bank issues a loan in the existing monetary system?
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In part, the simplified balance sheet model of the existing monetary system is only intended as baseline for comparison against
the sovereign monetary system. In this respect, the previous balance sheet only shows the effect of the loan after it has been
issued by the private bank to its customer.
Note: By way of clarification, ‘loan capital’ represents the sum lent by the private bank and borrowed by the customer,
while ‘loan deposit’ is the sum received by the customer and paid by the private bank. After the issuance of the loan, the
‘loan capital’ has to be repaid by the customer along with the additional ‘loan interest’.
For the purposes of this exercise, we might assume that the loan relates to a 25 year mortgage of £250,000, as previously
discussed, where a 5% interest rate on the loan would approximate to £7,544/year or £188,600 over the full term. As such, the
private bank sees the ‘loan capital’ as an asset to be repaid along with the ‘loan interest’, which is partially balanced by the
‘loan deposit’ assigned to the customer. On the customer side, the ‘loan deposit’ is seen as an asset, while the ‘loan capital’ and
‘loan interest’ both represent liabilities. After the loan is issued, the state of the treasury and central bank balance sheets is
essentially unaffected, although the discussion entitled Private Bank Money provides more details regarding the interactions
between the private bank and central bank. However, what really needs to be highlighted at this stage is that the private bank
has effectively created £250,000 of new money, which enters the wider monetary system via the loan to the customer, who
pays for his new house by subsequently making a monetary transfer to the seller, who can then exchange this ‘new money’
within the wider economy. However, this ‘new money’ inflates the currency in circulation, especially within the property market
that is often favoured by private banks due to the perception of minimal risk. Now, while we might reasonably assume that the
private bank must destroy the ‘loan capital’ asset along with the customer’s liability at the end of the 25 year contract, such
that this ‘new money’ ceases to exist on any balance sheet, the question that still needs to be addressed is:
How does the ‘system’ remove the ‘new money’ created, which has been already dispersed throughout the economy?
In part, the stylised graph right might suggest the
answer in terms of the devaluation of fiat money over
time. As ‘new money’ is created, inflation increases
prices within the wider economy, such that the value of
each unit of fiat currency is reduced, where the graph
suggests that £1 in 1971 now only has the purchasing
power of less than 15p. Of course, this situation is also
compounded by the ‘loan interest’ seen on the asset
side of the private bank, which amounts to another
£7,544/year or £188,600 over 25 years of ‘new money’
entering the monetary system, which may not be
removed other than by a price inflation resulting in a
further devaluation of the fiat currency. However, while this process of new money creation might initially appear detrimental
to the economy, an increase in the currency in circulation can be extremely important when attempting to maintain economic
growth.
So what is the balance between loan-debt and economic growth?
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In the earlier discussion of ‘cyclic dynamics’, it was suggested that growth could be leveraged from both increased productivity
and increased borrowing, i.e. debt, which has the effect of increasing income of both businesses and individuals. However,
during a period of recession, increasing productivity is extremely difficult, such that the overall monetary system can become
very dependent on loan-debt to help maintain income and to kick-start new growth. From a business perspective, companies
need consumers to keep buying their products in order to maintain profits and employment levels, which a recession threatens.
Of course, an uncontrolled increase in the amount of currency in circulation could simply lead to hyper-inflation, which is
extremely bad for the economy and the people who depend on it, so we therefore need to table another question.
How is the loan-debt spiral managed?
One of the arguments for introducing the alternative sovereign monetary system is that the current monetary system is not
really being managed, but rather badly controlled via a seemingly never-ending series of escalating boom-bust cycles, where
the mismanagement of the wider economy results in inflated stock and house prices, which typically results in any inflationary
‘bubble’ finally collapsing.
1.4.1

Revised Monetary System

Today, in 2017, there are many competing descriptions of
possible sovereign monetary systems, although as far as is
known, none have yet been adopted and implemented within
any major economy. In part, it is possible that this situation is
a result of the fact that most financial institutions will probably
act as a powerful lobby opposing any system that prevents
them from ‘creating money’ in the form of loans, as per the
current monetary system previously outlined. Again, we might
characterise their self-interest in the following words.
J. P. Morgan and John D. Rockefeller are said to have
called the principle of compound interest the eighth
wonder of the world. For them it meant concentrating financial fortunes in the hands of an emerging oligarchy indebting
the economy to itself at an exponential rate.
Of course, many may believe that these words are being quoted out of context of an earlier time, which modern economic
theory has now made obsolete. This said, the long history of boom-bust cycles culminating in the 2008 financial crisis is still
fresh in the minds of all those still struggling to recover from financial loss. Even so, some may still argue that this crisis was an
extreme one-off event or possibly a once-in-a-lifetime event like the Great Depression, although the following extract taken
from the Wall Street Journal article might suggest this optimism in the current monetary system may be misplaced:
I have witnessed the 1980s savings-and-loan crisis, the 1987 stock-market crash, the 1997 Asian financial crisis, and the
1998 collapse of a hedge fund called Long-Term Capital Management that had to be bailed out before it took down the
global economy. Then came the 2000 dot-com bust. Then, the 2008 financial crisis and the muck our economy has been
stuck in ever since. Every crisis is different in detail, but the cause is always some variation of the same game: High
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rollers amass debt until they can't pay it off, and then they default, setting off a string of insolvencies that can be
stopped only by putting taxpayers at risk. Systemic fraud is exposed in every crash, but little is done about it. Big
business, big government and big bankers are too often from the same self-dealing clan. The most culpable among them
will claim no one could have possibly seen the big crash coming, even though plenty of warnings went unheeded.
Economists working for the looting class often compare the economy to the weather. They claim that unavoidable cycles
cause crashes, as if the economy were a natural phenomenon, existing apart from humanity. But humans create
economies, and humans cause financial disasters. Financial crimes are tolerated in the name of free-market capitalism
and the comforting pretension that another economic crash could never happen again.
As indicated, there is no one universally accepted description of a sovereign monetary system, although most adhere to the
common idea that the creation of currency within the monetary system should be controlled by the state, e.g. the central bank,
not private financial institutions. However, before proceeding with a description of any sort of revised monetary system, we
possibly need to ask the question:
What problem are we trying to solve?
In the aftermath of the 2008 Financial Crisis, one of
the major problems hindering recovery was the
high level of debt, which can reduce consumer
demand in the economy to the point that it is
further threatened with debt-deflation. In broad
terms, deflation tends to increase the cost of both
public and private debt, which the existing
monetary policy tries to avoid using interest rate
changes and currency stimulation, e.g. QE, although it is unclear that these monetary mechanisms have been effective in
stimulating growth for the following reasons:


Households invariably want to lower spending in order to reduced their high levels of debt, but if the demand for new
loans falls, for whatever reasons, the amount of ‘new money’ entering the economy will fall.



If lower loan-debt reduces consumer spending, which in-turn leads to lower industrial and commercial output, the
productive sector of the economy can be driven into a longer term depression, where lower production leads to increased
unemployment.



A downturn in the economy can also imply lower government tax revenues compounded by higher welfare costs, which
can both be linked to higher levels of unemployment.

As a result of a government’s deteriorating balance sheet, i.e. an increasing deficit, austerity measures are often considered
within the remit of the government’s fiscal policy to increase taxes and lower spending. However, recent history suggests that
fiscal policy is a very blunt instrument in such circumstances, while monetary policy is also limited when the overall level of
currency in circulation is effectively controlled by private banks, often in their own self-interest, outside the direct control of
government when interest rates are already at an historic low.
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So why not simply stop private banks from creating money?
In order to understand why this might not be such a good idea without some alternative monetary strategy, we need to
consider the role of ‘new money’ within the current economy. In the absence of productivity driving growth in the economy,
credit-debt has been used to stimulate a perception of growth. As ‘new money’ is created by private bank loans and enters the
economy and consumers tend to spend more, which helps support the income of businesses. Likewise, increasing consumption
and investment creates jobs, which then helps household income and reduces the cost of welfare benefits on the government
and helps to reduce the public debt, if not the overall private debt. However, the proliferation of credit, in the form of private
debt, also fuels the inflation of stocks and property prices, which only really helps those who own these assets and earn more
interest than they pay, i.e. the top 10% of society. While this spiralling expansion of credit-debt, in the form of new money, can
help increase consumer spending, investment, job creation and wealth for the lucky few, it invariably creates a boom-bust
cycle, where the ‘bubble’ has to ultimately burst. Therefore, any revision of the existing monetary system needs to retain a
mechanism where ‘new money’ can be introduced into the economy in a responsible way that is more effective than simply
leaving it to the private banks.
OK, but can the government not revise quantitative easing (QE) to issue new money to the treasury?
With reference to an earlier discussion of currency dynamics, we might consider a revised form of QE that did not simply buy
back existing government debt, in the form of bonds, previously purchased by private banks. In this revised form, the central
bank would create ‘new money’ based on an agreed monetary policy and transfer this ‘new money’ to the treasury so that it
could decide as to what might best help the overall economy to recover in-line with the government’s fiscal policy. In part, we
might simply assume that this would overcome the primary concern that private banks simply prioritise their investment of
‘new money’, which they create, to best meet their own self-interest.
So why might this approach not work?
Simply removing a basic principle of the current monetary system, which underpins the economy without further consideration
of how any revised monetary system might continue to work effectively may not be such a good idea, despite its good
intention. Equally, concern is expressed about the description of some sovereign monetary systems that appear to advocate a
form of centralised control, where the responsibility of a range of new accounts exists within the remit of the central bank. For,
in practice, it may not be feasible, based on cost and complexity, for a central banks to replicate and track all transactions
across the financial sector in terms of their real-time balance sheet assets and liabilities. For this reason, the following
discussion will consider whether the central bank might be better delegating the account responsibility, and cost, to the private
banks under regulatory licence, which the central bank could then audit at any time.
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1.4.2

Basic Sovereign Monetary System

It is highlighted from the outset that the following description of a sovereign monetary system is only intended as a brief
outline, which attempts to extend the previous balance sheet models by way of a simple comparison of the balance sheet
components. As such, the first balance sheet model below reflects the main changes to the existing monetary systems across
the four components being considered, i.e. the treasury (1), the central bank (1), the private banks (N) and its customers (M);
where ‘private banks’ are again simply used as a convenient shorthand to represent any form of financial service.

We start by briefly outlining the changes to the treasury and central bank model, where ‘new money’ is created by the central
bank in response to a monetary policy decision, which when transferred to the treasury becomes a liability as shown. By the
same token, the ‘new money’ shown as an asset on the treasury balance sheet is now offset by the issuance of ‘perpetual
bonds’.
Note: The ‘new money’ created by the central bank is conceptually balanced by the issuance of non-interest bearing
‘perpetual bonds’ that have no maturity date. Apparently, some economists argue that because these bonds incur no
interest costs or timescale for repayment, they do not contribute to the public debt and, as such, their appearance on the
balance sheet might only be described as an arithmetical balancing act. Whether this argument can be supported is
debatable if this ‘new money’ inflates the amount of currency in circulation and leads to a devaluation in purchasing
power of the currency.
So, as described, ‘new money’ is shown as an asset of the treasury and is held in what amounts to a special treasury ‘current
account’ maintained by the central bank. The idea of a ‘current account’ is simply being used as an extension of the idea of an
account that accrues no interest and involves minimal risk, while recording all transactions. However, in the sovereign
monetary system, all sovereign monetary is now conceptually ‘tracked’ by the central bank, as an electronic fiat entry on a
series of balance sheets linked to various forms of accounts. Most of these accounts might be described as showing the ‘audit
liabilities’ of the central banks with respect to the private banks, while ‘current accounts’ and ‘saving accounts’ correspond to
liabilities of the private bank and assets of its customers.
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Note: The description of an ‘audit liability’ is not an accepted description of most sovereign monetary systems. However,
concern has been raised over the practicality, both in terms of cost and complexity, for a central bank to track all the
new types of accounts in real-time, especially as most of the information will already be maintained by the private
banks. If so, the central bank could simply audit the various accounts, in a suitable format, held by the private banks to
ensure compliance with the new regulation within the revised monetary system.
While we have already outlined the basic mechanism of how ‘new money’ is introduced into the sovereign monetary system via
the central bank and treasury, we have not yet outlined how this money is actually distributed into the wider economy, which
will be addressed after the purpose of the new accounts has been introduced. We might generalise the purpose of all the new
accounts as a mechanism to prevent private banks from having direct control over sovereign monetary plus the ability to create
‘new money’. As a gross simplification, we shall separate the complexity of all financial services into two basic types associated
with the payment system and the investment system between private banks and their customers plus the increased oversight
now being imposed by the central bank.
So what is the purpose of the revised current accounts?
The payment system is controlled through customer ‘current accounts’ now audited as a risk-free liability by the central bank,
rather than the private bank, such that customers are not exposed to any risk taken by the private bank’s investment business.
However, while the sovereign monetary system appears to require the central banks to track all ‘current accounts’, it is
recognised that few central banks would want to provide all the account services required to support millions of end-user
customers. Therefore, within this revised monetary system, it is assumed that customer services would still be provided by
private banks, who would be allowed to administer payment transfers to and from other ’current accounts’ on behalf of its
customers without being able to gain direct access to the sovereign money, owned by its customers and audited by the central
bank. However, this sovereign monetary system would now prevent private banks earning any unregulated profits on its
customer’s ‘current accounts’, although they would still be allowed to generate income by charging an administration fee for
each account to cover costs and make a small profit, where it is assumed that market competition will regulate these fees
rather than direct regulation, although these fees would also be open for inspection via the central bank audit process.
What is the purpose of the operational and investment accounts?
Under the existing monetary system, private banks are required to hold ‘reserve accounts’ at the central bank that act as a
deposit against insolvency and to facilitate payments between private banks via the central bank. In a sovereign monetary
system, the ’operational accounts’ essentially replaces the ‘reserve accounts’ of the private banks held by the central bank,
which contains the sovereign money of the private bank itself. As such, it is shown as a liability of the central bank and an asset
of the private bank. However, the ‘operational account’ would also contain the revenue and capital of the private bank
shareholders and the income generated from its payment and investment services. This account would be used by the private
bank to pay wages, taxes and suppliers in the same way that current accounts are used by customers. In contrast, the
‘investment accounts’ would be used by the private banks to facilitate the transfer of funds between various accounts
associated with savings and investments, as outlined below.
1.

Funds from a customer ‘savings account’ would initially be transferred to an ‘investment account’.

2.

Loans are then transferred from an ’investment account’ to the borrower’s ‘current account’.
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3.

Loan capital and interest payments from the borrower’s ‘current account’ are moved to an ‘investment account’.

4.

Repayments to investors are then moved from an ‘investment account’ to their ‘current account’.

Any additional earnings associated with investment operations would be transferred from the ‘investment account’ to the
private bank’s ‘operational account’. The private bank would also be allowed to invest its own equity by making transfers from
its ‘operational account’ to an appropriate ‘investment account’.
What is the revised scope of savings and investment accounts?
When customers of a private bank opens a ‘savings account’, they are also signing up for a specific type of investment in terms
of the interest returned against a level of risk. However, after a customer transfers a sum of sovereign money from their
‘current account’ into a specific type of ‘saving account’, this sum is then automatically transferred into the private bank’s
range of ‘investment accounts’ and the customer would lose access to this money based on the terms and conditions of the
savings-investment. As such, each type of ‘savings account’ records the liability of the private bank to the customer and while it
does not hold any sovereign money, it can still be audited by the central bank. The sovereign money moved into the private
bank’s ‘investment account’ is then perceived to be an asset of the private bank, which can be used as an investment loan as
represented in the following updated balance sheet model.

In the balance sheet model above, ‘loan capital’ represents the sum to be lent by the private bank to the borrowing customer
and recorded in an appropriate ‘investment account’ as an asset. The ‘loan deposit’ is the sum to be given to the borrowing
customer and recorded as a liability against the private bank in its ‘investment accounts’. After the issuance of the loan, the
‘loan deposit’ would appear as an asset of the borrower in the balance sheet of another private bank, while the ‘loan capital’
would appear as a liability of the borrower. In addition to the repayment of the ‘loan capital’, the borrower is also required to
pay interest on the loan, which we will assume is first returned to the private bank ‘investment account’.

63 of 78

the mysearch.org.uk website
All great truths begin as blasphemies
copyright ©: 2004-2015
_______________________________________________________________________________________________________
Note: The interest earned by the lending private bank on the loan capital is divided between the private bank and the
saving customer based on the terms and conditions of the savings-investment account. Obviously, we might assume that
the private bank makes a profit over and above the interest returned to the saving customer.
As a general principle, private banks would be held responsible for managing its investments, such that any losses on a specific
form of investment, i.e. loan, is not automatically passed to the customers. However, in the event that losses exceed the capital
allocated to protect the investment fund, then the loss excess would have to be shared by customers of that investment.
What might we conclude at this preliminary stage of review?
As described so far, the revised sovereign monetary system is a closed system in that no new money has yet been injected into
the system. Therefore, any money taken as profit by the financial sector as a whole in the form of interest, commission and
administration charges must have been effectively extracted from the wider economy. Therefore, the debate as to whether the
profits of the financial sector should be classed as ‘unearned income’, rather than ‘earned income’, may not have been resolved.
However, all businesses extract profit from the wider economy, which is then returned to the economy in the form of taxes
paid to the government, wages to its employees and hopefully further investment in the infrastructure of its business. So
having removed the ability of the financial sector to inflate the currency in circulation by effectively creating ‘new money’
primarily for its own self-interest, there is possibly a better argument that the financial sector has ‘earned’ its income just like
any other business.
1.4.3

New Money Considerations

The previous discussions in this section have attempted to outline the
scope of the current monetary system along with an outline of a
revised sovereign monetary system, although there was no specific
explanation of how ‘new money’ would be injected into the revised
system. While the chart right provides a ballpark estimate of the global
currency in circulation, we might use the UK economy as an example in
order to provide some more detail about how the currency in
circulation might be estimated along with the contribution of the financial sector.


As a starting point, the total amount of ‘money’ and ‘non-money’ in circulation within the UK economy might be based on
its Gross Domestic Product (GDP) , which approximates to £1,800 billion in 2016.



On the basis that only 3% of the currency in circulation exists in the form of cash notes and coinage issued by the central
bank, this would amount to approximately £54 billion.



Therefore, we might simply ignore the 3% cash component and assume that the digital currency that exists on various
balance sheets, i.e. the 97%, effectively represents the currency in circulation as defined by the GDP figure.

However, the contribution of each sector of the economy is often quantified in terms of its Gross Value Added (GVA), which is
defined as having the following relationship to GDP:
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GVA  GDP  taxes  subsidies

The total GVA of the UK economy is estimated to be in the region of £1,700 billion, where the financial sector contributes about
£125 billion, i.e. 7-8%. While this are only crude estimate of current figures in 2017, they hopefully provide a framework against
which any currency injection by the Bank of England, i.e. the UK’s central bank, might be judged.
Note: At the end of 2009, the Bank of England had purchased ~£200 billion in assets, mostly in the form of government
bonds. In 2010, a further £50 billion of quantitative easing (QE) was announced. In 2011, another round of QE created an
additional £75 billion followed by an additional £50 billion in 2012, bringing the total to £375 billion. In 2016, the Bank of
England announced that it would buy an additional £60 billion of UK government bonds plus £10 billion of corporate
bonds to address any uncertainty over the UK’s exit from the EU and potential concerns about productivity and economic
growth. Therefore, the amount of QE pumped into the UK economy since 2009 approximates to 25% of annual UK GDP
and 50% of the UK annual tax revenue, which might be averaged as £64 billion per year over 7 years.
An earlier discussion entitled ‘currency dynamics’ has already outlined the mechanism surround quantitative easing (QE), so this
discussion will only briefly summarise the perceived effects on the UK economy. By and large, most of the QE money cited in
the note above was used to buy government bonds from the financial markets, usually via private banks and other large
financial institutions. As a consequence, how this ‘new money’ was invested in the UK economy was essentially controlled by
these financial institutions, which was often used help paid down liabilities on their own balance sheets and to increase
investment into their own preferred markets, e.g. stock and property. This investment into preferred financial markets caused
share and property prices to increase to some of the highest levels in history, where estimates suggest that QE boosted bond
and share prices by ~20%, which economic theory predicted would ‘trickle down’ into the wider economy. However, 40% of the
stock market is owned by only the richest 5% of society and therefore the 20% increase in share prices is estimated to have
benefitted the richest 5% by up to £128,000, while the lowest 50% received no real tangible benefit. By way of an alternative
perspective, if we divide the £375 billion of QE by the UK population of 64 million, it suggests a figure of £5800 per capita, i.e.
man, woman and child, which on the basis of 2.3 children per family would have equated to ~£13,000 per family household.
Therefore, if QE had of been distributed on this basis, it may have directly stimulated the economy and helped pay down the
excessive level of private debt. So this summary suggests that very little of the new money created through QE helped stimulate
the wider economy beyond the financial sector and while it is estimated that the first £375 billion of QE led to 1.5-2% growth in
GDP, this would also suggest that only £23-28 billion of the £375
billion of new money created actually reached the wider
productive economy.
OK, so how might a sovereign monetary system fair better?
Today, under the existing monetary system, private financial
institutions appear to have a disproportionate influence over
the currency supply, which they can manipulate in their own
self-interest, albeit subject to monetary and fiscal policy. We might also be left hoping that the central bank retains some
degree of autonomy to control monetary policy in the long-term interest of the economy rather than being over-influenced by
short-term political priorities. In this context, a sovereign monetary system would only remove the ability of private banks to
create ‘new money’, which it is assumed would be transferred to the central bank and controlled by monetary policy. In this
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revised system, the government would still retain control over fiscal policy, where it is ‘hoped’ the government would not try to
influence monetary policy based on its own political ideology. However, it has to be recognised that economists are not
immune to their own forms of ideology, which the government might believe leaves it little control to influence economic
growth via the blunt instrument of fiscal policy, i.e. tax rates and budget cutting. Therefore, before we can really answer the
question above, we need to consider another.
Who is actually controlling the money supply in any revised monetary system?
In part, this is simply a rhetorical question to encapsulate the concern that any revised monetary system might still be subject
to manipulation based on a prevailing economic or political ideology that controls it. So, having tabled this concern, we might
now proceed on the basis of some conceptually ideal system, which only seeks to maximise the economy for the good of
society at large. As such, we might initially proceed on the assumption that the revised monetary system will be controlled via
the central bank as determined by its monetary policy, which has previously had to use interest rates to influence the money
supply. Of course, if the private banks are no longer able to create new money, the money supply in circulation could now be
directly controlled by the central bank without any obvious need to resort to interest rate changes. However, we then need to
answer the next question.
What is the new money to be invested in and how much is needed?
This is a two part question because fiscal policy controlled by the government might first determine that they want to spend
any new money on, then only seek monetary policy, conceptually controlled by the central bank, to simply ‘rubber stamp’ the
amount of new money required. While this may appear to be a highly sceptical viewpoint, it would seem that key safeguards
would have to be established, and carefully monitored, to ensure a viable working balance between what amounts to economic
and political ideology, i.e. the monetary and fiscal policy need to be compatible. So, assuming we have agreement on both parts
of the question, the central bank would then release the allotted amount of new money to the treasury for distribution into the
economy as determined by the fiscal policy.
OK, so what might fiscal policy decide?
Well based on the criticism levelled against the existing monetary system, we might assume that new money would be more
widely distributed in order to best help the economy at large and not just the financial sector and the already wealthy top 10%.
However, this statement would not necessarily mean that fiscal policy could not help the financial sector, if required, simply
that it would not be the default priority. As such, we might focus on just four of many possible options that have been proposed
under the sovereign monetary system:
•

A people’s dividend would evenly distribute the new money to all eligible adults such that it would have the widest
distribution within the economy. However, it is possible that caveats could be imposed on this dividend, such that people
in excessive debt would have to use this new money to pay-down their debts.

•

Tax adjustments may be a more focused approach to reduce the tax burden of a smaller sub-group of society who pay
taxes. However, as this option might be seen as a specific benefit to certain sections of society, it may well be politically
motivated by voting demographics.
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•

Increased government spending on specific infrastructure projects may be designed to help stimulate specific industries or
geographical regions that have been hard hit by recession. As such, the new money might be seen as more of a subsidy
rather than an investment, which only helps supports the income of businesses in certain sectors or regions of the
economy plus help maintain employment.

•

Direct investment in specific and strategic businesses might be described as analogous to seed funding, which helps the
development of innovative ideas and future areas of economic growth. While limited in scope, this investment would also
increase business income and secure employment and wages for its employees.

While this brief outline of each of these proposed options may mask many problems of actual implementation, which this
outline discussion will not attempt to detail, it would seem that a sovereign monetary system might be capable of distributing
new money in a much fairer and beneficial way than the existing monetary system, at least in concept. However, it is unclear
whether a sovereign monetary system, as described, actually addresses some of the more fundamental issues underpinning
economic growth, i.e.


Currency inflation



Interest inflation



Public debt



Private debt

For example, we might recognise that the issuance of £375 billion of QE by the UK government via the Bank of England under
the existing monetary system led to an inflation of the currency in circulation that could not be attributed to productivity gains
in the wider economy. Therefore, simply re-routing the new money created by a sovereign monetary system through the
treasury, rather than private banks, does not immediately change the inflationary effects on the currency in circulation. Of
course, there may well be an assumption that the wider investment options open to the treasury may well help the productive
economy, such that the new money created could be repaid in terms of increased tax revenues, at least, in terms of the balance
sheet model. However, any attempt by either fiscal or monetary policy to actually remove this new money from the economy
might well prove to be deflationary and harmful to further economic growth. In a similar fashion, a sovereign money system
does not prevent the deflationary pressure of interest charges on the wider economy through the extraction of income from
the productive economy by the financial sector. Of course, while it can be argued that private bank lending might be
constrained within the equity actually owned, i.e. current accounts will be protected, there is no guarantee that private banks
will not prioritise loans to their preferred markets, i.e. shares and property. If so, the responsibility for increase investment in
the wider economy would fall on the government investment of the new money created by the central bank, i.e. increased
public debt. Today, most private debt takes the form of a mortgage used to buy a house, where the average UK household debt
is estimated to be in the region of £85,000. However, the average figure does not really represent the scale of the problem of
private debt to younger generation struggling with stagnant wages, student loans, credit debts and disproportionate mortgage
payments relative to their incomes as property prices keep outpacing wages. If the lending preference of the private financial
sector is not really affected by a change to a sovereign monetary system, it is unclear whether share and property prices will be
curbed other by the usual boom-bust cycle.
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1.4.4

Bitcoin Monetary System

Before jumping into any of the details simply being suggested by the diagram below regarding bitcoins and blockchain
mechanisms, it may be sensible to try to provide some background as to how a monetary system based on bitcoins would differ
from both the current monetary system and the sovereign monetary system previously outlined.

Generally, most people have a basic understanding of money in the form of cash, i.e. physical bank notes, which we keep in our
wallets, purses and possibly under the bed. This form of money can be readily exchanged for goods or services on the basis that
its ‘promissory value’ is underwritten by a central bank. However, today, most major financial transactions are done through
bank accounts that use a form of ‘digital money’, rather than physical money, which really only exists as numbers on an
accounting balance sheet identified by an account ID. So while we can convert our digital money back into physical cash via an
ATM machine, most financial transactions are conducted as exchanges of digital money between bank accounts, i.e. numbers
are updated on balance sheets.
So who controls our money?
While you can access the details of your own account balance sheet, typically maintained by your bank, you cannot really
replicate it on your own computer and thereby take control of all the account functions. As such, private banks are required to
act as an intermediary between you and your digital money and while you might be able to instruct the private bank to make
monetary exchanges on your behalf, you cannot actually control this process yourself.
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Why do banks retain this control over our money?
The need for an intermediary, like a private bank, is not necessarily a Machiavellian conspiracy as in most cases your private
bank seeks to protect you and the banking system from fraud and theft. By tracking each transaction that passes through your
bank account using a timestamp mechanism, the bank can verify the order of transactions and then check that you have not
spent more money than your account allows. Of course, one of the other main benefits to the account holder is that a bank
offers protection from other people trying to steal from your account.
So what sort of money crimes do we need protection from?
We might realise that people have always stolen things of value from other people, for whatever reason. However, fiat paper
currencies and digital money have proven to be much easier to transport away from the scene of the crime than heavy gold. Of
course, we might also highlight a form of theft in terms of cash counterfeiting. In the first half of 2016, 152,000 counterfeit
notes with a face value of almost £3.3 million were removed from the UK cash circulation. Approximately 85-90% of this
counterfeit cash was in the form of £20 notes, where most are removed from circulation after just one use. However, if you are
unlucky enough to get a counterfeit note, you have no legal right to get it replaced with genuine currency as counterfeit notes
are deemed worthless by most central banks and its promissory value void. While, in concept, digital money cannot be
counterfeited in the same way as cash, digital accounts can be ‘hacked’ and therefore the basic threat of theft and fraud
remains, especially as more and more people have started to use online banking and consumer services. However, while
customers of both online banking services and consumer shopping might accept that they have to take precautions by
protecting their account details and passwords, few may understand the increasing threat of sophisticated cybercrime.
Note: Today, there are many forms of financial crimes, including cybercrimes that encompass the use of computers and
the network infrastructure to steal by fraud and identity theft. The malicious extent of cybercrime can also include
fraudulence scams, such as malware, hacking and phishing. However, there is also another form of crime that can
involve the wholesale theft from the financial system itself. This sort of theft involves insider dealing, pricing cartels,
corporate fraud, bank fraud, market manipulation, payment fraud along with tax evasion and bribery. Strangely, while
the theft of relatively small sums can lead to imprisonment, the wholesale fraud and theft of billions in connection with
the US subprime mortgage market did not.
However, while we might realise that there are inherent risks in using both cash and digital currencies, most people may not
necessarily understand the full scope of these risks or how to really protect themselves, other than trusting in the existing
system. So, against this backdrop assessment of the current monetary system, let us ask the question:
What is a bitcoin?
Actually, a bitcoin is also a digital form of currency that really only exists as a number in an account, although it operates within
a completely different form of monetary system. Bitcoins are a computer generated currency, where the total number of
bitcoins that will ever be issued has already been determined and set at 21 million of which 12 million have already been issued
and entered into the system. The initial bitcoin system allowed early adopters to accumulate bitcoins using a special algorithm
that allowed bitcoins to be ‘mined’, the details of which can be referenced elsewhere, although it will be highlighted that as
more and more bitcoins were found, the remaining blocks of bitcoins that can be mined becomes increasingly difficult.
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Therefore, most people may simply buy into the idea of the bitcoin system and then used them to trade online based on some
nominally agreed exchange rate. This said, the mechanisms by which the bitcoin exchange rate is determined has proved to be
very volatile as bitcoins, like all currencies, have no intrinsic value and, possibly more important, have no agreed valuation
mechanism, beyond supply and demand, which is not controlled by any form of central banking authority.
So is a bitcoin just another fiat currency?
If bitcoins have no intrinsic value, then they might be seen as another fiat currency, although they have never had any
promissory value backed by a central bank. However, the real difference between bitcoins and all previously issued fiat
currencies is the system in which bitcoins are exchanged using the technology of cryptology and the idea of public and private
keys. Again, this discussion will not attempt to detail all the complexity associated with cryptology within the bitcoin system,
although we should possibly attempt to explain how a bitcoin transaction transfers ownership of the bitcoins in an exchange.
From a general user perspective, a bitcoin is a form of digital money that requires software on the user’s own computer to
provide a bitcoin wallet from which the user can send and receive bitcoins. However, the bitcoin system also relies on another
software system often described as the network public ledger, which functions as a ‘blockchain’ that records every bitcoin
transaction ever made, which then allows the user’s software to verify the validity of all earlier transactions on which the
security of their bitcoin transactions depends.
Note: For now, the blockchain mechanism can simply be described as a digital ledger in which all bitcoin transactions are
publicly recorded in chronological order. As such, it provides the same facility of a transaction timestamp as associated
with a private bank transaction.
The authenticity of each transaction is then protected by digital signatures, which acts as the address of a bank account into
which users can receive, store, and send bitcoins. So, within the bitcoin system, digital currency is protected by public-key
cryptography, where each address consists of a public key, which is published into the public domain and a private key, which
the bitcoin owner must keep secret. As such, anyone can send bitcoins to any public key address, but only the person with the
private key can subsequently use them. However, while user account addresses exist in the public domain, nobody may actually
know who owns this address, such that the account ownership may be described as ‘pseudonymous’. As a user starting point,
bitcoins are first deposited into a software wallet, after which the software broadcasts the existence of the bitcoin account to
every other wallet on the bitcoin network, which is also added to the blockchain mechanism. After this initialisation process,
the software wallet has effectively made its public key accessible to the network, while hopefully protecting the secrecy of the
private key that authorizes sending the bitcoins in the wallet to other public addresses.
So who is in charge of the bitcoin monetary system?
A computer engineer, using the alias of Satoshi Nakamoto, first developed the concept of the bitcoin system back in 2008,
which started to be rolled out in 2009, when the first blockchain software was released. However, the development of the
bitcoin system, of which there is more than one variant, was based on open source software, such that even its inventor,
Nakamoto, never had full control of the system overall. Therefore, as an essentially decentralized system, bitcoin has no
governing body and will presumably remain dependent on the people who continue to develop and use it without any obvious
form of governing authority that can be identified. However, this situation could change in the future based on the importance
of the blockchains to the overall integrity of the system, which is effectively maintained by groups that also ‘mine’ the network
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for bitcoins. For example, if a group of bitcoin miners could gain significant control over the entire blockchain, they could then
influence its development for their own advantage, although it might also destabilise the entire bitcoin concept and possibly
lead to a devaluation of the bitcoin currency.
Are there any other concerns over bitcoins ever being used as a monetary system?
In addition to the control issues highlighted above, the general user might be concerned about both the loss and theft of their
bitcoins. As outlined, a user’s bitcoins can be kept in a software wallet on the user’s own computer system, such that any
failure or loss of the files underpinning the software wallet, including the account’s private key, could result in the permanent
loss of all the bitcoins it contains without any recourse to some central authority to recover this financial loss. Therefore, users
have to take full responsibility to backup their bitcoin wallets, possibly requiring both local and geographic redundancy, or
rd

alternatively simply rely on another form of 3 party software, in addition to the software wallets, to managed their money
with the hope that all this software has the necessary level of security to prevent it being hacked. For example, it was recently
revealed that one of the largest bitcoin exchanges, Mt. Gox based in Japan, had lost around $500 million of user bitcoins after
being hacked, where lost means stolen with no obvious means of recovery for the user’s financial lost. Clearly, such problems
may deter many casual users from accepting bitcoins as the basis of some future monetary system.
But are not all monetary system subject to the threat of cybercrime?
This is undoubtedly true, such that users of the current monetary system may also become increasingly concerned over digital
and online banking security unless safeguards and fraudulent reimbursement is offered by the system, when loss was not the
fault of the user. However, as pointed out above, there is no centralized authority for the user to turn to within the bitcoin
system in the case of loss or theft, irrespective of who was at fault.
OK, but is this the only major concern with the bitcoin system?
As pointed out, the bitcoin system is predicated on the idea that there
will be an upper limit to the number of bitcoins in the overall system
worldwide, i.e. 21 million bitcoins. While this fact may help prevent currency inflation in terms of the number of bitcoins in
circulation, it may lead to other problems. Clearly, any system with a defined limit to the supply may be subject to speculative
boom-bust cycles that lead to currency inflation and deflation cycles, i.e. the price paid for goods and services in bitcoins. It
might also be noted that the value of one bitcoin in 2011 was about $5, while in 2017 it has increased to over $900, which will
undoubtedly attract speculative investors who know what they are doing, while the average bitcoin user may be left exposed to
the speculative manipulation of the system. For example, when discussing the use of gold as a form of money in ancient
Greece, it was pointed out that people started to hoard their gold coins when the government of the day started to devalue the
intrinsic value of gold coinage with copper. In response, people stopped spending their gold coinage, because they believed it
would retain or increase in value against the copper coins, which in the bitcoin system might strangle-hold the currency supply
needed to fuel economic growth.
Who would really understand the bitcoin system, economists or computer scientists?
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In addition to the control problem, outlined above, there is the issue of who would really understand how the system as a
whole would work when subject to an economic crisis, as per the 2008 financial crash. While this overall discussion has
questioned the ability of economists to predict the long history of boom-bust cycles, we might have even more doubts about
their ability to make economic predictions, if the monetary system was also dependent on an underlying and equally complex
network system, where the identity of its users could be masked by cryptology and pseudonyms. Equally, without the concept
of a central bank, we might also ask how monetary and fiscal policy would be enforced in order to help the recovery of the
wider economy when in recession, especially if being subject to a new
level of sophisticated cybercrime attacks.
So could ordinary people really come to trusted a bitcoin system as
described?
In truth, ordinary people do not make speculative investments for the
simple reason that most people cannot afford to lose any savings they
might have put aside for a rainy day. As such, most people may want
to be reassured that any money they have managed to save,
irrespective of the format, is basically safe from theft and fraud. In this
context, people want to use their relatively risk-free current accounts to make secure payments without too much hassle, while
speculation may consist of little more than relatively low-risk saving accounts. In this respect, a bitcoin monetary system
appears to offer no innovative solutions to the self-interest of greedy financial speculators or the unregulated excesses of the
financial sector, which has help exacerbate the increase in wealth inequality over the last 50 years or so.
Note: The following issues are a summary taken from a 2015 Bloomberg article, which cited some of the darker sides of
any potential bitcoin system. At one point, a Ponzi scheme was believed to controlled 7% of all bitcoins. Hackers have
become increasingly capable of taking control of private computers and demanding a ransom. The CryptoLocker
malware demanded payment in untraceable bitcoins. Trade in online narcotics and money laundering is still thriving in
new marketplaces hidden on the dark web. While various forms of scammers are attracted to the bitcoin system, few
legitimate retailers are ready to conduct their business in a currency that can lose a quarter of its value overnight. While
some companies publicise their acceptance of bitcoins, most instantly convert payments back into recognised fiat
currencies, such that their bitcoin accounts hold little equity. The design of the bitcoin system seems to have encouraged
speculation from the outset, such that only those in the know have profited from the system, while over 25% of general
users have directly lost bitcoins due to software and backup failures or directly through theft and fraud.
While the bitcoin system may well be able to address some of the problems cited in this brief outline, it is unclear that it is a
system that normal users could trust to protect them. Strangely, in many ways, the original concept that attracted many to the
bitcoin system, i.e. control over their own banking accounts, may come to be the issue that prevents its widespread
acceptance. For example, while it is possible that the existing banking system might adopt the basic idea of crypto-currencies,
the first thing this revised system would probably do is take the idea of direct account control away from the user. As such, it is
believed that it is unlikely that a bitcoin monetary system will ever replace the idea of mainstream banking for the public at
large.
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1.5

Closing Comments

The first of the two discussions of economics posted on the Mysearch website was entitled ‘The Evolution of Economics’, which
represented an initial learning curve covering some of the most fundamental concepts of economics, which then developed to
include some wider issues that might yet affect the global economy - see The Growing Storm, The Limits to Growth and The
Future of Eco-nomics. However, this second discussion entitled Economics: Fact or Fiction is more of a return to the learning
curve covering the management of the economy and whether this management is more about damage limitation in the hereand-now rather than the development of an economic theory that might serve us better in the future. We might summarise
this general concern with a question:
Do economists really understand how the economy works?
Clearly, any answer to this question requires some weight of
authority rather than just possibly uninformed opinion, such that
we might reference economists like Michael Hudson, Steve Keen
and Mark Blyth who appear to question their own profession, when
they challenge the ability of mainstream economic models to make
accurate predictions about the past, let alone the future. As such,
we might use the graph right as a predictive example of GDP growth
made by IMF economists since 2010. We might see that their
forecasts only aligned to the actual GDP growth in the first year the prediction was made, such that it was hardly a prediction
and that the ongoing forecasts over inflate GDP growth by a sizeable margin of error. Clearly, this type of forecast suggests that
the IMF economic model was wrong and therefore questions the ability of the IMF economists to recognise the underlying
problems. Of course, if you believe that this might have simply been a one off mistake by the IMF, then the following quote by
Michael Hudson might give you further food for thought:
The IMF also admitted that its own analysis of the future development of debt was wrong ‘by a large margin’. The IMF
had originally projected Greece would lose 5.5% of its economic output between 2009 and 2012. The country has lost
17% in real gross domestic output instead. The plan predicted a 15% unemployment rate in 2012. It was 25%
Again, if you believe this example is not representative of the contribution of economists, then the following quote taken from
Steve Keen’s book ‘Debunking Economics’ might be even more alarming:
The position I now favour is that economics is a pre-science, rather like astronomy before Copernicus. I still hold out hope
of better behaviour in the future, but given the travesties of logic and anti-empiricism that have been committed in its
name, it would be an insult to the other sciences to give economics even a tentative membership of that field.
While this discussion accepts that it does not have the weight of authority to question the detailed arguments of current
economic theory, it is not unreasonable for it to quote respected economists who question the accuracy of their own
th

profession. However, while this discussion has questioned the development of economics throughout the 20 century and into
st

the 21 century, it has also argued that society at large has to also accept its share of the blame for the current state of the
world. For the outcome of any economic theory can be thwarted by a myriad of social and political issues that can profoundly
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affect the stability of any economy in unpredictable ways. In fact, it might be argued that all too often the mechanisms of
economic theory have been undermined by human greed and political self-interest. Therefore, the idea that economics could
ever accurately predict some future outcome based on only theoretical assumptions about how people, businesses and
governments ‘should’ as opposed to ‘actually’ cooperate with each other in order to ‘ideally’ organize production and utilisation
of resources may always be limited.
So what might be said by way of commentary of economics?
While there are some who advocate a return to some form of gold standard, it is not exactly clear what form of gold standard
could actually be used. For the story of the goldsmith turn banker might suggest that it was the practicality of gold coinage that
first led to the use of fiat money. Likewise, in a world dominated by the convenience of digital money, it would seem that the
only ‘value’ gold would have within a global monetary system would be to restrict the printing of fiat currencies to the value of
gold held in reserves by each nation state. However, the value of fiat money in global circulation now far exceeds the current
value in gold by orders of magnitude. If so, the only way this difference might be re-balanced is by an exponential rise in the
price of gold, which might then only benefit those already holding gold as an investment. So while some will still argue about
the benefits of gold having some form of ‘intrinsic value’, it is unclear what this really means as all forms of money, even gold,
only has a value when exchanged for something else, e.g. survival needs.
But can we simply ignore the apparent problems being caused by fiat money?
In isolation, it is not clear that fiat money is any more of a problem than any other form of money, if the main problem
associated with money is simply not having enough of it, especially if considered in the context of wealth inequality. In the 20

th

century, the use of fiat money was essentially decoupled from all earlier gold standards, which then removed many of the
obvious restrictions on the amount of fiat currency that could be in circulation. However, it is unclear that governments simply
printed more fiat money just because they could, but rather in response to maintain the perception of continuous economic
th

growth. In part, the two world wars of the 20 century had helped fuel an explosion of production and consumption, aided by
technology advances, which grew the economies of the developed world and increased the total amount of currency in
circulation. However, by the 1980’s, production in the western economies was being diverted towards developing nations for
cost reasons, such that consumption started to be maintained by growing debt created by easier access to credit within
deregulated financial markets. As outlined in the discussion of cyclic dynamics, growth can be attributed to both productivity
and debt, but by the late 1990’s, it would appear that economic growth was increasingly being supported by debt-laden
consumerism. This unbalanced form of growth was then compounded by the preference of the financial sector to focus the
majority of ‘new money’ being created by private banks into what was perceived to be safe-bet investments, e.g. stock markets
and property markets. However, this preference really only helped increase the income of those wealthy enough to own stocks
and shares in the first place as share prices continued to rise. On the other hand, the investment into the property market only
helped sustain the inflation of house prices, which increased the overall level of private debt underpinning the economy and, of
course, the profit made off this debt by the financial sector in interest payments. So, within an unregulated system fuelling
more frequent boom and bust cycles, the wealth inequality between the top 10% and bottom 50% continued to grow, which
has been reflected in the remuneration of top executives that increased from 20:1 in 1965 to over 350:1 in 2012 in comparison
to the average wage.
So is the use of fiat currencies a real problem?
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In the context of global economics, it would seem too simplistic to consider fiat money as the root of all problems we now see
around us. For there is possibly a far better case against the weak regulation of the various financial institutions that many
might argue has allowed greed and self-interest to go both unchecked and unpunished. However, we possibly need to make
some clearer distinction between greed and self-interest within the economy at large. As a generalisation, most people may
believe that the bailouts and bonuses associated with the financial sector, especially after the 2008 crash, were a reflection of
the self-interest, if not the greed, of a small but powerful minority. However, it is unclear whether current economic models are
even capable of making such distinctions, especially if this distinction has to be resolved between the effects of greed and selfinterest within the wider market economy as opposed to the financial sector in isolation.
Note: We might defined a market economy as one in which decisions regarding investment, production, and distribution
are based on supply and demand, which then helps determine the prices of goods and services. However, in such a
system, investment can often be heavily influenced by the short-term priorities of financial markets. We might then
extend this description to cover free market economies by simply stating that the laws of supply and demand are
conceptually free from all government regulation, intervention or price-setting.
Based on the description above, we see that a market economy can be affected by the financial sector as a result of its
investment priorities. If so, the wider market economy may be adversely affected by the financial sector acting in its own selfinterest rather than the wider interests of the economy. In fact, this concern appears to have played out after the 2008 financial
crisis, when government investment in the form of quantitative easing (QE) was often diverted to meet the self-interest, and
possibly greed, of some within the financial sector rather than the wider productive economy. At this point, the idea of selfinterest is often outlined in terms of a quote from Adam Smith’s in his famous work: The Wealth of Nations:
It is not from the benevolence of the butcher, the brewer, or the baker that we expect our dinner, but from their regard
to their own interest.
However, this quote in isolation ignores the breadth of Smith’s work and the fact that much has changed in terms of a market
economy and the breadth of financial institutions since 1776. For as previously argued, Smith was not so naïve as to believe
that the self-interest of all individuals could always be reconciled with the collective interest of society, as the two following
paraphrased quotes might suggest:
People of the same trade seldom meet together, even for merriment and diversion, but the conversation ends in a
conspiracy against the public, or in some contrivance to raise prices.
The proposal of any new law or regulation comes from men, whose interest is never exactly the same with that of the
public, who have generally an interest to deceive and even oppress the public’.
So while Adam Smith might have supported the idea of a market economy, it is unclear that he would have supported the
definition of a totally unregulated free-market, especially given the influence of modern financial institutions. For it would seem
that the financial sector has to be constrained to operate within some form of regulatory framework in order to confined the
excesses of both self-interest, and possible greed, if social stability and justice are to be maintained.
So what difference is there between self-interest and greed?
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Clearly, while some negative connotations can be associated with the idea of self-interest, it does not necessarily imply greed or
even unethical behaviour to the detriment of society, as Adam Smith’s ‘invisible hand’ metaphor originally highlighted.
However, greed is not just constrained to self-interest, but can extend to the point that all other consequences on society are
ignored. Therefore, if the scope of economics includes the study of human actions in respect to the choices and the utilization
of resources, then wealth inequality resulting from narrow self-interest, which may ultimately lead to greed, has to be
considered within the remit of economics.
But how much of this argument is based on idealism rather than real-world pragmatism?
In the real world, greed is often the accomplice of theft and fraud and, as such, we might recognised that this aspect of human
nature is not a new problem. In this context, history tells us that any system of money has always been the focus of theft and
fraud, where greed has invariably played a part. However, there is an aspect of the modern world, especially within its financial
infrastructure, where the line between self-interest and greed can now be crossed without drawing too much attention, either
in terms of moral judgement or criminal punishment.
Note: Today, the fallout from the 2008 financial crisis is still fresh in the memory of most people. However, this was
simply the last in a long line of fraudulent financial activity that required a collusion between bankers, regulators, and
legislators. For example, the ‘savings and loan crisis’ of the 1980-90’s used a mechanism of financial leverage to
purchase bankrupt companies, which formed the basis of a Ponzi-like bubble, which ultimately burst as all bubbles must.
However, in the process, deceptive accounting rules were used to hide the true state of the banks involved, while
litigation and lobbyists delayed the discovery of the fraud, which only added to the costs that taxpayers had to
underwrite.
In time honoured fashion, following each financial scandal or crises that reaches the public’s attention, there is an inquiry that
takes years, which purports to identify the major causes and the lessons to be learnt that were not learnt in the previous dozen
or so financial scandals. In the case of the savings and loan scandal, a report was published many years after the event in 2005,
which attempted to list the contributing factors, which in reality simply concludes that the financial scandal was a collective
failure of the system. We might summarise the findings of this report below preceded by a Monty Python quote:
It’s a fair cop, but society is to blame.
1) Fraud matters and poses a risks. 2) It is important to understand fraud mechanisms. 3) Economists grossly
underestimate the prevalence of fraud and its impact. 4) Prosecutors have difficulties prosecuting individuals
responsible. 5) Politicians who receive campaign contributions from the banking industry can be complicit in obstructing
justice. 6) Fraud occurs due to poor regulation. 7) There are conflicts of self-interest. 8) There are not enough
investigators in the regulatory agencies to protect against fraud. 9) Regulatory leadership is missing. 10) There is a lack
of ethical and social judgement. 11) Stock options can act as a temptation for fraud…...
As indicated, this report was published in 2005, just a few years before the 2008 financial crisis, such that we might seriously
question what lessons have ever been learnt. Of course, while every crisis is different in its details, there is an underlying
pattern that we might attribute to self-interest bordering on greed and fraudulent theft. So let us also try to summarise some of
the details behind the 2008 crisis as another point of reference.
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1) In search for ever greater profits, US and other global financial institutions created products based on ever riskier
mortgages, while finding ways to sell them as secure investments. 2) Supposedly independent rating agencies ‘appear’
to have endorsed risky mortgage assets with AAA ratings, which were then sold onto global buyers. 3) Many of these
agencies subsequently blamed the failure of their ratings on computer automation, possibly suggesting that nobody was
personally to blame. 4) Having sold on the risk, the original lenders were no longer concerned as to whether any
borrower could actually afford to pay their mortgages. 5) When freed of this risk, lenders used ever more dubious tactics
to convince home buyers to take out mortgages without concern of the consequences from which they appeared
immune. 6) In a growing credit-driven market, possibly better described as debt laden, the home buyers accepted these
mortgage loans without fully understanding that the equity of their homes could fall. 7) When confidence in the house
market collapsed, many home buyers lost everything. 8) Faced with the prospect of the economic collapse of its financial
institutions, governments stepped in and passed on the cost-losses to its tax payers, thereby creating a debt burden that
may take generations to repay. 9) In the midst of this crisis, much of the tax payers’ money effectively ended up in the
pockets of the executives of the very financial institutions responsible for the crash in the form of bonuses and gold
handshakes.
What most people might realise from these outlines is that the risks to the system associated with self-interest and greed plus
fraud and theft is already well recognised. However, as the years pass and we collectively forget the last crisis, lobbyists for the
banking and finance industry will try to reassert and reassure politicians, supposedly in control of our legislative laws, that free
market capitalism has to be left unregulated, possibly on the basis of the following adage:
Capitalism, like democracy, may not be perfect, but it beats the alternatives.
And making it as good as possible will advance the future prosperity of us all.
The problem with this type of economic ideology is that that it does not even try to quantify how the system could or should be
made better. As such, it seems to disregard what history keeps telling us, i.e. that if those who profit from the financial markets
are not regulated in some way, they will continued to exploit the system, some driven by self-interest, others by greed and a
few by criminal intent. If so, the assertion above might be reworded as follows:
Despite recognising that capitalism is only the best of a bad lot,
those who prosper from it seek to guard their own self-interest.
It is recognised that this may be seen as a very cynical perspective, which ignores the claim that capitalism will advanced the
future prosperity of us all. However, while capitalism may work for a minority, it is debatable that it has ever worked for ‘us all’.
For it has seemingly created a system where the minority have come to own the means of production, while not producing
anything themselves, while the majority have been left owning only the possibility of selling their labour within an everchanging globalised economy. However, what might ultimately be concluded from this review is that most of the economic
problems outlined are not without solutions, but rather problems with solutions that do not serve the self-interest of a
powerful minority, such that they continue to be ignored. Whether this situation continues into the future remains to be seen,
but probability suggests that any meaningful change will have to come at a price to both the haves and have-nots.
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Finally, you might again wish to view this Youtube link that outlines the distribution of wealth in America, highlighting
both the inequality and the difference between our perception of inequality and the actual numbers. However, some
people attempt to explain many aspects of distribution, including wealth, in human society as a natural law based on a
Pareto function. While this is undoubtedly true, the key words here are ‘natural law’ that suggests that humanity can
have no control on the outcome of this type of distribution. This is clearly does not have to be the case in respect to
wealth inequality, where human society can regulate the excesses of our own self-interest, when it borders on greed.
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