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1. ECONOMICS: FACT OR FICTION 

An earlier discussion entitled ΨThe Evolution of EconomicsΩ 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 ǊŜŎƻƎƴƛǎŜŘ ǘƘŀǘ ǘƻŘŀȅΩǎ Ǝƭƻōŀƭ ŜŎƻƴƻƳȅ ŘƻŜǎ ƴƻǘ ƻǇŜǊŀǘŜ ƛƴ ŀ ǾŀŎǳǳƳΣ ŘƛǾƻǊŎŜŘ ŦǊƻƳ ƻǘƘŜǊ ƘǳƳŀƴ 

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 ΨōƻƻƳ ŀƴŘ ōǳǎǘΩ cycles, even from the perspective of a few months, let alone years. Therefore, this second 

discussion of economics will be more focused on the ŎǊƛǘƛŎƛǎƳ ƻŦ ǘƻŘŀȅΩǎ ŀŎŎŜǇǘŜŘ economic theory and why it might actually be 

contributing to another global crises, which may have very negative repercussions ƻƴ ǘƘŜ ƳŀƧƻǊƛǘȅ ƻŦ ǘƘŜ ǿƻǊƭŘΩǎ ǇƻǇǳƭŀǘƛƻƴΦ 

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 ΨŘȅƴŀƳƛŎǎΨ within the economy at large. 

http://www.mysearch.org.uk/website2/html/6.Economics.html
http://www.mysearch.org.uk/website2/html/55.Ideology.html
http://www.mysearch.org.uk/website2/html/67.Model.html
http://www.mysearch.org.uk/website2/html/73.Storm.html
http://www.mysearch.org.uk/website2/html/5.Politics.html
http://www.mysearch.org.uk/website2/html/5.Politics.html
http://www.mysearch.org.uk/website2/html/8.Population.html
http://www.mysearch.org.uk/website2/html/106.Humanity.html
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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 Ψcurrent market valueΩ of all physical and intangible 

assets owned, then subtracting all debts. ¢ƘŜ ǘŜǊƳ Ψcurrent market valueΩ Ƙŀǎ ōŜŜƴ ƘƛƎƘƭƛƎƘǘŜŘ ōŜŎŀǳǎŜ ŦŜǿ ǇƘȅǎƛŎŀƭ ƻǊ 

ƛƴǘŀƴƎƛōƭŜ ŀǎǎŜǘǎ ƘŀǾŜ ΨŘǳǊŀōƭŜΩ 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. 

 

  

http://www.mysearch.org.uk/website2/html/68.Usury.html
http://www.mysearch.org.uk/website2/html/72.Debt.html
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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 

ǘƻŘŀȅΩǎ ƎƭƻōŀƭƛǎŜd ŜŎƻƴƻƳȅΦ CǊƻƳ ǘƘƛǎ ƘƛǎǘƻǊƛŎŀƭ ǇŜǊǎǇŜŎǘƛǾŜΣ ǿŜ ƳƛƎƘǘ ǊŜŎƻƎƴƛǎŜ ǘƘŀǘ ǘƘŜ ŜŀǊƭƛŜǎǘ ΨeconomiesΩ ƻǇŜǊŀǘŜŘ ƻƴ ŀ 

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 city-

state 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 itǎ ƳƻƴŜȅ ǿŀǎ ŘŜǾŀƭǳŜŘΦ Lƴ ŜǎǎŜƴŎŜΣ !ǘƘŜƴǎ ǎǘŀǊǘŜŘ ǘƻ ΨprintΩ ƳƻƴŜȅ, 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 ŘŜǾŜƭƻǇŜŘ ƛƴ ǘƘŜ ŦƻǊƳ ƻŦ ΨbΩ ŎƻǇǇŜǊ Ŏƻƛƴǎ ƴŜŜŘŜŘ ǘƻ ōǳȅ Ƨǳǎǘ м ƎƻƭŘ 

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 ΨqualityΩ money system only to be debased into a ΨquantityΩ 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 

ŘŜǎŎǊƛōŜŘ ƛƴ ǘŜǊƳǎ ƻŦ ǘƘŜ Ψт ǎǘŀƎŜǎ ƻŦ ŜƳǇƛǊŜΩ, although we shall ǉǳŀƭƛŦȅ ǘƘŜ ǘŜǊƳ ΨŜƳǇƛǊŜΩ to the rise and fall of some nation-

state 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 

jump ahead to the beginning of the 20
th

 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. 

https://www.youtube.com/watch?v=DyV0OfU3-FU&list=PLE88E9ICdipidHkTehs1VbFzgwrq1jkUJ
https://www.youtube.com/watch?v=EdSq5H7awi8&list=PLE88E9ICdipidHkTehs1VbFzgwrq1jkUJ&index=2
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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 ΨƴƻǊƳŀƭΩ 

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 

ōŜ ŀǎǎƛƎƴŜŘ ŀ ǾŀƭǳŜ ƛƴ ƎƻƭŘΣ ŀƭǘƘƻǳƎƘ ǘƘƛǎ ǾŀƭǳŜ ƴƻǊƳŀƭƭȅ Ƙŀǎ ǘƻ ōŜ ƧǳǎǘƛŦƛŜŘ ƛƴ ǘŜǊƳǎ ƻŦ ΨǎƻƳŜǘƘƛƴƎ ŜƭǎŜΩ 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 

wŜǎŜǊǾŜǎ ŎƻǳƭŘ ƴƻǘ ŎƻǾŜǊ ǘƘŜ ǊŜǎŜǊǾŜ ŎǳǊǊŜƴŎȅ ƛƴ ŎƛǊŎǳƭŀǘƛƻƴ ŀǊƻǳƴŘ ǘƘŜ ǿƻǊƭŘΦ Lƴ ǘƘŜ мфслΩǎΣ Ƴŀƴȅ ƴŀǘƛƻƴ-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 

ŀǎ ŀ ǿƘƻƭŜΣ ǿƘƛŎƘ Ŏŀƴ ƭŜŀŘ ǘƻ ǘƘŜ ǎȅǎǘŜƳ ǎǇƛǊŀƭƭƛƴƎ ƻǳǘ ƻŦ ŎƻƴǘǊƻƭ ƛƴ ǾŀǊƛƻǳǎ ŦƻǊƳǎ ƻŦ ΨōƻƻƳ ŀƴŘ ōǳǎǘΩ 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. 
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1.1.2 Gold in the 20
th

 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 

surrounding various gold standards used in the 20
th

 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 

referencesΦ ²Ŝ ǿƛƭƭ ǎǘŀǊǘ ōȅ ŘŜǎŎǊƛōƛƴƎ ǘƘŜ Ψclassical gold 

ǎǘŀƴŘŀǊŘΩ 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 

reassurance that its promissory value could be redeemed in gold on demand. However, during the 19
th

 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 ƘŜƭǇŜŘ ƛƴŦƭŀǘŜ ǘƘŜ ¦{ ŜŎƻƴƻƳȅ ŘǳǊƛƴƎ ǘƘŜ мфнлΩǎ. 

 

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, ǘƘŜ мфнлΩǎ 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 

https://en.wikipedia.org/wiki/Gold_standard
http://www.mysearch.org.uk/website2/html/70.Central.html
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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 ǎŀǾŜ ŦƻǊ ǘƘŜ ƴŜȄǘ Ψraƛƴȅ ŘŀȅΩ, 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: !ǎ IƛǘƭŜǊΩǎ ƳƛƭƛǘŀǊȅ ŜȄǇŀƴǎƛƻƴ ōŜŎŀƳŜ ƛƴŎǊŜŀǎƛƴƎƭȅ ƻōǾƛƻǳǎ after 1936, the economies of many European nation-

states 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 ƻƴ ŎǊŜŘƛǘΦ .ȅ ǘƘŜ ŜƴŘ ƻŦ ²²нΣ ǘƘŜ ¦{ CŜŘŜǊŀƭ wŜǎŜǊǾŜ ƘŜƭŘ нκо ƻŦ ǘƘŜ ǿƻǊƭŘΩǎ ƎƻƭŘ, while Europe was again 

ŜǎǎŜƴǘƛŀƭƭȅ ōŀƴƪǊǳǇǘ ŀƴŘ ΨŦƭƻƻŘŜŘΩ ǿƛǘƘ US fiat dollars. 

 

After the end of WW2, the Bretton Woods agreement was ratified and established as a ƴŜǿ ǎȅǎǘŜƳ ƪƴƻǿƴ ŀǎ ǘƘŜ Ψgold 

exchange standardΩ 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 ǘŜƴŘŜƴŎȅ ǘƻ ǊŜǇŜŀǘ ƛǘǎŜƭŦ ŀƴŘΣ ōȅ ǘƘŜ мфслΩǎΣ ¦{ ǇƻƭƛǘƛŎŀƭ ŀƴŘ 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 ǇǊŜŦŜǊŜƴŎŜ ŦƻǊ ƎƻƭŘ ǘƘǊƻǳƎƘƻǳǘ ǘƘŜ мфслΩǎΦ ¢Ƙƛǎ 

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 ŀǎ ŀ ΨǊŜǎŜǊǾŜŘ ŎǳǊǊŜƴŎȅΩ. 

 

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 1960Ωǎ, 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.  

 

 



the mysearch.org.uk website 
All great truths begin as blasphemies 

copyright ©: 2004-2015 
_______________________________________________________________________________________________________ 

 

 
13 of 78 

 

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. 

http://www.mysearch.org.uk/website2/html/67.Model.html
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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 ǘƘŜ ŜŎƻƴƻƳƛŎ ǎȅǎǘŜƳΣ ŀǎ ŀ ǿƘƻƭŜΣ ǎƘƻǳƭŘ ŀƴȅ ƻŦ ǘƘŜ ΨǇƭŀȅŜǊǎΩ ǿƛǘƘƛƴ ǘhis 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 ΨdynamicsΩ 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 ς 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 

ŦƻǊ ǘƘƛǎ Ŏƭŀǎǎ ƻŦ ΨƎƻƭŘǎƳƛǘƘΩ ǘƻ ƴƻǘƛŎŜŘ ǘƘŀǘ ƻƴƭȅ about 10-20% of their receipts were ever redeemed at any given time. As 

a consequence, they started ǘƻ ΨƭŜƴŘΩ 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 ǘƘŜ мфслΩǎ ŀƴŘ ƭŜŘ ǘƻ ǘƘŜ .ǊŜǘǘƻƴ ²ƻƻŘǎ !ƎǊŜŜƳŜƴǘ ōŜƛƴƎ ŀōŀƴŘƻƴŜŘΦ The subsequent adoption 

of a floating exchange rates between fiat currencies means that market confidence simply rest on an assessment on a given 

http://www.mysearch.org.uk/website2/html/69.Banks.html
http://www.mysearch.org.uk/website2/html/70.Central.html
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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 longeǊ ǎƛƳǇƭȅ ǇǊƛƴǘ ŎǳǊǊŜƴŎȅΣ ŀƭǘƘƻǳƎƘ ǘƘŜ ƳŜŎƘŀƴƛǎƳ ŎŀƭƭŜŘ ΨǉǳŀƴǘƛǘŀǘƛǾŜ ŜŀǎƛƴƎΩ 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 ōƻƴŘ Lh¦Ωǎ 

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 ƻŦ ǘƘŜ ŘŀȅΣ ǿƘŜƴ ŎǊŜŀǘŜŘ ƛƴ мфмоΣ ƛǘ ŀǇǇŜŀǊǎ ǘƘŀǘ ǘƻŘŀȅΩǎ 

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 ς 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 

ƻǳǘǎǘŀƴŘƛƴƎ ōƻƴŘ Lh¦Ωǎ, unless ultimately offset by increased tax revenues ς 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? 

http://www.mysearch.org.uk/website2/html/69.Banks.html
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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 well-

known 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 undŜǊ ΨŘŜōǘ ŘŜŦŀǳƭǘΩ 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 

ŘŜǎŎǊƛōŜŘ ŀǎ ŀƴ ΨŜȄŎƛǘƛƴƎ ƴŜǿ ƛƴǾŜǎǘƳŜƴǘ ƻǇǇƻǊǘǳƴƛǘȅΩΦ 

 

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 ς 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  

ΨŀǎǎǳƳŜdΩ 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 ΨōƻƻƳ ŀƴŘ ōǳǎǘΩ cycle.  

 

{ƻ ǿƘŀǘ ŘŜŦƛƴŜǎ ŀ ΨōƻƻƳ ŀƴŘ ōǳǎǘΩ ŎȅŎƭŜΚ 

 

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 Ψboom phaseΩ, the economy grows 

and employment rises, leading to an increase in government tax revenues, while investors see higher returns on their 

investments. The subsequent Ψbust phaseΩ 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 

мфолΩǎ ƻǊ ǘƘŜ Ǝƭƻōŀl 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 

traced back to the self-interest of individuals, i.e. human greed. From a historical perspective of the 20
th

 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 ΨƎƻƻŘ ǘƛƳŜǎΩ 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 ŀǎ м ϧ нΣ ǿƘƛŎƘ ǎŜŜƪ ΨincomeΩ ƛƴ ƻǊŘŜǊ ǘƻ 

finance their ΨǎǇŜƴŘƛƴƎΩ. 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 ƻǾŜǊŀƭƭ ΨƎǊƻǿǘƘΩ would also remain stagnant . 

 

 

 

However, within the simplicity of the first model above, there is an assumption of incrementing growth that is proportional to 

ΨproductivityΩΣ ǿƘƛŎƘ ŜŦŦŜŎǘƛǾŜƭȅ increases income and the ability to spend more. Let us assume that each business produces an 

ΨoutputΩ using an ΨinputΩ 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 

ǘŜǊƳǎ ƻŦ ǘƘŜ ΨǊŜŀƭΩ 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. IƻǿŜǾŜǊΣ ǿƘƛƭŜ ǇǊƻŘǳŎǘƛǾƛǘȅ Ŏŀƴ ǎǳǇǇƻǊǘ ǘƘŜ ƛŘŜŀ ƻŦ ΨrealΩ ƎǊƻǿǘƘΣ ƛŦ ƛǘǎ ŎŀƭŎǳƭŀǘƛƻƴ 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 ΨvalueΩ ŎƻƴǘǊƛōǳǘŜd 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 

ǎǳƎƎŜǎǘŜŘ ǘƘŀǘ ǘƘŜ ΨoutputΩ ƻŦ ǘƘŜ ŦƛƴŀƴŎŜ ǎŜŎǘƻǊ ǎƘƻǳƭŘ ōŜ ǉǳŀƴǘƛŦƛŜŘ ƛƴ ǘŜǊƳǎ ƻŦ ŀ ΨǘǊŀƴǎŦŜǊ ǇŀȅƳŜƴǘΩ 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 

ǊŜǇǊŜǎŜƴǘǎ ΨunproductiǾŜ ƭŀōƻǳǊΩ and therefore ΨǳƴŜŀǊƴŜŘ ƛƴŎƻƳŜΩ as per the following quote: 

 

National account economists of the 20
th

 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. 

 

 

 

hYΣ ƛŦ ΨǊŜŀƭΩ ǇǊƻŘǳŎǘƛǾƛǘȅ ƛǎ ƴƻǘ ŘǊƛǾƛƴƎ ǘƘŜ 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. 




































































































