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1. BECONOMICEACT ORACTION

An earlier discussion entitlé@he Evolution of Economiggtempted to provide a very basic introduction to economics in terms
of some of itsvariousideologicalfoundationsand models of operationHowever, more emphasis was possibly put on the wider

issues surronding the future dependency oglobal resources, se&rowing Storm which thenmade referenceto other
predictive models describing the future of the global economy.

The Perfect Storm?

Economic Tsunami
Energy Crisis

* King oll in decline
+ Our Achilles heel
* Race against time

* Euro crisis/ffiscal cliff
« Systemic failures

* A new paradigm shift

« A*threat multiplier” « The “perilous journey”

* Resource shortages

These earlier discussioddB O2 Ay A 8SR GKI G G2RI&Qa 3t206lt SO2y2Yé R28a y2i
activities and, as such, the reader may lwi® also make eference to otherdiscussions entitledrhe Scope for Political
EvolutionplusPopulation and Resourceasd finallyHuman Evolution
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While these latter discussionmaay not be seen as directly connected goesentday economics, theynay possiblyprovide

some insights to thelirection of travel and of the many factors that mafluencethe development of globdisedeconony in

the future. Of course, the accuracy of any predictive model stretching out into the futuréohass questioned, such that it is
recognised that any prediicin can only resion probability not certainty. Hoever, in the process dfying to come to some

basic understanding afconomic theory, there appeats be much criticism of presestay econont models and their ability

to predict any of thel 6 2 2 Y & ipf@es évelz from the perspective of a few months, let alone years. Therefore, this second
discussion of econoiws will be more focused on tf@NJA G A OA &Y 2 T ecdna@nidtheddydnd Whe DrfidliaciiRly be
contributing to another globatrises whichmay have veryegativerepercussion y G KS Yl 22NAGe 2F (GKS
However, we shalitart byintroducingsome of the fundamental termgsedto described the workings of any econopwhich

can then be used toonstruct amore descriptive model dhe W R & y I withinGh& dtonomy at large.
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1  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 servicplsisthe amount of currency irirculation, whichmight beinitially quantified in terms
of the sum total of all its transactions.

1 Transaction Beyond the basic idea of barter, a transaction can be introduced in terms of a buyer giving money, currency
or credit to a sellein return for some valuedasset, i.e. gods, service or commodity. Today, many of these transastion
are grouged into specific market types.

1 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.

T Money: In this discussion, money will beitially 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 coinagedngijeker

1  Currency:ls a promissory note, i.e. an IOU, issued by a nattate 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 longeapplies in most natiostates.

1 Credit Allows one party to obtain an asset from another party in advance of needing to or even necessarily being able to
immediatdy reimburse theother party, which then usually involves some additional payment by wayeafst

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

1 Debt:Is a amount owed to lacreditors, although weshoulddefined two specificclassef debt, i.e. public and private.
Publicdebt is the accumulation of a defidietween what the government takes in by waywvafrioustax revenuesand the
amount of money it spends yean-year. Privatedebt is defined as the amount of money tham indivdual owes to all
financial institutionsi.e. both credit cardlebt and mortgage loansSeeThe Growth of Deldfor more details.

While we will need to addb this initial vocabulary, itsi believedo 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 mersonunity, 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 g&idto be determined by assessing tH&urrentmarket valueof all physical and intangible

assets owed, then subtracting all debtst K S (c@mdrmatletvalueQ KIF & o06SSy KAIKEAIKGSR 08
Ay al y3aot SR dzNi-aadéger fohgdpSriodd of timaVith this somewhat materialistic defiion in mind,we shall

proceedto considersomeof the historic background thahay lead ugo question the direction thatodern economic theory

is leading us.
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1.1 Historic Background

In many respects, is useful to havesomeinitial outline of the hisbry of money against which we might compare trends in
2RI QadAG2WAYABMSCNRBY (GKAA KAAG2NRAOINT LIS NdaddQiash ¢2S10S Na-Si SYRA 22
simplebarter system, which was problematic in the sense thaestricted thenumber of possibléransactiors because it was

difficult to equate the value odinitem againstanother or to offer anymmediate compensation for angifference in valueAs

such, therewasan understandabl@eedto replacebarter with a more flexiblesystem thatsupported the idea of a transaction

in many more formssuch that the item exchanged, i.e. monbgdboth an intrinsic valuand thefollowingflexible properties:

Portability
Durability
Divisibility

= =4 =4 =

Equivalence

The replacemenof the barter systenwith a more flexiblemoney systenwasinitially based on precious metals, i.e. gold and
silver, which had a recognised intrinsic vathe to limited suppliesyasrelatively portableand durable whichcould bemade

into divisible uiits, e.g. coinagehased on weight and purityAs 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 cabe tracedbackas far as3000-2000 BCE, the golden age of this civilisabetween
500-300 BCHs oftenlinked tothe introduction of coinage money around 600 BCE, which then allaveddevelopment of

trade between neighbotung city-states to expand and prospeatowever, thisexpansion a&oled to increasingnilitary conflicts

that incurredthe economic cost o§upportingan everexpandingarmy. During the period 406B00 BCE, the citstate of Athens
becameinvolved in whatwould ultimately prove to be a disastrouseries ofwars agairst the citystate of Sparta. While there

were possiblymultiple reasons forthe eventual downfall of the Athenian cistate, some haveventured to explain this
downfallin terms of an economic faita to manage its monetary currency. As suggested,nh&l 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 tradalthoughthe subsequentengthy wars withSparta would leado problems Frst, the large
military armies had to be paid in gold and silver comsgh that moneyflowed out of the city wien these armies were on
numerous campaignis distant regions Scond and possibly more important, Athengould eventually log access tats gold

and silver mines on which its monetary system waws dependentAs anet result of these problemghe Athenianeconomy
became subject to deflatiary pressurs, such that its tax revenues coutd longermeet all its expenditure i.e. it was running

a deficit In order to address thémmediate deficit crisis, Athens started to debase its coinage money by mixing gold with
copper, such that the intrinsic value oiit Y2y S& 41 & RSGI f dZSRP bpriitQS & 8 Sighénh&tIhe idéa K Sy &
of moneywith intrinsic valuestarted to transitioninto a currencywithout intrinsic value and the government of Athens started

to accumulatedebt as the eficit betweenits tax revenue and state expenditukept increasingAs a result of iteconomic
declined,Athenseventually feltto Sparta in 404 BC#hich wasin-turn subsequently sbsumed into the Roman Empire around

146 BCE.

But what has thigjot to do with moden economics?
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Initially the populationof Athens may not have realised thadrse of the

coinage in circulatiodid not have the same intrinsic value in gold or silver.
However, over timethe populationstartedto realise tle deceptionand, as -
a result,began to horde the gold and silvercoinage and only spent the

debase copper coinag@s such, wenight seethe idea of an exchange rate

beingRS St 2 LISR Ay (KS F2N¥ 2F WbQ O2LILISNI OPNvea. ySSRAOR (2
or silver coin. In thisase the intrinsic véue of money in the form of gold ‘,4

or silverhad been debasedo a promissory currencyOU without any

intrinsic value.While this might be seen as ancient histoityis a story often repeated in which the rise of an empireswa
initially based ora Hualitymoney system only tbe debasednto a ‘guantityzurrency systemin this context, wenay start to
see parallels ifistory to what is pw happening in manpresentday Western economiesvhich authorMike Maloneyhas
RSAONAROSR AY & 8NKS A RFhdughivg SBMNGEIQf A T & S KBduk&deMnd$all of some natien
state economy:

1. The economy of ounation-state exampleis initially founded ona quality money systemwhich is baokd up by an
equivalentvalue in gold or silver, although other valuable resources are not nuéds long as they are durable toarket
downturnsover long periods of time

2. As the economy of mation-state grows italsotakes on more economic costsander to support its eveexpanding social
and cultural expenditure, whicimayinitially be met by increased taxation.

3. However, a this nationstate continuesto grow in political influencesthere is a perceived necessity to protect and
underpin this influence with an ever expanding military expenditure.

4. Invariablythis military expansion resudtin costly wars that ultimately stasto outpaceany reasonablgéaxation revenues
that can be extracted from the economiye. deficits accumulate into mounting debt.

5. However, m order to maintain the increasg military expenditure without arobvious inceasein taxation,quality money
starts to become a quantity currency by adoptihg idea of a promissory currency 10U that can conceptually be increased
without limit.

6. Hnancial institutionsput not necessarily idividuals, are quicko realise the gowing risk of holding too much promissory
currencythat has no obvioustrinsic value, whiclthen leadsto a loss of confidence in the economy of the nat&tate.

7. Finally, this loss of confidence caltimately becomewholesale paniaway fromholding thepromissory currency towards
assets that are perceived toave longer term stabilitywith intrinsic valuethat is bothportable and durable, e.gyold,
silver, diamonds etc.

While there are many exampeof economic collapsewhich basicalljollow the outline above, itis possibly more usefub
jump ahead to the beginning of the TQ():enturyin order to highlightthe effects that two world wars would have on the
modernidea of moneybased on goldand the expansiomf fiat curencies withh a globalsed economy However, before
doing this, the next discussion will simply provide a basic outline of the development of various gold standards.
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111 Development of Gold Standards

We have now presented some of the historic background surrounding a®ld 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 thsubsequendevelopment of various gold standards by way eference, which can then be used

in later discussions.

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

Gold as a Standard: [
While using gold as a form of money has a long history, it can becomediffitiult

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 exped to be redeemable back into gold on demand. However, over time, the
control of this fiat currency within and between natistates became increasingly compleand subject toevermore
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 thegold standard countries were generally using a standard consisting of both gold and. silker
earliest establishment of a gold standard wagha UK in 1821 with the US establishing its gold standard system in 1873.
The UK dropped the standard in 1931, while the U8ndbned its gold standard in 193triggered by the Great
Depression. The tes of a gold standard are essidly simple. First, 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 currencyhrough 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 depels 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 theStréme Flow Mechanism.

PriceSpecie Flow Mechanism:

Let us consider the US and UK @iierg 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 exchangedlie fiat currency at the prevailing doltgold exchange rate and represents

an increase in currency in thdSdomestic money supply. Of course, once the money supply increases, it can have a
number of effects. For example, if the US money supply as&é 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 internatioadé,t 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 exokill fall. Such conditions can lead to economic defic

So how might the gold standard address this problem?

US residents wishing to buy cheaper UK goods neéidst exchange dollars for gold at the US central bank, which is then
shipped to the | in exchange for the poundsed to buy UK goods. Asldganoves 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 fathecurrency in circulation in the ®will tend to deflate prices, while inflating

prices in the UK that leads towards an equalisatwinprices in both economies and restoration of By 2 N | f Q
import/export trade balance.

Note: Wemight highlight the linkbetweenthe idea of deflation anéhflation 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 increasgiich then invariably leads toancrease 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 fadlhtdoglet 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 odthibeve. As investors exchange dollars for gold in the US
andmove that gold to the UK, where it is exchanged for pounds and used to purchase UKsag$ethatthe 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 interestrates. Again the interest rates will movegeether until interest rateparity is restored.

Reserve Currency Standard

In a reserve currency system, the currency of one nasiiate takes the role of gold played in a gold standard and other
currencies ardixed or floaed with respect to this reserved currency. In the gold standard, a central bank is required to
hold a reserve of goloh exchange for its own fiat currency, while witldrreserve currency standard, otheraist hold the
reserve currency.

Gdd 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 nm@serve currencies then fix their exchange rates to this reserveeooyrat some
determined rate. To maintain this rate, the noeserve natiorstate must holdsufficient reserve currency assets. The
reserve currency is then fixed to value in gold by weight. Finally, the central bamkrekserve natiopstate is expectedo
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 thatgold reserves in the reserve currency central bank might be subject to a deraaruh 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 attemputefter both WW1 and then again afté'W2, where it was reinstateth 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 (INiRH 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 thegexcha

rate between different fiatcurrencies, i.e. fixed and floating rates. In a fixed exchangesyggtem, a currency can simply

0S8 aaArAaySR | @GFtdzS Ay 32t RX I (K2 dz3K2 YAKAKaA Ry WRIEES reeR NIY |-
of exchange. If a government sets its currency value in terms of a fixed weight of gold, titeniggken 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 currexadyange 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 W8cAsthe 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 natiorstates.However, after WW2, it had beote increasinty obvious to many tht the US Federal Gold
wSaSNBSa O2dxA R y2i 020SN) 6KS NBaSNBS OdzNNEBy Gitesrsgughtrd NI dzt
exchange their holdirgpf US dollars back into gold, such thaetUS Federal Gold Reserves haingdst 10years. At this

point, the redemption of the nomeserve currencies back inggold 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 t
some value in gold was lost.

Irrespective of which system or standard adoptedmight be argued that fomarkets to operate efficiently, the monetary
system should try to ensure that currencies remain stable, i.e. not subject to inflation, as mftatiodistort 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 inflalidoe wutlined in more

detail in a later discussion, it might initially be said to result from an exponential increase in debt, which can theraoreat
excessive amount of new currency as a result of the interest extracted from this debt. This dehthtakesn of bothpublic

debt linked to government expenditure exceeding tax revenues, i.e. the deficit, and private debt in thefforedit cards and
mortgages plus corporate debt. At some point, investors can lose confidence in the various madegtsnning the economy

I a

I K2t S3S 6KAOK OFly tSIR (2 G(GKS a2 Y yalkcleNdz¥ Qy 3 2dzi 27

Note: After the Bretton Woods system was abandongg) | 50
in 1971, no fiat currency remained linked to the value
of gold, althaigh it was clear prior to this date that US®0 7
Federal Gold Reserve had ceased to be meaningfuljp
respect to the number of US dollars in circulation

worldwide. Of course, the subsequent Floatind® |
Exchange Standard only extended the ability of a%

nation-states to follow the lead of the US in the X
subsequent creation of evermore inflated fiat0 +—— ‘ . ‘ ‘
currencies around the world, which might be illustrated U

with the example of the UK pound since 1971.
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1.1.2  Goldin the 24" Century

In many ways theadiscussion of gold in the ?Ocentury is
summarised in the graph right, which shows the price of golet. oo A’w
from 1920 through to 2010. However, this whole discussion is

really only an outlineof all the historical developments F\

surrounding various gold standasdused inthe 20" century, ﬂv

therefore the reader should possibly review wider references,

e.g. Wikipedia: Gold Standaydalthough some inferences in

the following discussiomwill not necessarily apgar in such

reference®® 2 S gAftf &l Nclassigal gitdSa ONA oAy 3 (G KS ﬂfl—'

& 0 | y Rd aNderietary system that uses a fiat currency back ———

by 100% gold reserves, whichtive modern world arausually /J

1920 1930 1540 1950 1960 1970 1980 1990 2000 2010

assumed to be controlledby a central bank of some

description.Underthe development of thisystem,fiat currenciesbecame the preferencéen daly use,while still offeringthe
reassurance thaits promissory value could be redeemetgold ondemand However, during the f®century, a number of
sigrificant gold discoveriesaused its value to fluctuate anés a consequence, destabilist fiat currendeslinked to it. In
1913, the US Federal Reserve was created to help stabilize gold medogwalues, but before it etd act, the First World War
(WW1) hadstarted and, in time honoured fashion, European natitates suspended the gold sidard so that they could
print enough oftheir fiat currency taseeminglypay for themounting cost ofvar. However, as a prerequisite to thidlationary
currency printing, these natiostates ale suspenéd the redemption right ofindividuals to exchange their fiat currency back
into an equivalent value in gald

Note: The cost of WW1 effectively crigghlthe economies of the main European nastates. In contrast, the US

economyappears to haveprospered, prior to 1917, in the sense that the European allies fighting Germany had to buy

goods and materialfrom the US paid in gold. As a result, the 0 geserve grewto dominate the worldeconomy by
the end of WW1 in 1918vhichthenK St LISR Ay Tt S GKS |.{ S02y2Ye& Rdz2NAy3

As history has illustrated so many timegpanding thdiat currencysupplyinvariablyleadsto some form ofinflation, such that
most European natiostatesinitially try to revert to the prewar gold standard although modified in the form of the Gold
Exchange Standarth this systemEuropean natiorstates were not obligedto restore the rightof individualsto redeem fiat
currency back into étstated value in goldPossibly as a result of beiagbeneficiary of WW1i K S vsdw thheQSeconomy
becomeincreasinglyinflated as the publidegan to invest heavily in a speculatiseck market.However, his nflationary
bubble came toa rapid end in 1929 when the stock market crasheiping out the savings of many investpmshich then
caused many banks to fail that-farn destroyed the saving of others whmd not even investd in the stock marketAt the
height of the Great Depressiomanyinvestorsattempted toexchanged theifiat dollars br gold,while the USFederal Resge
kept raising interest rates in an attempt makethe USfiat dollar appear more attractive and slow thdepletion of its gold
reserves.Unfortunately,the higher interestrates alsomadethe cost of doing businegsrohibitive for manyand resulted in
many businessegoing bankruptcausingncreasinglydvels of unemploymenBy 1933President Rooseveltas forced taclose
the banks, due to theun on the gold reservesand bythe time the bankswere re-opened, theyhad been forced to return all
gold to the Federal Reserve amétre not allowed taredeemfiat dollars for gold witHfurther restrictions on the export ofgold
Then, in 1934, the Gold Reserve Act prohibited private owngrsbf gold, except under license, whietlowed the US
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government to payts debts in dollars, not gold. During this time, the theory of Keynesian econaragfloating he ideathat

a governmeh should support the circular flow of currency, sucthat increasedpublic spending would lead to increased
earnings and increased tax returns. However, fisychologicakffect of the Great Depressionad caused many peoplé
simplyd | @S T2 NAlyreS, wick Editermid of the wider econononly prolonged the recession. Today, there is still
much debate aso whether Keynesian economics rescued the US economy or whether production increases were ultimately
driven by the start of WW2, wblh alsctook millions of men offtie dole queue by conscription into the army.

Note:! & | AdGf SNR& YAfAGENE $SE Llafi¢rald3b,fhe ecBromiedSnany ¥ubogdan ratoy’ 3 £ &
states began to reprioritised their own military expenditure. Of gga, many of theseconomies could not really afford

such expenditure, such that it was seeminfiianced by the fallbacktrategy of simply printingnore fiat currency.
Again,it appears thathe US economy was an initial beneficiary of the war in Eyrapich it did not activg join until

1942, asits industries supplied huge quantities of goods and matévidhe Alies which had to be paid for igold or

borroned2y ONBRAGP® . & (GKS SyR 2F 22u3 {(KS | wile BED@dedablaghin wSa SN S

SaaSydAaltte ol yl Nhddoldrsy R WFft 22RSRQ 6AGK

QX

After the end of WW2, the Bretton Woods agreement waatified and establishel &s ay S¢ aeadisSy logf@sy |
exchange standa@hlong withtwo new international organizatius, i.e. the International Monetary Fund (IMF) and the World

Bank. Ths new exchangstandardrequired most fiat currencieto havea fixed exchange rate against the US dollar, which
would then bebacked up by US gol@éserves. However, under the Brettdfoods agreement, the US government had no
specific constrairg on the amount of gold reserves required topaort the number of fiat dolles in circulation. Of course,

history has a annoyingi Sy RSy 0& G2 NBLISI G AlG&St T edonpii exmadsiorinddSsprencdarouta = !
the globe, but in so doing had led ilacreasinglycostly wars in Korea and Vietnam, which the US paid for by thehimneured

tradition of simply printing more dollars, such that theicaof dollars in circulation ajnstthe gold reserves started to worry

many investors and governmes#round the world.

Note: Realising that the US could not back the huge amount of fiat dollars in circulation around thevitodadld,
many governments started to return their fiabltars back to the USIRINS F SNBy OS F2NJ 32t R ( KNRd
effectively triggeredh run of the U%ederalGoldReserves by the central banks of other nastates. In 1971, President
Nixon ended any pretence of the link between the fiat dalad the US Federal Resenngginally assumedby the
Bretton Woods Agreemenin essence the redemption option that had been taken away from individualsg WW1
had now been taken away from all governments around the world.

After the breakdown of theBretton Woodsagreementin 1971, all fiat currenciewere allowed tofloat on an international
exchange ratemechanismwhere individual exchange rategould be setbased on the perceived state of the economy in
question. However, despite the US dollarreency rot being backed by angold reserve guarantee the dollarretained its
position as thepreferred currency for mangovernments and financial institutiomsound the world, especially as all oil had to
be bought and sold ikiSdollars such thattinow actedr &8 NS a $NIISR OdzNNBy 0e& Q

Note: A reserve currenéy oneheld inlarge quantities by governments and institutions as part of their foreign exchange
reservesAs such, aeserve currencylike the US dollaiis often used in internationatransactions as asafehaven
currency.As a consequenceegplein the USwvere able topurchase imports and borrow across borders more cheaply
than people in other nations because thay dot need to exchangeheir currency to do s®By the end of the 26t
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century, the United States dollar was considered the world'strdominant reserve currency and the apparent
ubiquitous need for dollamallowed the United States governmeas well adJScorporationsto borrow at lower costs,
which affordedthem an adantageestimated to baen exess of $100 billion per year.

However, there is anotheprocess specificallpssociated with the US dollar acting as a reserved curremaich we shall
initially characterised in the form of a question:

United States $ billions| ****
If the US Feder&teserve ha printedso much currency in exge S—
of its gold reserves, why dulS inflation remainetbw?

$2,000

One answer to this questiomight be thatthe US was allowed to
export its inflatiorary currency to albther nationstates around o
the world. While this may seem a somewhat strandges, the US L $1.000
population as a whole, bothsindividuals and corporations, were 200YEARS TO REACH 825 BILLTON
able to buy tangible goods and services, tlings that had [0

intrinsic value, using thie dollar currency, i.e.an IOU with _ - : ] ) _ ] ) B
potentially no intrinsic value by virtue of its status of being a ' ¢ 1975 1980 1985 1990 1995 2000 2008 2010
reserved currencyin the graphright, the amount of US dollars in circulation worldwithereasego over $500 hllion, backed
by an estimatd value of its goldeservesheing mssibly less than $250 lxin, which would suggest a I0leveraging.

Note: Only a fraction dhe gold in Fort Knokaseverbeenallowed to beaudited inover 60 years. Ifou believe thagll
governmens can be economical with the titu, why would you believe the claiof the US governmerb have retained
8,200 tons © gold for the past 30 yearsspecially when ik governmenthas refusel to provide, orallow, any
independent verification of its claim? The only reason to currently believe tlsafavernment has retained 8,200 tons
of gold to which it has legal ownershiig, that any alternativeis justtoo worryingto consider

As previouslyutlined, in the 196, doreign central banks created a run on 48 federal gold reserves by tigito redeemed

US fiat dollars back into gold, which was bratighstop by the breakown of the Bretton Wood agreement in 1971. Of course, if
the world at large stded 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 dol&ts export

around the world could gtentially be returned to theUS domestic economy and cawsédevaluation of the fiat dollar currency,
which would then inflag prices in the US economy.

Is there any sign that amount of currency in circulation will fall?

While acceptinghe evolution d simply printing currency ithe apparenly redefined formof quantative easing (QE), the net
effect is stilleadingto more curency enterig the system than is backed bgld reserves. Of course, this istfast happen in

the US, but essentialin all other major economies round the world. If this process eventually leads to more spiralling inflation

than already generated by theew currency created by barikterest rates on both publicand private debt, thercurency
inflation will undoubtedly continue to rise.
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1.2

Letusinitially anchorthis discussion to an earliggimplified modelwhich shows jus# internal component®f the economic
infrastructure of a nationstate, i.e. government, industry, people and banking/ile this model maybe generally
representativeof some of thebasic interface exchanges within a natistate economy, it does not rélg reflect the dynamics
that takes place within this system, especiallyhen considering somef the issuesdiscussed undethe heading:Historic
BackgroundThis said, it is possibly worthy of a brief outline before expanding some further details.

In this somewhat staticmodel, the government collects taxes to pay for public services including its military. As such, the
government is a major employer of people trsobuys products from industry and, when necessary, borrows from banks to
cover any deficit irts expendture. Industrythen accounts for all goods and services sold for profit on whichuit pay taxes

to the government, whilemploying people wto also pay taxes on their wages amgaying any bank loans with interest.

Economic ModeDynamics

Note: In the last round of QE, food priceseby 60% in some regions around the world, which triggered a humanitarian
crisis for the 2 hillion people living on less than $2/deya geneal a rule of thumb it is assumed that when food prices
consumemore that 40% of income, societistarts 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&§eardlitself from them.

ﬁ "\, Global
e & Resources

Nation Economy: Year-3
Nation Economy: Year-2 \
i : services Nation
orneire  Economy
-' S0 Year-1
taxes

imports

exports

products
<
nterest Interest, nterest

nterest

Note: In the context of the model ake, 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). Whilex@DBNP 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 corporatamsociated with a natin-state. As such, th&JSGNP 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 measuneatibnal output althoughGNP can be eidr 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 gretlian its GDP, because a largmount of itsproductiontakes place
outside of the US nati@hor domestic borders.
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While peoplein the model abovare representative of the populatioas a whole, only a smaller section of this populaticsyy
have jobsand earn wagethat contribute taxes to the governmm. There is alsanother overlapping section of the population
that will receive public services and benefits, while generally all sections buy praghuttsan apply for bank loans that can
havevarying rates of interest. Finally, there is a king system, normally comigedof a central bankand manyprivate banks,
where the latter is generally responsible figsung loans again,with a broad range ofnterest rates However,as indicated,
this simplified modeldoes not really explain thecope of thedynamicsthat can now affecmost modern economiesit one
level, the dynamics of the economic system is driven byd#itude of different types ofinancialand commodity transactions
taking place, which are normally conducted as electronic transfers based dit orefiat currency exchangesather than
money based on gold or silvers Such, many of thes&ansactionshave nointrinsic monetary value, i.e. tlyeare essentially
based orpromissory nots, i.e. an 10U, by the buyer to the seller for some assetgbods, services or commodity.

Note: The eason forhighlighting the IOU nature of a promissory fiat currency, or credit, is to also highlight a degree of
fragility in the dynamics ofi KS S0O2y2YAO &a2adsSys & | ¢K?2thSnyriadkat dzf R
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 casthe value of a prorasory fiat currency, areditloan, can quickly fall towards zero.

At this point, we shoutl also highlight anothelynamic§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 thisaystem h
been previously outlined seeBanks, Money & LoamsusCentral Bank Reservard Private Bank Moneyathough it might be

worth highlighting a story by way of sonfierther historical background.

Note: At some point ihistory, it is saidltat traders started to depostheir gold and silver coins with local goldsmiths,
because they own the strongest safesreturn, the goldsmiths issued them with a paper receipt, whit¢brmstarted

to be use as a form ofiat currencythat began to betraded in preference to gold coins. However, it did not take long
F2NJ GKA&E Ofl aa 27 WYakoat ReROgMolthel redeipts wee éverOe8idemdd Ktlany gizey time. As
a consequence, they startdl2 ~ Wdg&ngtRdD only the gold reserves they held on behalf of others, &ctually
exceededhis value as they only required thHE-20% figure to metethe demand for gold to be redeemed.

Today, we mightrealise that the goldsmith were
acting asbankes, who were effectively creating a

1933, Roosevelt ends

$080 private ownership of gold

form of fiat currency that eseeded the actual gold ...

reserve held by a facto of 5in the example cited = 1971, end of Bretion-Woods/Goid

standard

L W2

Laerked v,“; ;:;\\x/ Y l
LI AR

5050

However, should wassume a compounitterest rate
of 5% onloans issued, this interest would double the::

1980's recession

amount of currency in circulation every 14 vyears.,..,
While this might onlybe regarded as ra anecdotal =
story, fgures released by the UBederal Reserve **

PRREBERBRAGRREG R

suggest that the currency supply in the US hasbiied every 14 yearsince 1959, while th@raph illustrates an effective
devduing of the puchasing power of the US dollsince 1913As such, waeedto consider whethertisgraph isreflectingthe
dynamic implicatiors of interest charges in the economy, if it alsweates new currency, whichin the case of the U&r

exceededts ld reservedy i KS mMpcnQad yR tSR (2 (KS . NB {[THexybsegudntdliéptioh I3 NB S

of afloating exhange rates @veen fiat currenciesneans that marketonfidencesimply rest on an assessment angiven
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economyto pay its debts especially the USOf course, today, many mainstream economists are quick to point out that

responsible governments no longd & A YLIX & LINAY (G OdzNNBy Oe I |j dzf yi KR i3 Kiadhisees S | YaSiO/

challenged byther economist as simply a convoluted mean$injecting more currency into the economin excess of & gold
reserves, such that istill amouns to the creation of newdebt that is nd and cannotbe addressed. Therefore, theext
discussion will attempt to model some of the dynamics within this mechanism.

1.2.1  CurrencyDynamics

It has ben suggested that inflation occurs as a direct result of the culyesupply 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 inbeeasing
currency in circulation, by whatever means, will invariably cause #ationary effect on pricesln this context, he model

below is only intendedo be generally illustrative of how currency in circulation can be increased by the issuin@of R L h! Q&

and quantitative easingalthough the relationship between the governmeé treasury and central bank catiffer in each
nation-state. For while the treasury is typically a department of government, the central bank may be privately owned, partially
autonomous orjust another branch of government, although most central bgrikrespective of type are normally tied to
government policy. By way of example, the UK central bank, i.e. the Bank of England, midbscobed aspartially
autonomous as it is expected to prioritise economic poliather than ay specific political agenda althoughit is still
answerable tgparliament i.e. a political institutionin contrast, the US central bank, i.e. the Federal Reserwdten said to be
privately-owned in the sense that it has shahnelderswho earn a 6% dividendn anyprofit. While it is known that the aginal
shareholdersof the Federal Reserveere the largeUS bank2 ¥ (G KS RI&3X @gKSy ONBFGESR Ay
shareholdes area weltkept secret Of coursewhile we will assumethat these shareholdexstill exist, it probably reasonable
that they workcloselywith the US governmengtlthoughthe realquestionmight bewho tells who what to do when it comes to
economic policy.

CENTRAL

| INVESTORS | | BANK (QE) [*] |
Y T
3) @ o) ®
4 v !
_| PRIVATE BANKS | 1A
: 1
ol | :
v !
TREASURY
(BONDS-I0Us)
I GOVERNMENT |
(7b) (7a) (10)
y

| DEFLATED ECONOMY INFLATED ECONOMY |

(8) A T
(8) | (9)

PRIVATE
BANKS

[*]

[*]
new currency
created here

It is hoped that the title on each block in the diagram is relativelyesgifaratory, althoughits role will be explained in more
details as each numericegt is outlined below. Agaithe sequence of thatepsshownis only intended to be a generalisation
of the overallprocess, which in realitys more complex and subject to a ramgf different interpretatiors of which the
following is but one and possibly not osapported by mainstream economists.
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Bond IOUsThe governmentvia its treasuryissues bonds to private banks. At this point, the bond becani@bility
on the treasury balance sheete. it effectively represents an IOU that adds to the government debt.

Let usassume that the private banks immeditgay for thesebonds with existingurrency, whichsimplyappears

as a liability on theibalance sheet against the asset of the bonds. On receiving payment for the bonds, the treasury
balance still shows the liability of the bonds, kiatnow bdanced by the currency receivetivhile the currency
received by the treasurynight have beenriitially createdby the private banksthis currency will ultimately be
balanced by currency already in circulatipeeesteps 34.

The private banks theneed tosell the bonds to private and institutional investoHowever, por to actualy selling
the bonds, they have Bability of the new currencycreatedto buy the bonds balanced by the asset of the bonds.

After selling thebonds, the private banks remove the asset of the bonds from their balance sheet, while the currency
received is used to canctde currency liability of the original purchasé/e might reasonably assume thaireency
received was already itirculation and therefore cancels theurrency initially created by the private banks to buy the
bonds from the treasuryHowever, it might beassumed that the private banksvy a charge in theform of a
commissionsuch thatsome existing wrrencyis siphoned off as profits by the private bank. In practice, steps 3 & 4
can be repeated many times, bwach cyclerepresentsan increase ingovernment debt in the form othe

2 dz(i a G | y RA y,AnleasaityhRelyloffsét Byadncreased tax revenuesee step 10.

Quantitative Easing(QE):The central bank may decide to buy back government tsomith currency that issimply
created whiledutifully registering itas a liability on its balance sheet.

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 privaté$ probably earn another commission

at this stage. However, as the bonds are returned to the central bankalance sheetow reflectsthe currency

created as a liability being offset by the asset of the boidkile it might be said that neither thét 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 hasted independently of governmenand in the best iterests of the economy,
although thisis possiblytoo naive. Of course, in this situation, the governmbas beerseparated from the decision,

while the central bankasbalancel its booksin terms of its assets and liability, such that it can aleny it has simply

printed currency

As aresult of stgps 34, associated with bond 10Us, and stegd &associated with QE, currency can be injected into a
deflated economy in the hope that it whielp to stimulate growth, see step 9, and increase tax revenues back to the
government via the trasuryat step 10. However, this attempt at econonstimulation may also generateew
currency at two different points

a. When bonds are issued via the treasury, the currency for the selling of these bonds is sourced fromgnvestor
such that this currencylready exists and is therefomot 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 stepsvéhere new currency can be created.

b. When the central bank buys bapkeviously issued borsivia QEit effectivey create new currencyt that point
This currency flows back towards those who invested in government bonds, which is generally reffetttere o
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more wealthy sectios of society, e.g. individusl fund managers and private banks. However, whether these
investors will actually inject this new currency into a deflated economyhere it is really needednay be
questiored as analysis suggeashat it mayonly helpto push up asset prices that ontyakes the top 10% richer.

8. Let us assume that the currency injected into the deflated economy by the governmenti®ahdoute does lead to
increased investment. To some greater or lesser extent, thig@sed currency will eventually find its way into the
currency holdings of private bankahich isthen conceptually available farew loans thatmay stimulate growth in
the economy, see step, which might further increasthe currency holdings ofther private banls to make even
more loans. SeBanks, Money & Loarand Private Bank Monefor an explanation of how prate banks effectivly
create new currency when issuing loans with interest. Equally, if private banks are only reqbio t&0% 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 reity of a conceptual old leverage of new currency into the economy actually depends on who the
private banks are prepadto loan this new currency. In the case of the 2008 financial crisis, the private banks proved
to be very riskadverse and only lent to theswho could underwrite the risk with secure equity, etbe property
mortgage market rather than entrepreneurial starups or industries facing uncertain times that really negdhe
injection of new funds. Therefore, any attempt to inflate agiatingeconomy by either issuingonds or QE is not
guaranteedo be successful, as recent history seems to suppiottie private banksirerisk adverse.

10. At the end of this proess, irrespective of whether started with bond-IOUsbeing issued opurchasing via QE, the
government and its central bank has more debt on its balance sheet, which it luatethe increased tax revenues
will help pay down over timeHowever,the increasetax revenues isiot guaranteed and theffere other strateges
are often employed to reducéhe overall publidebt.

While there are potential weaknesses apbbableerrors in the previousummation it hopefully provides some insight as to
why so many natiofstate increase their debt in an attempt to stimulate growth the economy. However, as suggested
throughout the various steps outlined, injecting currency into a deflated or stagnating ecocanmptguarantee recovery, if
the private banks are not prepared to issloans to the wider economy, e.g. entrepreneursdaindustry, if perceive to be
high-risk in comparison to loangnderpinned by equity, e.g. the propertyortgage market. In this case, the injection of
currency into the economynay only cause asset prices rise, andprices to ise in general, such thahe wider economy
remains in recession and fails to produce the increlasex revenuegequiredto offset the increase in government debis
such, we will now turn our attention to the problem of debt and the mechanisms that might be used to manage it.

Note: Many economistappear to argue that QE is not just printing money, presumably erb#sis that the balance

sheet ismatched in terms of liabilities, i.eurrencyprinted, against assets, e.g. bonds bought. However, government
bonds are only an IOWy another name, which the government print@ast like fiat currency. If sat would seem that

the only wayall the currency injected into the economy could be restore the balance sheet would be by both the
central and private banks selling backthkir assets in the form dfonds 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, whictsiover twice the amourof the UK tax revenue. Of courségettax revenue is already eaarked

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 iskékhbod that any government that has resorted to QE
actuallypaying off the liability on its balance sheet?
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1.2.2 DebtDynamics

While Hstory may suggesthat the current levels of public debt is noecessarily a new problenthe current scale opublic
andprivate debt is very high by almost any coemigon Therefore we possibly need tbighlightthe distinction between public

and private debt. Public debt is caused when government spending exceeds its tax revenues, whichacoksieis that
accumulatesyearon-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 fanore private debt than public debt. However, while these two types of debtetinct in ownership,

they both invariably reflecthe underlying state of the economy.

Note: When an economy goes into recession, government tax revecaa fall and the dficit rise. In response,
governments may be forced to cut spending in the form of various austerity programs that ultimately affects the income
of many peopleespecially the poorest in socieRecessions also affect business and invedtewifidence, \Wwich can

cause arisk-adverse private banking sector to stop lending into other sectors of the economgftlaimost need a

cash injection to address the downturn in profits and rising prices. As a consequence, many businesses are forced to
downsize theiworkforceto cut costs whichnot onlymeans a loss of wages the economybut 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 oz above, we might realise a level of feedback dependency within an ecotloengynamics

of which makes it difficult tgoredict As a consequence, economists have many differpigions of what might work, but not
necessarily a clear strategyg to whatwill actuallywork. So while there may be some consensus that debt should be reduced
and the economy stimulatk towards growth, the approachiaken to achieve one of these goals may often appears
contradictoryto achieving the other. As such,might be worth reviewing some of thegeneralapproachesusedto tackle the
debt, while als stimulaing economic growth

1  Currency InjectionAs outlined in the previous discussionapfrrencydynamics governments often issue bds, or I0Us,
to return currency to the treasurywhichcanthen be spen by the government in anteempt to stimulate the economyn
the hopethat it will eventually generate an increase in tax revenues to offset the initial increase in public debteand th
interest paid on thidond debt. However, historguggests that this approachayonly have limited succes the context
of the 2008 financial crash.ikewise,the idea of quantitative easing (QE) has alserbattempted to stimulate the
economy bybuying back previously issued bandith 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 thathis apprach canalso see most of theurrency injection end up in the hands of private banks,
which in a time of a financial crigisly usesthis currency tdirst recovertheir own balance sheetswhile restrictingoans
to only those who can offesome form ofequity guaranteeagainstdefault. If so, the net result of this currency injection
may only help tae-inflate the property market rather than to stimulate growth in the wider economy.

1 Interest Rates: Lowering interest rates is another way governmentgwe traditionally attempted to stimulate the
economyand in-turn increasetax revenuein an attempt toreduce public debt. In principle, dw interest rates make it
eager for both individualsand businesses to borrow currenayhich we mighinitially assumewill be spent @ goods and
services which boosts the economy arfeklps to create employment and, in so doinigicrease taxevenuesand reduce
welfare benefits Of course, even at near zero rates of interest, loans may be difficult to get if the privatereamis risk
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adverse towards certain sectors of théder economy. Equally, many individuals and businesse®fiea veryreluctant
to take on more debt ira time of economic uncertainty, let alone a fblbw 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
gowernment is often face with the choice of increasing taxation to cover the defiafiutting spending through various
austerity programs. N#her approach ipopular with the voting public, which leaves the government having to nsake
political @mpromise which may fall short of meconomicsolution. In a time of recession, the poorest sections of society
are often the worst affected, especialliyresulting in increasednemployment As such, the government is often forced
into increase welfare benefitsand tax relief for an increasingly large section of society,the unemployedwhich only
cause the deficit to rise On the other hand, whilexcreasingaxation ofthe rich and powerfumay appear to be another
way to balance the boak it is invarialy resisted by influentiapressuregroups that have their own political and/or
financial agendawhile, austeritymight appear to result in an immediate ciut governmentspending,it can alsaresult in
unwelcomel downward pressures on the econonag a wiole, while taxing the rich often risk¢he threat of businesses
being maed offshore which could increaséhe debtto-GDPratio in the longer term In the end,most governmerg
invariably seek some form @blitical compromise betweeimmediate austerity and longer termaxation reforms, which
while possiblyhelping to reducethe deficit, it would not guarantee to eliminati. In this respectdebt isoften considered

to be a longterm economic problem that has to be balancaghinstthe short-term political imperativeof re-election.

Debt Default: History suggests thatlowing alevelof both public and privatelebt defaulthas been a relatiig successful
strategy in order to reduced the overaébt in an economy, sudhat it might be restructured towards growtlidowever,
while history might support this idea, especially when considetting overall stability of societyit is invariably resisted by
powerful banking intrests that would have to writedown these loans @ losses on their balance sheet. However, we
possibly need to consider the implicatiod debt default in two ways, i.egovernment defaull and debt jubilee for
individuals

0 As an extreme fornof government defaultjt might simply refuse to pay itdebts to its creditors However, this
approach would invariably lead to the government being blgtied from any further international credit plus risk a
threat of severe economic sanctions and seizurelbits overseas assets by way of compensatios.sAch, this is
probably not a sensible approach to achieve debt relizfwever, while most bank creditomay well resisanyidea
of debt default, it is posbie that some form of bilaterally agreetebt write-down might bea 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 fessilted in a level of debt repayments requiring a
severeausterity progranto be imposed on theeneral Greek populatiohy the European Central Bank, apparently
due to the insistence of the German government. However, some have argued that the German econatsp has
been abeneficiary of this situation because its export pricesenbeenkept artificially low as a result of the weaken
exchangerate of the Euro If so, this gairtould beused to compensate Germareditors and allow gartial write
down d some of the Greek debt burden.

o0 The idea of a debt jubilee has a long histomhere individuals whdad beenreduced toslavery 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 asarebate that is given to the einé adult
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population, but with the caveat that thosia debt must use the tax rebate to pay down their debts, while the rest
might use the windfall to stimulate all secti®af the economy.

While the ideas outlined un8 N9 SWB (i  Rn8ghtl-sekein iotbe possible options to reduce overall debt, especially given the
apparent failure of all the otheapproachesutlined, it would seem that the powdéul interests of internationabank creditors
have generallpverruledsuchideas being seriously considered by governments. As a resbit,rdductionessentiallyremains

an unsolved mblems while banks continue to prioritise the paymentioferest on the highlevel of debt in theglobal
economy.Against this backdrop, economistppear toonly ague back and forthabout the interpretative results of essgally
academic models, which &l probability are based offawed dataand wrong assumption#\s such, the debt probleris not
really bengaddressed, but rather maintain to underwrite the profitsggwerful financial institutios, irrespective of thavider
consequences to sociegs a wholeln this contextthe note belowpossibly reflects the ethos, i.e. lack of morality, within the
globaleconomy especially towardpoor developing natiosstates although it is probably safe to assume that this indifference
extends to the poor majoritwvithin any nationstate, irrespective of definition of developed or developing

Note: Many developing emtries have very large debts, and the amount they owe has continued to grovoiygesr.

As a consequence, paying off debt has become a serious problem for these countries and aratdmagiship for

their people. Byvay of an example, some regiookAfrica are paying more than 5 times the amount in debt repayment

than they spend on health care and education combi@dccourse, in some quarters this foreign debt might simply be
RSAONAOGSR a Iy WSEOAGAY3 ySg Ay@dSaldvySyid 2LILRNIdzyAGe&Qo

Irrespective & whether we discuss debt in terms dhe public orprivate et Change in US Income Distribution

debt, it has become the lifdlood of a myriad of financial ingtitions that _:ih:;ﬂtﬁf

appear to viewthe world in terms of theirown selfinterests. However, ta :gif:;:zuufinnx /\ ZL
this point, the scale of delih questionhas not really been quantifiedsuch = | —tovestaintie

that it might be useful to introduced some figures that may help reflect the \/

state of the US economy.e. supposedly the riglst nation-state on planet
Earth. In this contexiGDPis oftenseen aghe most widely usedneasure of

the health ofan economy, wherethe USGDP is estimattto be $18,000
billion. However, even ignoring the debate of GDP versus GNP, maﬁy
economistshelievethat GDP is #lawed measurebecause it does nateflect

the economicstate of societyas a whole. For example, it is possible for GDP”
to grow, whilethe averageincomefalls, such thatpoverty can beincreasing,
which might only berealisedwhen reviewing thegrowing wealth gap between the top and bottom secsaf society as

shown above In addition, it might also beargued that GDRloes not measurenvironmentaldeterioration, which might
guestion the sustainabilityof GDPgrowth into the future Cther measures of a healthy society migatso include life
expectancy across all sect®af society along with infant mortalitgnd malnutrition rates, none of whichre inferred by GDP

So aspite these concerns, waight compare US tax revenues, e.g. $4,700 billion, and expenditure, e.g. $5,252 billion, as a
percentage of GDP, e.g. ~26% artQ% respectively. From these figsrge might realise that US government is running a
deficit of $552 billion, i.e~3% per yearwhich continues to grow the US pubtiebt towards $20,000 billion or 111% of GDP,
while the US private delitasincrease towards $35,000 billion or 19586 GDP. However, it mighie saidthat comparing the

public debt to tax revenue wouldrovide a better indicator of the size of this debt, i.425% of taxevenue. Of coursexe

1979 1983 1987 1991 1995 1999 2003 2007
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might immediatelysee whymost governments dmot want to use sucla comparison, especilglif GDP does not accurately
measure even domestic growthsee note below.

Note: Some 80% of bank loans in the Engljsaking world are associated with property mortgages, where laass
drawn against stock@nd bonds already issuethis situationis reflected in the level of debt tracking GDP growxbr
the last ® years or sdf so, this mightmply that the real economy of production has fliated over all this timedespite
the huge advantages techragly developments should have made to overall productivity.

1.2.3  CyclicDynamics

In many ways,lte dynamics of an econoniya reflection of he volume and value cdll underlyingtransactions, whiclis often
W & d@xvb® quantified h terms of eitherthe GDP or GNP of a natistate, although the accuracgnd makeup of such
measures might be questioneltirespective othe measureijt is obvious to almst everybody that the economy can babject
to goodtimesand bad time, which we might initially chacterise in terms of #6 2 2 Y | gydRe. 6 dza G Q

{2 6KIFIG RSTAySa || wo622Y FyR o0dzaidQ O&0f SK

We might startoy simply describing this cycle ageriod of economic expansiofollowed by a period ofontraction whichcan
then repeatitself, but not necessarily in the same way or for the same readousng theldoom phas@the econany grows
and employment risesleadng to an increasein governmenttax revenue, while invegors see higkr returns on their
investments.The subsequentBust phas€usually reverses all thegmsitivetrends, although astute fiancial institutions can
make profitswithin both phases. These cycles can extend into years depending on the seegrithe US depression of the
MdonQa 2 NihaicklSrisidf 2808.'While thdinancialauthorities often cite the need for lessons to be learnt, there is
often an underlying assumptiothat these cyclesimply reflect aninherent instability within most apitalist econones
Howeve, such cycle are onlyan effect and we have to look more closely at ourselves for the cause, which can invariably be
traced back to the deinterest of individuals,i.e. human greed.From a historical perspective of the t?(Eentury, the US
economyhas experienced 2 boombust cycls since the midl940s with understandable repercussions the rest of the
global economy given its position as a preferred or reserved currency.

So wy is it so difficult to manage steady economic growth?

Well, in many ways, we have edidy partiallyaddressecthis question in the previous discussioofscurrency dynamicand
debt dynamicsalthough we possibly need to look a little closer at the details. In the holtese, we might simply assume that
the balance sheets of banks and other finmhistitutions have morassetghan labilities, such that they have the confidence
to lend into the wider ecoomy at interest rates that doot deter borrowers. Likewise, thin this boom phase, employment
increasesalong with wageswhichin-turn increaseggovernmenttax revenues and reduce the burden of the welfare system.
Of course, there is a human tendency to thitilat the W3 2 2 R will &iMByadtinue and therefore many over-reach
themselves in terms of investmesdnd loan rsks, which they cannot afford shoultarket confidence statio evaporate.

So vhat causes doss of confidence in the markets?

While human natte probably has a part to plag answering ths questionthis loss ofconfidenceis often initially triggeredy
those who know what to look for in terms ahsupportablenflation, be it currencystock and sharesr property-house prices.
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History also suggestbat some markes areundermined byfraudulent practice, as in the case of the gutime assessment of
the US housingnarket However, irespective of the causénstitutional investos are invariablymuchbetter positiored to see
thesetell-tale signdong before most private investorslthough as the 2008 crisis higifited, nobody is necessarily immune
from the financial fallout. Of course, any loss of confidence quaoklyspread, especially if thimitial rumoursturn out to be
true, whichcan thenlead to wholesale panic, i.¢he bustphase startsOnce started, credit can quickly become more difficult
to obtain, which is then compounded as bodmme borrowers find it increasingly difficult to malad their loanrepayments.
The subsequent sloiown in credit thenaffects the consurer sector and all businessdependent orthe flow of currency in

the market, such that may businesses arforcedto cut costs, which further reduces economic spending and may ultimately
lead to job lossesThis downwardspiralof the economy reducegovernment tax revenues at the very time that social benefit
costs are increasindue tounemployment

Note: Monetary policy involves changing the interest rate and influencing the money supply. Fiscal policy involves the
government changing tax rates andvels of government spending to influence aggregate demand in the economy.
However, recent history suggests that such strategies now onlydnbméted abilityto stimulate a stagnat economy

when interest rates are already near zero and both publid private debt is high, especiallyah initial recession
develops into donger term depression.

However, tlese cycles dboom and bustlo not happen in isolation of other dynamics within the economy, such that we might

want to try to represensome ofthese other factorsn a series of simple modelAt one level, it has been said that an economy

is the sum total of all transactierthat take place between both individuals and business&fthin the simplicity of the

following model, we might represerthese individuals orbusinessesnumberedr & ™M 9 H I indKR OKY & 8 SRS N
finance theirW a LJS y WolvglUe,in a stagma economy we might recognise that both income and spending would broadly
remain unchanged, if amortised over the eateconany, such thag @ S NINR tavbdQ@lso remain stagm .

Income

Growth Income‘

A AT

Spending . Spending

P

Productivity i iy
Productivity Productivity

Time

However, vithin the simplicity of the first model above, theis an assumption ahcrementing growththat is proportional to
WroductiviQ = ¢ K A O K incBe@isEsIrdame @nd the ability to spend mdret us assume that each busingseduces an
WutputQusing arhputdf labour and capital, where the idea of capital covers matedald machinery, theproductivity is the
ratio of theoutput volume tothe input volumein somegivenunit of time.

Note: By way of an examplestlus assume two firms 1 and 2 make the same product. Fproduces 6 units of output
in one year requiring 2 units of labour and 8 units of capital, where 5 units of thisldapit is associated with raw
materials, such that its productivity is calculated to b&&8+5)=0.6. In contrast, firm@oduces 10 units of output in
one year requiring 2 units of labour and 13 units of capital, where 10 units of this capital éatssovith materials,
such that its productivity is calculated to be 10/(2+3+10)=0.667.
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In this example, firn® is deemed to be more productiveecause its output to input ratio is higher. Wever, we might note
that firm-1 produces its output using comgrably less material, such that we might consider this firm to be more efficient, at
least, in the material capital used. Thereforge might speculate that firsd might be able to sell its product at a cheaper price,
such that over time it gas more maket share over fir2. In this context, we might realise that productivityasomewhat
historic measure of what happed in the past, not what might happen in the futuri,firm-A eventually puts firr2 out of
business on product pricing. Howeveiventhat 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 withiiostate, which
measures the amount of goods and services predulsy one hour of labour, such that labour productivity might be defined in
i SN a NSSHSDhEEr&luckd by one hour of labour.

Note: Again, onlyby way of an example, let us assume the real GDP of an economy is $10 trillion and taddotais
edimated 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 lalwur productivity would increase to $57 per labour hour. This would reflect an economic growth in labour
productivity 0f57-33/33=72%.

However, if we return to the previous rdel, we might realised that aripcrease in the productivitywould effectivelyincrease

the ability to spend moreThis increase in spending then bewes an increase in income tther businesssin the economic

chainl 26 SOSNE KAt S LINR RdzO( redh (BNRG (yK Za dxiglidrabionGOEM/ScHOdRiRed by2T, W
debt, as suggested by the chart below for the US economy, we might have to question the real state of growth.
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In the context of the simple model being expldreve mightinitially assume that firms 1 and &re small businessesvhich
produce aphysicalproductthat has a market value that contributes to the overall GDP of a natiate. However, vhat is not
clear in this model is whether firms 1 and 2 actually made a profit or loss in the prdéasexample, if we were to assume an
economy comprising of 1000 businesghat producegroducts havingn outputvalue of 10,000, but where each neda loss,
then the GDP figure would simply represent a backward lookiaiisst without any inferenceo the potential factthat most

of these businesss would probably have to cease tradimgthe future, i.e. there ishe suggestion that GDP would soon crash.
Today, the GDP of most natistates include the output WalueQ O 2 y dibMAsdirtziciél sector, whicmay accounfor up

to 10% of the GDP totah some casesHowever, some question the output value ofteank loan, whichincludes the new
currency created by interests its seems to be too far removed from a tangible productsueh, some economists have
ddz33SaGSRupit® I #F GKBS WFAY L yOS &S00 2 NJGaNG 2ydaf TRS Noufel fjaVleSsioaiun S R A
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value of an actual product. Within thiebate some havesven gone as far as to argtieat the majority of the finance sector
NB LINS @nfrgticis SW  larid 2hdedfd@eW dzy S | NI/ Sd% pek tfiedalomB@quote:

National accouneconomists of the ﬂ)century could not see anything but paradox in the notion that such a prosperous
industry as banking, with such selfident utility, could do agthing but detract from national output or addonly
marginal value to it.

If we were to take such an argument at faealue, it might then further question the accuracy of GDP growth assumed by most
economies, if inflated by debt interest. On the basighe$ argument, it would not be gains in productivity that were driving
GDP growth but the accumulation of didband private debt, as well as interest, as possidiiected in the following chart.

hYZ AT WNBIf Q LINEd&azayh@helsémightive gxglain GRNGradihy 3 (1 K S

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 ourdwoeptual firms 1 and 2 have their spending
increased by credit in the boom phase, while income is reduced by debt in the bust phask the chart left assumes causes

a cyclic effect on growth.

We will qualify the growth cycle shown above as essdipta shortterm cycle when viewedt the levelof small businesses and
individuals because i$ often selfregulated by how much they are allowed to borrow plus how much they can afford to borrow
without overreaching themselves.
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