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"The Economy, Stupid"
1
Presidential elections often involve debates about the economy – what ails it and how to fix it. Increasingly it seems to me that candidates exist in parallel universes in terms of economics. Each side bases its analysis and policy proposals on a set of certainties which seem hopelessly contradictory to the certainties of the other. Campaigns do not really permit candidates to explain the assumptions behind their economic proposals. Speeches tend to be peppered with buzzwords or references that will enable the “average American voter” to connect the proposals to some personal experience that shapes his or her ideas about “the economy.”

Economics was the only course in my undergraduate education that I did not love, and I sampled a wide variety of courses. I did find a course in Marxism genuinely exciting, but it was a philosophy course about the nature of man and society that did not come anywhere near government publications about gross national product or inflation. Only later in life as I struggled to keep my head above water financially did it occur to me that I may have missed out on learning about how the world actually works. Knowing what it takes to get ahead in the world is, of course, very different from understanding why society works the way it does or whether it might be possible for it to work better. I may have resigned myself to my fairly limited ability to “get ahead,” but I continue to ruminate on what is wrong with the way society works and whether it could be improved. 

This book is the result of two things: a growing concern about the political divide in this country and the 2007-2008 financial crisis. My initial efforts to understand what really separates liberals and conservatives led me to embark on a sustained analysis of the thought of Thomas Sowell,2 a conservative whose policy recommendations I found repugnant but whose books included attempts to explain the differences in “vision” or “ideology” at the root of all political debate. I wanted to find the most fundamental point where I parted company with him. My conclusion was that it lay somewhere in his conception of the relationship between individuals and society. Since Sowell is an economist, it is no surprise that his thought is built on the idea of the “market” as the glue which holds society together.

After the financial crisis as political debate became more and more unhinged, I became increasingly convinced that the root of most of the anger was economic insecurity. The reading I did in my efforts to understand the 2007-2008 financial crisis included How Markets Fail by John Cassidy and The Big Short by Michael Lewis. Cassidy’s book seemed to confirm my skepticism about free market theory and to suggest that the best solution that could be hoped for was more vigilant regulation of financial markets. 

Cassidy makes a distinction between “utopian economics” and “reality-based economics” where utopian economic theory is based on the idea that a market is a self-regulating system that tends towards equilibrium. Cassidy does not hesitate to call it an ideology which attempts to impose a system onto the messy realities of business and finance and which derives policy recommendations from models rather than empirical study of the real world. Reality-based economics is of course much less coherent because it is based on all kinds of phenomena studied from a variety of angles. 

Cassidy’s interpretation of the development of economic theory since Adam Smith is very persuasive, and one wants to hope that policy recommendations based on truly scientific analysis of real-world data can push us towards a more stable (and just?) economy. Nonetheless I think there is another dimension in the approach to economics that needs to be considered. I am all for vigilant regulation and incremental reform, but it needs to be guided by a vision of where we want to go. Real world data can tell us how the current system works. It may even reveal that the current system is inherently unstable. It cannot show us how it could be improved or even what “improvement” would be. The problem is that economics is dealing with social institutions and conventions. It is not a matter of physical or natural laws but of human choices. The way we live together is a political choice in the most fundamental sense. 

The Big Short, of course, captured the absurdity of the events that precipitated the crisis, and, as much as I was repulsed in the abstract by the idea that anyone could profit from a catastrophe of this magnitude, I found myself rooting for the oddball characters who saw the writing on the wall despite the obstinate blindness of the rest of the financial community. I also read a paper Ben Bernanke wrote in response to the recommendations of "The Squam Lake Report."3 I was encouraged by the idea that respected academic economists had specific suggestions for fixing problems with the system, even if I failed to see everyone rushing to implement the reforms they suggested. 

Still there was something surreal about the whole context of these discussions. When I was reading The Big Short, I sent an email to my brother, who had given me the book, in which I said, “I do have one question. I can't figure out the concept of credit default swaps. The descriptions of it as insurance against default on a loan make sense except I have the impression people are buying insurance against loans in which they have no ownership stake at all. It strikes me as betting pure and simple, and I don't get why it has to be legal. This is probably the third time I've read an explanation of credit default swaps and I'm still not getting it.” 

The economists at Squam Lake, of course, had addressed this very question: 

Although credit default swaps can be used as insurance against a default, the buyer of protection is not required to own the named borrower’s debt or to be otherwise exposed to the borrower’s default. Both buyers and sellers may use credit default swaps to speculate on a firm’s prospects. Some have suggested that investors should not be allowed to purchase CDS protection unless they are hedging exposure to the named borrower. This argument is flawed. Buying and selling credit default swaps without the underlying bond is like buying and selling equity or index options without the underlying security. The advantages of these activities are well understood. Eliminating this form of speculation would make CDS markets less liquid, increasing the cost of trading and making CDS rate quotes a less reliable source of information about the prospects of named borrowers.4 

Since the advantages of buying and selling equity or index options were not well understood by me, I was disqualified from mounting a rebuttal to this argument. I did know the advantages of making quick money with options (as well as the disadvantages of losing money with the same), and I had heard an argument that derivatives help reduce market volatility; but I could not escape the feeling that there was something screwy with a system in which I can borrow money to sell something I do not own (i.e. a “put on margin”). 

A few months after I read The Big Short, I stumbled onto a translation of a book by two Italian academics, Massimo Amato and Luca Fantacci. It is called The End of Finance, and it was almost as much of an eye-opener for me as The Big Short. Needless to say it is an entirely different kind of book, but it seemed to me to offer a persuasive analysis of the real roots of the financial crisis and to suggest practical long-term solutions. You can still see my review of the book on Amazon, and I was surprised that virtually no one else in the U.S. seemed to pick up on the book. I never saw a review of it in a magazine or paper, although I gather it got a bit more attention in the U.K. I gave it to my brother, who had a career at the United Nations Industrial Development Organization and has taught economics. He found the philosophical style of it difficult reading and the proposals unconvincing. I tried to suggest it to a couple of friends, but they seemed too skeptical of my summary of the argument in the book to give it much thought. 

Part of the reason I embarked on this attempt to explore my own “common sense” understanding of economics was that I hoped to present the ideas from The End of Finance in a way that is more accessible. The middle portion of that book is a history of finance since the Middle Ages, and I am not going to try to repeat that. Anyone trying to read the book should really stick with it until it gets to the historical survey. Even if one finds the attempt to analyze finance and credit “phenomenologically” off-putting, the description of the watershed moments in the history of finance is fascinating. The net effect of this history is the sense that there is nothing inevitable about the way finance currently works. It is a result of very specific decisions made in the past for a variety of reasons, and it can be altered. 

The conclusions of their analysis of finance can be summed up in some seemingly radical statements about money, credit and financial markets. Amato and Fantacci argue that the ultimate cause of the last financial crisis is the confused notion that money is a commodity. They insist that a market economy can exist without financial markets or even interest-bearing loans. They are fully aware of the social, political and intellectual obstacles to implementing such an economy, and they do not have a fully developed plan for how to achieve it, but they do seem to think steps can be taken towards it. What is needed above all is an understanding of the goal. In their introduction to Saving the Market from Capitalism they summarize in no uncertain terms their perspective:

To begin with, we have to distinguish between markets for actual goods and services, which should be as free, integrated and extensive as possible, and financial markets, which shouldn’t even exist...Market economy and capitalism are not synonymous. Actually, they are incompatible. Capitalism is a market economy with one market too many: the money and credit market...

Above all, however, and at a more basic level, even people who don’t invest in stocks and bonds, and possibly protest against the excessive power of Wall Street, are still hardly likely to call into question the underlying principle of the financial markets – the dogma of liquidity. This consists in the apparently natural idea that cash (liquidity, in other words) is the safest form of saving and, consequently, one will part with it only for an investment that is equally liquid or that yields sufficient interest to compensate for the lack of liquidity. ...

But there is still more to it. Independently of the financial markets, the idea that money is wealth and that the mere holding of it merits a reward is the root of an endemic evil that is both social and human. Call it as you will. Until a couple of centuries ago, it was called usury. Then the classical economists called it rent, and criticized it harshly. Today it’s called rate of interest. In any case it is income obtained without working or running entrepreneurial risks and is thus quite distinct from both the worker’s wage and the entrepreneur’s profit.

Now it may seem trite to point it out, but in times like these we’d better try to be basic: if somewhere someone is making money without working, somewhere else someone is working without making money. 

Much of their argument is based on their analysis of “liquidity.” The full implications of this analysis are by no means immediately obvious or intuitive, but it is clear that one factor in the 2007-2008 financial crisis was the way in which credit dried up, and they see this as a “liquidity trap” caused by a misconception of finance at the root of the system. They try to get at this misconception partially by their dissection of what is really involved in “credit.” There was a long and winding road from my muddled common sense understanding of credit to the point where I was able see that the very existence of financial markets is the heart of the problem. To begin we must start with the idea of money.
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Money
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A feast is made for laughter, and wine maketh merry; but money answereth all things.
5
Money doesn't grow on trees, but it is supposed to grow if it is put in the right place. Most people probably see no contradiction in these two ideas. 

Everyone understands money. It's what makes the world go round. It is also, of course, the root of all evil. No one needs to understand modern monetary theory much less psychoanalytical or anthropological theories about money to pay his or her bills. While I am intrigued by the connection psychoanalysis sees between money and excrement, it has never seemed particularly relevant to my attempts to manage my finances. Like most people I understand money well enough to know I never have "enough." 

There was a moment, however, when I felt my understanding of money changed as I was struggling to make ends meet. It struck me that money was really a kind of scorecard tracking my activities. Some things I did enabled me to win points; others involved losing them. Perhaps what triggered the thought was the realization that many of the things I most wanted to do seemed to have no effect on my “score” whatsoever. I could not pin down how my perception of money had changed, but something felt different. In retrospect I think what shifted was that I no longer thought of money as a tangible object. The coins and bills that had always been "money" in my imagination were replaced by a completely abstract accounting system. Somehow to me there seemed to be a difference between possessing something physical and simply having a credit balance on some set of books. It seems trivial, but I think it was a genuine intuition into something about money that has significant implications.

The most common definition of money is a functional one: money is what serves as a medium of exchange, a store of value, and a unit of account. Unit of account refers to the numerical metric used to assign values or prices to things and services. A medium of exchange may be physical coins and currency, or it may be entries in a bookkeeping system reflecting economic transactions. Being a store of value simply means that money may be held for a period of time without losing its value. It can be accumulated and used for future purchases. This seems innocuous and general enough to be devoid of controversy, but in fact it all depends on how it is interpreted. There are some who have said that the last financial crisis ultimately had its roots in the mistaken idea that money should be a store of value or a commodity whose price is set by a market. There are others, however, who start with this definition and proceed to demonstrate that the problem is rooted in the abandonment of the gold standard.

Alan Greenspan wrote a short essay in 1966 entitled “Gold and Economic Freedom.” Most people might assume that an essay on gold and freedom would simply point out that the more money you have, the freer you are to do whatever you want, but this was not at all Greenspan’s point. He claimed that only a society in which money is tied to a precious metal can hope to enjoy basic freedoms, or at least what he called “economic freedom.” 

It is mainly the notion of a medium of exchange that tempts us to think of money as a thing. While “store of value” may conjure up an image of Scrooge McDuck’s money bin, most of us are perfectly comfortable with the idea that we do not physically possess the money we “have.” A large figure on a bank statement is sufficient. Certainly “unit of account” does not imply anything physical. The dollar in this sense is like the inch. An inch can be represented by something physical like a ruler, but it is itself an abstract concept serving as a unit of measurement. It is not made of plastic or metal. 

In an exchange, however, one feels that “things” are involved. I give you something (money) and you give me something (a car). To some extent the idea of “exchange” assumes things are involved, but we all know that physical money is involved in very few of our larger purchases, and “exchange” also covers payment for services where what is purchased is not an “object.”

So what exactly is a “medium of exchange?” Money facilitates the exchange of goods. You want a car, and I want a boat. I can sell you a car; you give me money; I buy a boat from someone else (who does not need a car). Money enables us to keep track of the relative value we assign to things and to establish equivalences between the features and condition of a car and those of a boat.

Money as a "medium of exchange" is an abstract and completely rational concept. Nonetheless we all know that people are completely irrational when it comes to money. I grew up in a culture in which money was not really a polite topic of conversation. There was something "crass" about it, and even the concept of "commerce" still carried a very faint odor of disdain, as though one really ought to be able to live without having to buy and sell things. The idea that everything (and everyone) has its price was vaguely repugnant since things and people should be valued in ways that cannot be expressed numerically. 

Note that there is nothing inherent in the idea of money as a medium of exchange that implies that money itself should be a commodity with a price. Years ago when someone told me he earned his living in money markets, I asked half-facetiously if that meant he bought and sold money. To me the idea of buying and selling money was circular to the point of absurdity, but clearly this was hardly the case with my acquaintance, who made a much better living than I by doing precisely that.

How can money be a commodity that is bought and sold (using money)? If I give you a five for five ones, that is hardly an economic transaction. The main reason “medium of exchange” seems to be associated with a commodity is because it is generally explained with the classical narrative about how money emerged from barter. If you base economics on a myth that starts with autonomous self-interested individuals trading, you end up with money as one commodity that is a convenient “medium of exchange.” This is the basic assumption of what is probably the most popular analysis of money, The Theory of Money and Credit by Ludwig von Mises.

Mises starts with what seems to be an anthropological account of the origin of money using the concept of an economy based on barter between individuals. His crucial first step is to assume that money arose from the choice of some commodity among all those being traded that was sufficiently durable and universally valued to be held and exchanged later for other commodities. He then suggests that precious metals and jewels were logical candidates and that precious metals had the advantage of being homogenous and easily divisible. While there may have originally been several different commodities that functioned as intermediates in exchange, it is logical to assume that the convenience of having a single commodity serving this function led to the choice of the one best suited for this purpose, i.e. precious metal.

The second step in his argument builds on the notion that whatever is used as money has intrinsic worth. Even when gold coins were standardized and stamped with an indication of their value, the acid test was the weight and purity of the metal. Given this definition of money it follows that any attempt to substitute something else without intrinsic value for use as a medium of exchange is cheating in some way. The theory does allow for bank notes that are readily convertible to the specified amount of gold or silver, but if paper money proliferates in a way that it is no longer fully convertible, it has ceased to function properly as money, and it has lost value.

The principal underlying assumption in the argument is that the use of money emerges spontaneously from the development of trading. It is a convenience discovered and used by the individual traders, which gradually settles into a custom or convention. Note that neither a state nor any other kind of communal authority is required for its introduction. The implication seems to be that trading between individuals can arise without any degree of social organization. The first role that the state plays seems to be in the standardization of coinage. This again appears to be a matter of convenience, and there seems on the surface to be no necessity for the state to assume the role of the sole minter of legitimate coins. Any reputable firm could mint coins that contained the proper amount of gold and would be widely accepted. 

When money is defined as a commodity with intrinsic worth which has been spontaneously adopted by traders in a market as a medium of exchange, the state appears to be just one agent participating in the market like any other merchant or consumer. If the state assumes sole responsibility for minting coins, it is put into a position of being able to exert an influence on the economy much greater than that of any other single participant. From Mises’s perspective this is clearly a danger. The state already has the ability to siphon off money from the economy through enforced taxation, and it may have a disproportionate influence on the economy simply because of the amount of resources or money at its disposal. If it uses its monopoly on coinage to debase the currency, i.e. to issue coins that are actually worth less than their face value, it is essentially confiscating money from all the other participants in the market.

It is easy to see why this story about money is part of a libertarian worldview in which the state is a threat to the individual. It starts with individuals freely trading with each other to their mutual benefit and ends with an image of the state intervening in the “market” in ways that rob individuals in order to increase the power of the state. It is still widely accepted as a “common sense” explanation of money even though the gold standard has long since been abandoned. The result, of course, is that what functions as money in our society is not “really” money. It is a substitute for money that has been pawned off on an unsuspecting public.

The formulation of this theory kicks up a swarm of issues that beg to be explored. The first is the idea that an explanation of the nature of money begins with an historical account of how money originated. If the account is meant to be literal, it must incorporate genuine anthropological data. Even a cursory survey of 20th century anthropology reveals that what we think of as money emerged from objects endowed with ritualistic or even magical value in association with gift-giving customs that provided the initial forms of social solidarity. Seemingly useless objects like shells, animal teeth, or feathers were displayed and given away or even destroyed as signs of social prestige or power. The social bond was essentially one of debt or obligation – either a shared debt to ancestors or a reciprocal debt to contemporaries. In other words primitive societies do not consist of self-interested individuals trading commodities in a mutually beneficial way.

To explore the historical or anthropological origins of money one must first have some kind of definition of money, and given the threefold functional definition of money it can be argued that truly primitive societies simply did not have money. What they had were objects that functioned as a kind of store of value but not as a medium of exchange or unit of account. The value they stored was not an exchange value or a use value but a value in terms of social prestige or standing. The question then becomes how trading evolved and how these ritualistic objects came to play a role in trade. This is a very different and much more complex process than the selection of one commodity from among those traded to be an intermediate medium of exchange.

Does economic theory really depend on anthropology for its understanding of money? Anthropology can often shed revealing light on contemporary cultural practices. Things that seem completely “normal” or “inevitable” may be revealed to be contingent upon a host of other things. “Normal” patterns of thought or behavior take on a completely different cast when they are seen as remnants of archaic magic or ritual. Nonetheless the functional definition of money is based on an analysis of contemporary transactions without reference to anthropology. 

The medium that facilitates economic transactions these days seems to be simply an accounting system for keeping track of transactions. One account is credited and another debited. A bookkeeping transaction is not a commodity – at least not on the surface. Only in the Wonderland of Finance can a bookkeeping entry become a tradable asset.

More likely the narrative used to describe the origin of money is not meant to be taken literally as anthropology, but is simply a convenient way of articulating the essential nature of money. It uses a narrative to lend credence to the idea that money must be essentially a commodity with intrinsic worth that is convenient to use as a medium of exchange even if the currency actually used is just pieces of paper referring to that commodity. The problem with this is that so many forms of primitive money seem to be useless objects. The oldest known form of money seems to be the cowrie shell. In fact the idea that “precious” metals are inherently valuable may involve a kind of circular reasoning or anachronistic projection of current convention.

Murray Rothbard states the classic case for the intrinsic value of gold or silver in terms of scarcity and aesthetic appeal in its refined form.

In all countries and all civilizations, two commodities have been dominant whenever they were available to compete as moneys with other commodities: gold and silver.

At first, gold and silver were highly prized only for their luster and ornamental value. They were always in great demand. Second, they were always relatively scarce, and hence valuable per unit of weight. And for that reason they were portable as well. They were also divisible, and could be sliced into thin segments without losing their pro rata value. Finally, silver or gold were blended with small amounts of alloy to harden them, and since they did not corrode, they would last almost forever.

Thus, because gold and silver are supremely “moneylike” commodities, they are selected by markets as money if they are available. Proponents of the gold standard do not suffer from a mysterious “gold fetish.” They simply recognize that gold has always been selected by the market as money throughout history.6

He seems to be basing his case on historical evidence, but some anthropology suggests that the importance of gold and silver is rooted in a symbolic relationship with the sun and the moon and even derives the ancient exchange ratio between the two from the ratio of solar and lunar periods. Valuing gold and silver because of they way they look does seem on some level to beg the question. Surely in a truly primitive barter objects that were useful for survival would be valued more than ornaments – unless one recognizes totemic use as necessary for survival in some sense.

As a kid in grammar school I was encouraged to think that it was a bit ridiculous of the Indians to sell Manhattan Island to the Dutch for $24 worth of beads and trinkets. Historical scholarship has revealed many aspects of this story to be completely fabricated and has even turned the tables a bit by revealing that the land purchased was actually inhabited by a different tribe from the one whom the Dutch initially paid for it. Although there is documentary evidence that the purchase was made with items worth 60 guilders, there is apparently no evidence the items consisted of "beads and trinkets." In the traditional story, however, the beads and trinkets were presented as virtually worthless. There was no suggestion that they may have represented something very different to the tribe accepting them, even though we were taught that Indians used “wampum” for money. There was also no indication that Native Americans did not believe it was possible to “own” land.

Another common argument in favor the gold standard is that tying the amount of money in circulation to some commodity like gold puts limits on the amount of money avaliable and thereby serves to prevent inflation. Inflation is diagnosed primarily in terms of the supply of money in relation to the supply of goods. Such an argument is really an argument about limiting the amount of money in circulation and does not require that the money be tied to a commodity much less a precious metal.

There is, of course, a countervailing theory of money as a creation of the state, which facilitates commerce by declaring some form of currency to be “legal tender” for all debts and taxes. Something is “money” because it is designated as such by some political authority. This is termed “fiat money.” While historical evidence may be cited to show that money as a unit of account for recording trading transactions may be at least as old as the use of gold or silver coins, this theory is not based on historical origins so much as functional analysis. The anthropological roots of money are less important than the functional analysis contained in a philosophical myth about the “creation” of money, although there are plenty of historical instances of governments declaring what is to be considered legal tender. The equation of money with gold or silver coins is a confusion based on outmoded conventions. “Fiat” paper money is every bit as “real” as gold coins.

I can remember as a kid wondering if there was really any difference between a dollar bill that was a "Silver Certificate" and one that was a "Federal Reserve Note" and wanting to go down to the bank to see how much silver I got in exchange for a one dollar silver certificate. A silver certificate said on it "This certifies that there is on deposit in the Treasury of the United States of America one dollar in silver payable to the bearer on demand." (I probably would have been given a silver dollar.) In its simplest form the gold standard requires that every paper dollar in circulation be backed by a fixed amount of gold on deposit with the government. The historical development of such a paper currency assumes that gold pieces of some sort were used for money and were purchased by the government using the new paper bills. The government could also purchase newly mined gold thereby increasing the amount of money in circulation. If gold is discovered in California, there may be a significant increase in the amount of money in circulation. (The enormous influx of gold and silver into Spain from their conquests in the New World may have been a major factor in the widespread inflation in Europe during the 15th and 16th centuries.) It seems strangely arbitrary to me that gold should be invested with this kind of significance. It is a "precious" metal which is mined from the earth and then buried again in government vaults in order to fix the "value" of the currency. The real debate about the gold standard seems to me to be a debate about the causes and cures of inflation rather than a debate about the “essence” of money.

The standard economics textbook summarizes the history of money in a way that implies that money evolved naturally from barter to commodity money to paper money to what it terms “bank money,” which is money as we know it today.7 Whether this means that money changed in some essential way is a matter of how you interpret evolutionary processes. The question is whether the logic derived from commodity money still applies to “bank money.” 

The difference between money as an object one possesses and money as an entry in a complex social accounting scheme becomes much clearer when you think about buying something on credit. Part of the reason that the classical concept of money as a commodity used as a medium of exchange has such a hold on our imagination or seems so self-evident by the standards of common sense is that we think of money as a “thing.” Once I start to think about money as “purchasing power,” it no longer seems to be a “thing” in quite the same way. Credit seems like something distinct from money because credit is clearly a relationship. Even if it is assigned a numerical value in a “credit limit,” it is still a relationship of trust. Both credit and money, however, are purchasing power. Perhaps we should say that credit and “cash” are two forms of money. In terms of my scorecard it is possible to say that the main difference between them is that cash is based on past actions while credit is based on future actions. Cash is purchasing power I have because of things I have already done; credit is purchasing power based on things I am promising to do.

My first understanding of credit was “buy now, pay later.” It meant that you could walk out of the store with something simply because you had given your word that you would pay for it when the bill arrived. This was expanded to include buying on time where the payment of the bill could be spread out over several months and made in “installments.” At some point it became obvious to me that the store might charge you more for the item on the installment plan than if you paid cash up front. Nonetheless the notion of credit still seemed to be primarily its root sense of belief or trust.

As anyone who has filled out a credit application knows, the ability to purchase something is partially a function of one's social status, character, or history rather than just how much money one has in the bank or under the mattress. If money represents the power to acquire things, then clearly money is not just the cash that one possesses. 

Excessive buying on credit, which used to be called living beyond your means, is often cited as one of the causes of the current economic mess. Everyone knows you can't go on forever running up debts. Sooner or later it will catch up with you, and ... What? You may have to declare bankruptcy in order to be forgiven for your debts without having to forgive your debtors. Does this tell us something about the nature of money?

The point here is simply that someone declaring bankruptcy probably got himself there by spending money he did not have. Credit means you can “spend” money you do not “have.” If you spend money you do not have, someone else has money that no one had before. Does buying on credit increase the amount of money in circulation? Almost. The department store where I have a charge account is willing to let me walk out with a shirt because I have agreed to pay for it in the future. The store can record the “sale,” but it does not actually have the money yet. However, if I draw on a credit line with a bank to pay a bill, the transaction does seem to “create” money. I pay the bill with money that exists only as a new entry in the bookkeeping for my account. Whomever I pay can use that money just as though I had paid them with cash I had stored under my mattress, and it continues to circulate through the economy. 

If I “pay off” my credit line, then the money created by it seems to evaporate. I use money that has circulated through the economy to me, and by erasing the balance on my account the bank is siphoning money out of the economy and thereby reducing the “supply” of money.

Ann Pettifor, an economist who predicted the financial crisis and is, among other things, a member of the British Labour Party’s Economic Advisory Committee, is fond of saying that money is created out of thin air by bank loans. In the introduction to her book, Just Money: How Society Can Break the Despotic Power of Finance, she says:

I hope to shed some light on what Keynes called capitalism’s “elastic production of money”, and to indicate how monetary reform can restore oversight of the finance sector to democratic institutions.

First, to challenge and nail the argument that ‘there is no money’ for society to address major threats, to fight poverty and to meet human needs. Money and monetary systems, I will argue, are social constructs, and can and must be managed, mobilised and deployed to serve the wider interests of society and the ecosystem. 

Second, I want to force into the open a subject that is taboo: the role of private, commercial banks in the creation of money ‘out of thin air’. For too long orthodox economists have misled politicians and others, and focussed only on central bank money creation. They have deliberately downplayed the role of the private sector: in credit creation or ‘printing’ money; in providing or denying finance to productive sectors; and in generating inflation.8

The problem with this metaphor is that “thin air” conjures up a magic trick in the way that money is “created.” To the borrower there is no magic involved in the fact that he is obligated to pay back the bank eventually. This is true whether the borrower uses the money to start a dry cleaning business or to pay emergency medical expenses. When he “spends” the money, it circulates through the economy just like money withdrawn by depositors. Bank loans temporarily increase the “supply” of money. 

If money is conceived in terms of purchasing power, the distinction between cash and credit begins to evaporate. The way in which I am endowed with purchasing power is obviously a “social construct.” We may like to think that hard work, resourcefulness, innovation, creativity or perseverance have value in and of themselves, but they only have monetary value because of the social context in which they take place. The rules by which it is possible to “earn a living” or “retire” are social customs or institutions. They are not natural laws of the physical universe. Ultimately rules of this sort are rooted in the morality or values of the community or society.

Economists are fond of thinking in terms of supply and demand. In mainstream economics money is essentially a commodity which has a price and is subject to the “laws” of supply and demand. The “price” of money is an interest rate and theoretically as interest rates increase the demand for money declines. If demand declines then eventually the supply should decline to find an equilibrium point with the demand.

One of the ways in which the Federal Reserve has attempted to prevent inflation is manipulating interest rates to control the supply of money. Monetary theory analyzes the supply of money in terms of different categories of money. Depending on a country’s banking system there may be as many as five different categories of money supply (M0, M1, M2, M3, M4), but the basic distinction is between money which is circulating (narrow money) and money which is being “saved” but readily available in liquid assets such as savings deposits, CDs, money market funds, etc. The amount of money circulating seems to correlate with inflation under certain conditions, but controlling inflation by attempting to control the amount of money in circulation has been an elusive goal.

The number of economic transactions taking place during any given time period is a function not only of the amount of money circulating, but also of how fast it circulates. Formulas in economics multiply the supply of money by its “velocity.” Affecting or even monitoring the velocity of money is apparently a complicated task. It is generally calculated indirectly by just dividing the gross national product by the supply of money. Part of the difficulty in combating inflation by controlling the “supply” of money is the it can be hard to distinguish between money that is circulating and money that is not. There used to be a clear distinction between checking accounts and savings accounts, but the introduction of interest-bearing checking accounts muddied that up. Whether money is being “saved” is just a matter of how long I wait to spend it, and not all money is circulating at the same “velocity.” Short term investing may also be a way of holding money until you need to spend it rather than saving for retirement. The supply of money is further complicated by the way in which bank loans “create” money.

In addition to bank loans there is another way in which credit can “create” money. One basic type of credit is the “terms” offered in the supply chains for businesses. Company A issues a purchase order to Company B and receives the goods with the understanding that they will pay for them within a certain amount of time. B trusts A to comply with the terms and may even have legal means to compel them to do so. If Company A is a start-up or is expanding, credit of this sort can be a powerful means to bootstrap the operation until sales revenue permit them to pay for their supplies. 

One particularly revealing extension of this type of credit is the “commercial credit clearing exchange” or “local exchange trading system.” Merchants in an area create a virtual local currency for doing business with each other by accepting payment in multilateral credit accounts. An interesting example is called Sardex. In 2008 when the ripple effect of the global financial crisis hit Italy, banks in Sardinia stopped making loans and local businesses began closing. A group of young Sardinians formed a bank of sorts using a local currency which existed only as bookkeeping entries for transactions between members of the exchange. The currency was not exchangeable with Euros and was meant to be complementary to it. The original members of the exchange all started with a zero balance and agreed to extend credit to others. When a transaction was recorded, the credit balance in an account could be used to settle debts with any member of the exchange. It took a while to get the ball rolling, but by 2105 the exchange had about 3,000 members, and it was expected that it would facilitate about 50 million Euros worth of transactions. Eventually they began charging annual membership fees and an initiation fee, but none of the loans involve interest. The effect was virtually to pull at least part of the local economy up by its own bootstraps. In his article about Sardex, Edward Posnett quotes one owner of a small business: 

The owner of a local store showed me her online Sardex account, indicating her balance and all the firms with whom she could potentially transact. She had sold lingerie to companies in the network, earning Sardex, which she then used to pay her accountant. “It’s ingenious,” she said. “It makes the money circulate here [and] doesn’t allow it to leave the island. It creates a connection.”9

This is by no means an oddball experiment. The idea of using a local currency to insulate an economy from global finance was first implemented in Switzerland in 1934 with the Swiss WIR, which is still being used by 45,000 members. There are some 300 local currencies or local exchange trading systems (LETS) all over the world, including many in the US.10

While there are various schools of monetary theory, the assumption underlying the concept of money in mainstream economics is that money itself is a commodity, some kind of “thing” which moves through the economy like particles of blood circulating in the body. We still seem to assume that all money is essentially tangible currency – coins and paper minted by the government. But purchasing power is not a tangible “thing.” You may want to say, “Yes, credit is a relationship, but it is a relationship involving money which is still somehow tangible – even if it is represented only by bookkeeping entries.” 

We need a different metaphor for the circulation of money – an electrical circuit, perhaps, although it has never been clear to me whether an electrical connection actually involves the movement of individual (“physical”) electrons through a length of wire or whether the “charge” consists of something else. A monetary transaction involves a transfer of power from one purchaser to another. Purchasing power is a kind of status in a society. It is a unique form of status in that it has a numerical value. 

Sociology is generally the discipline that describes ways we confer status in society, and Geoffrey Ingham, a sociologist at Cambridge, insists that the nature of money can only be properly understood as a social relation.

Obviously, money is socially produced in the sense that it does not occur naturally, and it also mediates and symbolizes social relations – for example, capital-wage labor. However, I wish to go further and argue that money itself is a social relation. By this I mean that "money" can only be sensibly seen as being constituted by social relations. I have already hinted that this claim is most obviously sustained in the case of credit-money as "promises" to pay; but I shall argue that all forms of money are social relations and consequently, for example, the conventional textbook distinction between "money" and "credit" is not merely anachronistic, but is based on a conceptual confusion.11

If money is essentially a bookkeeping entry recording social relationships, how does it become a commodity which can be bought and sold via a “financial market?” Credit is a promise to pay, an IOU. It is easy enough to see how IOUs can become “legal tender” for payment of debts. If I have a piece of paper that says someone will pay the bearer a certain amount of money, I can persuade someone else to accept that paper as payment for goods or services provided there is some legal framework for doing so. He will then receive the payment that I was originally owed. Note that the legal framework makes it possible for an IOU to be a document which specifies that the money is payable to the bearer rather than a specific person. It is the "pay to bearer" which makes an IOU into an something which can be sold. The need for this legal framework is an indication of the extent to which any economic system is based on social convention, cultural tradition or deliberate political choices.

Suppose the IOU has a due date some time in the future so that it cannot be redeemed immediately. If I need cash now, perhaps I can persuade you to buy it at a discount so that you pay me less than what you will be able to redeem it for on its due date. Now we have a “market” in which a price for the IOU can be negotiated. The debt that someone owes me becomes a marketable “instrument,” i.e. an asset or a commodity. Have I performed some kind of sleight of hand? Is there anything suspect about the way in which I have transformed a creditor-debtor relationship into a marketable asset? Are there unexpected consequences of this convenience? 

Suppose the loan in question is a mortgage and the bank is willing to cut the borrower some slack because the bank knows it can package the loan into some form of “security” and sell it to another investor. Perhaps the bank is primarily interested in pocketing the fees associated with originating the loan and wants to avoid any repercussions if the borrower is unable to make payments at some point down the road. Anyone vaguely familiar with the causes of the 2007 financial crisis will recognize the broad outlines of the sub-prime mortgage bubble. Aggressive lenders gave mortgages to people who really could not afford the house they were buying (unless the house’s value continued to skyrocket so they could continually re-finance until they could eventually afford it or sell it for a profit). The lenders then took their “fees,” sold the mortgage to some other bank or lender who then packaged a whole bunch of these “assets” and sold “bonds” or “securities” based on their value (with the help of the ratings agencies who were basically paid to declare these AAA-top-notch-super-safe investments). Similar deals continued to spread the risk far and wide until people began to default on their mortgages and housing prices declined. The devastating effect that this wheeling and dealing had on the global economy surely makes it worth taking a look at what is really driving the world of finance. 

It is said that paper money originated with goldsmiths who would provide individuals with safe storage for gold their gold and give them a receipt that was a piece of paper indicating that they were entitled to redeem a certain amount of gold. People realized that these “notes” themselves could be used to settle debts rather than having to redeem them first with the goldsmith. The notes began to circulate as “money.”

At some point the goldsmiths realized they could themselves pay for things with their own notes and that they could issue notes for more gold than they actually had on hand since it was unlikely that all their customers would need to redeem all their gold at once. I have no idea if this is historically accurate, but it is a nice myth to describe “fractional reserve banking” which developed after banks replaced goldsmiths as depositories for wealth. To understand what money is, it is necessary to understand how banks function.
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When I was a kid I had a piggy bank. Fortunately mine had a plug in the bottom that allowed me to make withdrawals without destroying the bank. For most people I think the primary association with the idea of a bank is that of a safe place to store accumulated money. I can remember how much in awe I was of the door to the vault at the bank where my mother had accounts and a safe deposit box. Any place with a door like that had to be safe from robbers. The image of Brink’s bullet-proof trucks carrying money to and from the bank also enhanced that image. By now I have seen enough movies about bank robbery to know that the real reason the depositors’ money is safe is because it is “insured.” I also know enough about the Depression to know this was not always the case. About 9,000 banks failed in the 1930s and in 1933 alone depositors lost something like $140 billion.

Most of us understand that banks don’t just put their depositors’ money in a vault. They use at least a portion of it to make loans. It is the proceeds from these loans which are supposed to finance the bank’s operations. When the Dust Bowl wiped out farmers in the 1930s, they defaulted on their bank loans to the point where there was not enough money left in many banks to cover withdrawals. If enough depositors withdrew their money, a bank itself went bankrupt. In the initial years of the Depression the dollar was still tied to gold, so neither the bank nor the government could “print” more money. The bank would have had to borrow money to cover all the withdrawals. Eventually the government went off the gold standard and insured bank deposits, but banks could still fail. During the 80s and 90s about 1000 savings and loan associations failed as a result of their attempts to deal with volatile interest rates.

In classical economic theory banks have two functions. They facilitate economic transactions by “clearing” or settling through checking accounts, and they make loans to individuals or businesses. In theory when banks make loans they are lending money deposited by customers in their accounts. The idea is that depositors do not need all the money immediately, especially when it is deposited in “savings” accounts, so the bank can put some portion of it to work in loans. 

This theory seems to imply that the banks deposits are all currency that is held in its vaults and that the loans are made by doling out some portion of that currency. Needless to say most banks deposits these days are bookkeeping entries rather than actual currency, and loans are made simply by crediting an account via another bookkeeping entry. In fact most of the “money” in circulation was “created” by similar bookkeeping entries somewhere in the financial system, and, once loans are repaid, the money that was created by them evaporates. Most people will probably balk at this idea initially, because they think of money as a physical thing – a limited resource that circulates through the economy and is not just some bookkeeping entry that can be erased or evaporate like fairy dust. 

Creating money by loans seems like a self-contradiction when we think of loans as money accumulated by one individual or company which is then transferred to someone else with the provision that they will eventually give it back and perhaps even pay “rent” on it until it is returned. A loan between two individuals or businesses does not “create” money, but banks are in a special position due to their function as clearing houses for economic transactions. They can credit one account without any other customer’s account being debited. The debit entry occurs somewhere else in the banks books.

When a bank “uses” some portion of the money deposited in various accounts to make loans, all of the account holders are still entitled to withdraw all their money. It is supposed to be available to them at any time, and it is in fact counted as part of the total money in circulation in the economy. But the credit which is extended in making the loan adds to an account an amount equal to the amount of the loan, and the borrower is free to withdraw that money to pay expenses. This money then can circulate through the economy just like the money in the original deposits, so in the official accounting of the amount of money circulating in the economy shows that it has increased as a result of the loan. When the loan is paid off, the total amount of money in circulation has decreased by the amount of the loan. The borrower pays money to the bank which is credited against the loan balance until the loan balance is zero. That money in some sense goes away since it no longer available to circulate in the economy.

In the traditional system a bank could “fail” if it lent money and all of its original depositors withdrew all of their money. In theory because the bank has lent some of the money to others, it does not have enough on hand to “cover” all the deposits. Banks were required to maintain a certain percentage of their deposits as “reserves” so that they could cover withdrawals up to a certain point. The National Bank Act of 1863 had set the reserve requirement at 25%, but when the Federal Reserve bank was created the requirements were lowered to 13%, 10% or 7% depending on the type of bank. Obviously this was not enough to save banks during the Depression when they were subject to “runs.” As of March 2020 the reserve requirement has been reduced to zero, but deposits up to $250,000 are insured by the Federal Deposit Insurance Corporation.

The idea that a bank can go bankrupt if it cannot cover a run of withdrawals makes sense if all the depositors want currency and the currency in the vaults has been used to make the loans. However, if the loans and the bulk of the deposits are just bookkeeping entries, it might seem that the bank could just issue cashier’s checks to be deposited elsewhere and honored by the bank with additional bookkeeping entries even if it meant that the books at the bank temporarily showed a “negative balance.” How a bank “honors” a check it has issued when it has been deposited at another bank and submitted by that bank is part of the function of a central bank or the Federal Reserve bank in the US. Presumably having a “negative balance” even temporarily amounts to being “bankrupt.”

Banks have changed radically over the past 50 years. In the classical model banks functioned as “intermediaries” channeling savings into investments via loans. The Banking Acts of 1933 and 1935 prohibited checking accounts from paying interest on their deposits and limited the interest that could be paid on time deposits or savings accounts. In 1970 two American businessmen invented the money market mutual fund which offered investors an alternative to bank deposit accounts. Since investors were buying shares of a fund rather than “depositing” the money in a bank account, the fund was not subject to the regulations regarding banks. It was able to offer higher returns than a savings account with minimal risk.

As the stock market flourished in the 60s and 70s, it began to compete for the funds that had previously been deposited in savings accounts or certificates of deposit. People wanted the greater returns that could be had with securities as opposed to a savings account, and it became increasingly difficult for banks to attract deposits and make a profit on its loans. They began to rely on fees for their services to bolster their income, and they began to lobby for the repeal of banking regulations in order to be able to make a profit. Gradually regulations on banks were scaled back until they were in effect completely eliminated in 1999.

Most banks are businesses run for profit, and they have increasingly been run like other businesses answerable to shareholders. Part of this has been the increased reliance on borrowed money. Banks can borrow money from the Federal Reserve at a low rate and lend it to businesses at a higher rate. Once they were no longer restricted in terms of the kinds of investments they could make (theoretically with their depositors funds), the banks began investing in securities of all sort. This eventually included the ability to originate loans and the get them off their books by “securitizing” them. The distinction between commercial banks and investment banks was all but eliminated in 1999, although some attempts to reintroduce regulations of banks have been made since the financial crisis.

After the invention of money market funds financiers found a host of other ways to channel investors’ money into investments that competed with banks ability to finance via loans. What developed was termed a non-banking financial institution which was a financial institution without a banking license and not subject to the same regulations as banks but able to provide most of the services of a bank. It has also been called the “shadow banking system.”

The financial system is one of the most important and innovative sectors of a modern economy. It forms the vital circulatory system that channels resources from savers to investors. Whereas finance in an earlier era consisted of banks and the country store, finance today involves a vast, worldwide banking system, securities markets, pension funds, and a wide array of financial instruments.12

Theoretically the justification for this vast “financial system” is to channel savings into investment. People who are foregoing current consumption in order to accumulate funds for future expenses are making it possible for the economy to invest in enterprises and grow or at least prosper. A cynic might be inclined to point out that what the textbook actually says is “channels resources from savers to investors” without specifying exactly how these resources are used by those investors. “Investment,” however, has a specific meaning in economics:

The Meaning of “Investment” in Economics 

Remember that macroeconomists use the term “investment” or “real investment” to mean additions to the stock of productive assets or capital goods like computers or trucks. When Amazon.com builds a new warehouse or when the Smiths build a new house, these activities represent investment. 

Many people speak of “investing” when buying a piece of land, an old security, or any title to property. In economics, these purchases are really financial transactions or “financial investments,” because what one person is buying, someone else is selling, and the net effect is zero. There is investment only when real capital is produced.13

Note that “financial investments” are not “real investments.” In other words “financial investments” have no direct impact on the “real” economy. The idea that financial markets channel funds from “savers” to “investors” seems to imply that investment in securities results at least indirectly in “real investment.” In the classical model money is available for investment only because of “savings” accumulated by foregoing current consumption, but bank loans are one method of financing “investment,” and as we have seen bank loans “create” money. Banks could conceivably lend money for investment purposes without any of their depositors foregoing current consumption to accumulate “savings.” For this type of investment there seems to be no necessary connection to savings. 

The other method for investment in the classic model is “equity” investment through the sale of “shares” in an enterprise, i.e. the stock market. This assumes that someone has money available to invest, i.e. some form of “savings,” but what if the money they invest is “borrowed” from a bank or a brokerage house, i.e. newly created money. Equity investment seems to imply savings, but it hardly seems to be tied to it by some kind of rigid formula. 

Trading on the stock market also does not result in “real investment.” The only type of equity investment that results in real investment is a public offering of new shares. Generally the only investors that can purchase shares in a public offering are large pension funds, endowments, hedge funds or mutual funds. Ultimately the money in such funds may have come from “savers” via retirement plans, gifts or investing in securities, but the connection is indirect at best, and most of the time such funds are trading existing securities rather than purchasing shares in a new offering.

Banks are one type of “financial intermediary.” They are distinguished purely by the fact that they have depositors whose money provides the collateral that enables the bank to lend and borrow. Banks these days may also be publicly held corporations with equity financing from the sale of shares, and they are no longer restricted from engaging in all the types of investing that other financial intermediaries such as pension funds, insurance companies, money market funds and brokerage houses engage in. In fact a bank may be one subsidiary of a company that also owns a brokerage house. A brokerage house in turn may have accounts with cash deposits which are essentially demand accounts. In 2009 Bank of America bought Merrill Lynch and now my statement for an account at Bank of America comes ostensibly from “Merrill, A Bank Of America Company.” 

Banks themselves maintain accounts at the Federal Reserve Bank. This facilitates clearing drafts on one bank that have been deposited in another, and it makes it easier for banks to borrow money. Often if one bank’s reserves temporarily fall below the required amount, it can borrow the money to make up the shortfall via a short-term loan from another bank. The interest rate on overnight loans of this sort is known as the federal funds rate and is often used as the basis for setting other interest rates. Similarly the London Interbank Offered Rate (LIBOR) is the average rate charged by a number of London banks for loans to each other. 

Banks can also borrow directly from the Federal Reserve via the “discount window.” The Federal discount rate is the charged for these loans and it is set by the Federal Reserve. One method of controlling the supply of money is by adjusting the interest rate which the Federal Reserve charges banks. In theory the “price” of money will affect the “demand” and therefore the “supply.” In the case of the Federal Reerve it seems to work better when they attempt to “tighten” money by raising the interest rates which they charge banks. Making it more costly to borrow funds reduces the incentive of banks to borrow money from the Fed to lend to its customers. Reducing the “price” of money does not always seem to have the desired effect and is often compared to pushing on a string. It may be easier for banks to borrow money, but that does not insure that they will in fact borrow money or that the borrowed money will be used in ways that increase the “supply” of money circulating in the economy.

Banks can of course also increase their cash reserves by selling securities they may hold. Another way in which the Federal Reserve attempts to affect the supply of money is by buying or selling treasury bonds held by banks through what are called “open market operations.” 

Banks are essentially businesses making a profit by borrowing money at one interest rate and lending it at a higher interest rate. While a deposit in a checking account may not seem like a loan to the depositor, the net effect for the bank is the same regardless of whether the bank pays interest on the balance in the account. A savings account resembles a loan more in that there is a commitment to paying interest in exchange for a commitment (of sorts) not to withdraw the money right away. It is essentially a loan that is being renewed every day. A certificate of deposit is clearly a loan since there is a specified term and interest rate when the certificate is “bought.” In some cases a CD is like a bond in that it can be sold on a secondary market before its term expires.

Making a profit from lending in this way may seem like a fairly innocuous and even boring business plan. It is, however, a business model with plenty of room for abuse. The abuse may have catastrophic consequences as in the case of Penn Square Bank in Oklahoma and its role in the failure of Continental Illinois in 1984.

Penn Square was notorious in its wishful thinking. Its executives were the classic freebooters – entrepreneurial bankers who hustled new loans for oil drillers based on the most generous assumptions about the prospects for finding oil and gas, about the future price of oil, about the borrowers' ability to repay. The federal examiners found a general recklessness and even fraud in the loan portfolio. 

But the hustlers from Penn Square could not have done this by themselves. Their modest-sized bank simply did not have the capacity. A bank's assets, its loans, were supposed to balance with its liabilities, its deposits. A shopping-center bank with less than $500 million in deposits could not carry $2 billion in loans on its books. So Penn Square simply sold the loans – “upstream," as bankers say – to the larger banks that wished to share in the bonanza.

Continental Illinois, largest bank in the Midwest and seventh largest in the nation, picked up more than $1 billion of loan participations with Penn Square. Lesser amounts, but still in the hundreds of millions, were absorbed by Chase Manhattan and the others. They gave Penn Square the capacity to lend more and more and take greater and greater risks. ...

Penn Square, in effect, acted as a business scout in the "oil patch" for Continental and the others. When Penn Square booked loans and reached its lending capacity, it simply offered a share of the action to the larger banks, collected the equivalent of a finder's fee, then turned around and went out to find more oil prospectors who needed money. This was very profitable for everyone, while it lasted, and Continental Illinois's stock climbed from $25 to $40 a share in less than two years. The largest and most admired banks in America were, it developed, as inattentive to the question of loan quality – the prudential rules of banking – as the hustlers in cowboy boots from a shopping center in Oklahoma.14

The failure of Continental Illinois was the largest bank failure in history at the time. Its operations required it to borrow $8 billion every day. Its rescue by the Fed, the Federal Deposit Insurance Corporation, the Treasury and other regulators gave rise to the phrase “too big to fail.”
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The power of compound interest over two hundred years is such as to stagger the imagination.
15
Interest on loans may be so embedded in our culture as to seem transparently obvious, but, if one really stops to think about it, it becomes fairly complicated. Plenty of things are lent with no thought of charging a price for their use. Transactions of this sort may occur primarily between friends or relatives and are not regarded as business transactions, while the same transaction between strangers may seem acceptable only as a business transaction in which the borrower has to pay for the use of whatever is lent. This may be a completely arbitrary cultural distinction. To present it as a norm implies all kinds of things about human nature and “normal” relationships between “strangers.” I freely share my things with friends and relatives perhaps because I feel confident they will be returned in more or less the same condition. I may also be willing to do this because I feel a bond of shared interests or goals. I wish my friend well and am willing to help him achieve his goals by sharing my things with him. A stranger on the other hand may be, by definition, one who is not trusted and/or one whose goals are not shared. He may even be a threat or a competitor for scare resources. The only reason to lend him something is if it benefits me.

Ambivalence towards interest on loans has a long history. The holder of a mortgage is quite often the villain in old movies and 19th century melodramas. The hapless maiden or the struggling rancher is the victim of a cruel banker who takes away his or her livelihood by foreclosing on the mortgage. I suspect that this image of the banker has its roots in the notion of “usury” as a sin. Prohibitions against charging interest on loans seem to be almost as old as the practice of charging interest. The definition of usury has vacillated between prohibitions on any interest and prohibitions on excessive interest. Ancient Israelites were prohibited from charging interest on loans to fellow Israelites but not on loans to foreigners. Traditional Islam prohibits charging interest on any loans, and banks in Islamic countries often still find other ways to structure their investments. During the Middle Ages prevailing Christian culture wanted to label usury a sin, but as a practical matter loans seemed to be necessary to make the economy function. The task of making loans was foisted off onto the outsiders, and the ambivalence towards money lending became one of the things fueling anti-Semitism.

The idea that interest is “rent” on money comparable to rent on any other type of property which is lent to another to use makes sense only if money is conceived as a commodity or scarce resource which is “property” like anything else I own. But if “money” is really more like good will or social status, then the fact that a certain amount has been conferred upon you may not necessarily entitle you to profit from letting someone else “use” it. That someone can make money simply because he already has surplus cash on hand is surely a social convention rather than a law of nature. We have, for whatever reason, set things up so that the rich get richer. 

If money is understood as purchasing power, it may still be mine to “lend” to someone else. Instead of my writing a check to purchase something, which I then lend to him, I simply write a check to him to transfer the purchasing power to him, and he writes the check to purchase the item. The transaction between us can be categorized as a loan, and the amount he has to return to me will depend on how long it takes him to return the amount I lent to him.

A loan may also be understood in terms of credit. It is a short step from an installment purchase plan to a loan. With an installment purchase I agree to pay a bit more because I am be allowed to take longer to pay for the item. The longer I delay the payment, the greater the difference between what I pay and the normal retail price. Adding a third party turns this transaction into a loan. Someone lends me the money to buy an item. I pay the normal retail price and then pay back the lender in installments with a premium depending on how long it takes me to pay back the original amount.

Another justification for charging interest on a loan is that it provides the only incentive I can have for parting with my money. My money is my property just like everything else I own, and I am entitled to a “return” if I “put it to work.” I am being rewarded for letting someone else put the money back into circulation rather than simply hoarding it for future use. I am rewarded for foregoing consumption. From the social perspective what matters is that the money continues to circulate. Hoarded money is a drag on the economy since it is not being used in ways that keep people employed and increase the amount of goods to go around. If the loan enables a business to start or expand, then so much the better.

There is a difference between lending money and investing it in an enterprise. We tend to think of them as just two ways of putting my money to work with different levels of risk and reward. The return on a loan is generally less than the potential return on an equity investment, because the risk is less. A debtor is obligated to pay back a loan regardless of how well his own ventures fare. An equity investor is essentially a part owner of the company who runs the risk of losing all of his investment, but he also enjoys the potential for having the value of his share in the company increase dramatically if the venture is successful. Islamic finance sees this as a moral distinction, but for the rest of us any misgivings about loans are probably associated with “loan sharks” preying on individuals in need of money for necessities rather than institutions buying bonds.

There may be a lingering suspicion of those who have accumulated money and exploit the fact that they have money other people need, even though this suspicion runs counter to the American Dream of achieving financial “independence.” Part of the reason for this may be the common notion that the economy is a zero-sum game, so that anyone who has accumulated money has done so at the “expense” of others. The individual who accumulates wealth, however, may not feel that he is doing so at the expense of others. There is another common notion that anyone who accumulates wealth is “creating” something.

Perhaps we should ask instead what justification there is for objecting to the charge of interest on a loan. The Old Testament or the Koran may contain condemnations of usury, but they do not explain the judgment except by reference to the will of God. One current interpretation of the Islamic prohibition is that loans are an inappropriate form of investment because they involve an obligation to repay the principal without any shared risk. This obviously applies only to business loans and seems irrelevant to personal loans for consumption, be it a large screen TV or an emergency medical procedure. Another more contemporary theory about usury is that there is a point at which higher interest rates become self-defeating because they make it impossible for the debtor ever to repay the debt.16 

Ancient Greek philosophy shared the prejudice against interest bearing loans and at least Aristotle attempted to explain his judgment. Aristotle’s analysis of money seems to have been somewhat inconsistent – at least when one attempts to pursue it to its logical conclusions. He condemned the practice of charging interest on loans and is often credited with saying that money should not breed money. At the same time he acknowledged a legitimate function for money as a means of exchange facilitating trade. Aristotle approached the idea of money from two different angles. His analysis of the origin of money from barter is essentially the same as that of classical economics, and to some extent he wants to view the nature of money in terms of its “origin.” In most of his thought, however, the essential nature of things is revealed by the form they take in their most developed state, and he could see that the nature of money meant that it inevitably developed into an end sought for its own sake rather than remaining a means for achieving other ends. This is not the place to enter into the deep waters of the interpretation of Aristotle, but there are some striking things in his comments on money. One has to do with the impact of money (and the existence of markets) on craftsmanship. He deplores the way in which the artisan’s focus will shift from making the best possible object in terms of its usefulness (and perhaps beauty) to the most profitable one to trade. Aristotle lived in a society in which markets were at best a marginal phenomenon and most production was for consumption by the household or the estate where it was done rather than for sale.

Aristotle’s ideas about interest on loans can be seen as a concern about the perversion of money from its function as a means of exchange. When money or the accumulation of money becomes an end in itself rather than serving as a means to acquire goods that satisfy genuinely human needs, then the pursuit of money becomes an unending project. It is a desire that can never be fully satisfied. J. Paul Getty, when asked how much money he needed, is reputed to have said, “A little bit more.” In some sense for Aristotle an “end” that has no end is a self-contradiction. Aristotle seems to have had his finger on an issue that has never been adequately resolved. There is still a very strong suspicion that the unending accumulation of money is somehow inhuman or at least neurotic in some way, no matter how much we may have given up trying to distinguish genuine from spurious needs.

It seems impossible to base a condemnation of interest-bearing loans on a moral judgment about an obsession with the accumulation of money. Obsession turns a reasonable activity into a compulsion, which like any other form of “excess” seems irrational or sick, but the problem is the obsession not the activity on which it focuses. The suspicions about money and commerce, which form a seemingly permanent thread in our culture, are surely deep-rooted and probably beyond the purview of economics. The only argument that is going to persuade an economist that interest-bearing loans are a bad idea will have to be one that shows how interest charges undermine the functioning of the economy. Such arguments have been made.

Amato and Fantacci argue that the ultimate cause of the recent financial crisis is the confused notion that money is a commodity and that the only way to eliminate future financial crises is to eliminate financial markets. They insist that a market economy can exist without interest-bearing loans. They are fully aware of the social, political and intellectual obstacles to implementing such a market, and they do not have a fully developed plan for how to achieve it, but they do seem to think steps can be taken towards it. What is needed above all is an understanding of the goal. In their introduction to Saving the Market from Capitalism they summarize in no uncertain terms their perspective:

To begin with, we have to distinguish between markets for actual goods and services, which should be as free, integrated and extensive as possible, and financial markets, which shouldn’t even exist. ...Market economy and capitalism are not synonymous. Actually, they are incompatible. Capitalism is a market economy with one market too many: the money and credit market.17

[E]ven people who don’t invest in stocks and bonds, and possibly protest against the excessive power of Wall Street, are still hardly likely to call into question the underlying principle of the financial markets – the dogma of liquidity. This consists in the apparently natural idea that cash (liquidity, in other words) is the safest form of saving and, consequently, one will part with it only for an investment that is equally liquid or that yields sufficient interest to compensate for the lack of liquidity. This, in short, is the general creed we all respect: money is the supreme good, and must generate interest when it is lent. ...

But there is still more to it. Independently of the financial markets, the idea that money is wealth and that the mere holding of it merits a reward is the root of an endemic evil that is both social and human. Call it as you will. Until a couple of centuries ago, it was called usury. Then the classical economists called it rent, and criticized it harshly. Today it’s called rate of interest. In any case it is income obtained without working or running entrepreneurial risks and is thus quite distinct from both the worker’s wage and the entrepreneur’s profit.

Now it may seem trite to point it out, but in times like these we’d better try to be basic: if somewhere someone is making money without working, somewhere else someone is working without making money.18

The concept of interest is so ingrained that economics assumes money has a “yield” and that holding money long term has an “opportunity cost.”

What is the cost of holding money? Money is costly because it has a lower yield than do other safe assets. Currency has a nominal interest rate of exactly zero percent per year. Checking deposits sometimes have a small interest rate, but that rate is usually well below the rate on savings accounts or money market mutual funds. For example, over the period 2000–2007, currency had a yield of 0 percent per year, checking accounts had an average yield of around 0.2 percent per year, and short-term money funds had a yield of around 4.6 percent per year. If the weighted yield on money (currency and checking accounts) was 0.1 percent per year, then the cost of holding money was 4.5 (4.6 - 0.1) percent per year.19

Financial advisors are fond of pointing out that cash actually loses value over time due to inflation. Since the inflation rate for 2000 through 2006 ranged between 1.55% to 3.42%, perhaps it makes sense to say that cash had a negative yield in terms of “real” dollars. 

Economics views money as a capital asset or at least an asset with the potential of becoming capital, so that what the worker has earned if he does not spend it on consumption is the potential to receive a return on capital. Keynes marveled at the way compound interest facilitated the accumulation of capital which made the modern era possible.

The modern age opened, I think, with the accumulation of capital which began in the sixteenth century. I believe – for reasons with which I must not encumber the present argument – that this was initially due to the rise of prices, and the profits to which that led, which resulted from the treasure of gold and silver which Spain brought from the New World into the Old. From that time until today the power of accumulation by compound interest, which seems to have been sleeping for many generations, was re-born and renewed its strength. And the power of compound interest over two hundred years is such as to stagger the imagination. 20

What Keynes means by “the power of accumulation by compound interest” is probably not the same thing borrowers wrestle with when they try to figure out how long it may take to repay a loan. He is talking about the growth made possible by reinvestment of at least a portion of the return on an investment, but the passage is too rich to pass up without some commentary. Keynes says nothing about how Spain was able to persuade the inhabitants of the New World to let them bring all that gold and silver back to the Old World. He is, however, a little blunter when he explains how England benefited from Spain’s newfound wealth.

Let me give in illustration of this a sum which I have worked out. The value of Great Britain’s foreign investments to-day is estimated at about £4,000,000,000. This yields us an income at the rate of about 6½ per cent. Half of this we bring home and enjoy; the other half, namely, 3¼ per cent, we leave to accumulate abroad at compound interest. Something of this sort has now been going on for about 250 years.

For I trace the beginnings of British foreign investment to the treasure which Drake stole from Spain in 1580. In that year he returned to England bringing with him the prodigious spoils of the Golden Hind. Queen Elizabeth was a considerable shareholder in the syndicate which had financed the expedition. Out of her share she paid off the whole of England’s foreign debt, balanced her Budget, and found herself with about £40,000 in hand. This she invested in the Levant Company – which prospered. Out of the profits of the Levant Company, the East India Company was founded; and the profits of this great enterprise were the foundation of England’s subsequent foreign investment. Now it happens that £40,000 accumulating at 3½ per cent compound interest approximately corresponds to the actual volume of England’s foreign investments at various dates, and would actually amount to-day to the total of £4,000,000,000 which I have already quoted as being what our foreign investments now are. Thus, every £1 which Drake brought home in 1580 has now become £100,000. Such is the power of compound interest!21

Drake stole a treasure in order to start the ball rolling on the accumulation of capital in England. How or why the Levant Company or the East India Company proved to be so profitable is not explored, nor is it clear whether is was necessary for the investment to be “foreign.” It seems as though it is just natural that an investment will “yield” 61/2%. Does “accumulation” involve the creation of wealth or is it only a transfer producing a concentration of wealth in the hands of a few?

Explaining economic growth as a result of the power of compound interest only begs the question since compound interest is simply a mathematical representation of growth. The idea that we can leave half the profits from foreign investment abroad to accumulate at compound interest makes it sound like foreign investment is a savings account and does nothing to explain why it is profitable.

A savings account may be the only place where the idea of compound interest makes sense. Interest paid periodically on the balance in the account stays in the account to become part of the balance on which the next interest payment is calculated. It seems like automatic growth because the deposit is insured and the rate seems to be stable.

If one thinks of interest as “rent” on a commodity which is “lent” to someone for a period of time, compound interest may seem like a slick trick. When I rent a car or a piece of equipment at a daily rate, I expect the rental charge when I return the car or tool simply to be the daily rate times the number of days I had it. Why should different rules apply when I am borrowing money? In some cases the amount due to pay off a loan may be a similar calculation of the principal amount times the a periodic rate. It can also, however, involve compound interest where the principal grows with the accumulated unpaid interest. Money it seems is a very special type of commodity. Cars and tools depreciate as they age and are used. Money is supposed to grow perhaps like a fine wine that improves with age, unless of course inflation causes the money to depreciate.

Regardless of its origins or the metaphors we use to describe it, interest is firmly ensconced at the very foundations of mainstream economic theory. It is the price of money, which like any other commodity is subject to the laws of supply and demand in the market. Money is a peculiar type of commodity, however, and its “price” seems to have unique features. Money is not generally “bought” – unless you consider a currency exchange a purchase. Perhaps you “buy” euros with dollars. Normally money is “rented.” At least that is the way interest on a loan is generally explained. I suppose you could say that I “bought” the money with which to purchase my house when I took out a mortgage. I am paying for the money over time rather than the house and the markup includes all the interest over the term of the mortgage. Money also seems to have different prices simultaneously. Perhaps this is like the difference between the wholesale and retail price of other goods, but the price of money also seems to depend on the status of the buyer in an odd way. The buyer who can least afford it is charged the highest price. Normally I expect an affluent consumer who buys something in a “high end” store to pay a bit more for it. Unlike rent on other things the rate for money seems to be higher for a longer term “rental.” Normally if I rent a car or tool for a longer time, I expect the rate to be discounted slightly. With loans the interest rate for a long term can be higher than the interest rate on a short term.

Economic theory seems to have some trouble explaining exactly how supply and demand determine the “price” of money. Keynes offered his “liquidity-preference theory” of the rate of interest as an improvement on the classical theory about supply and demand for money. It has been interpreted and debated, but the standard economics text seems to step around the issue by defining interest rate as a special case of the return on investments. It starts by saying that the theory of capital and interest can explain how supply and demand for capital “determines returns such as real interest rates and profits.” 22 It later uses an idealized case of a closed economy with perfect competition and without risk or inflation to illustrate the basic relationship between interest rates and return on capital.

In deciding whether to invest, a profit-maximizing firm will always compare its cost of borrowing funds with the rate of return on capital. If the rate of return is higher than the market interest rate at which the firm can borrow funds, it will undertake the investment. If the interest rate is higher than the rate of return on investment, the firm will not invest. 

Where will this process end? Eventually, firms will undertake all investments whose rates of return are higher than the market interest rate. Equilibrium is then reached when the amount of investment that firms are willing to undertake at a given interest rate just equals the savings which that interest rate calls forth.23 

In this simplified model the money for investment is borrowed rather than being taken from previous profits as it was in Keynes example with the East India Company. Rather than showing how the supply and demand for capital determines the interest rate, it seems to show that the interest rate determines the demand for capital. Obviously there is a complex interaction between investment decisions and the market interest rate. The tendency towards equilibrium is driven both by the willingness of firms to invest and the willingness of people to save. The interest rate “calls forth” a certain amount of savings. Higher interest rates provide more savings but less willingness to invest; lower interest rates provide less savings but more willingness to invest. 

For some reason supply and demand analysis likes this strikes me as suspect or even tautological. It adds a description that seems like an explanation of the facts but does not really get to the root causes. I am not at all sure that an individual’s “willingness” to save is a function of the current interest rate rather than his income and his commitment to a certain life style and the expenses it entails. What incentivizes savings is uncertainty about the future or the need to accumulate sufficient funds for a retirement income. The idea that the supply and demand for capital determines the interest rate also seems to ignore the way in which the Federal Reserve sets some interest rates in its attempt to control inflation or achieve full employment.

The fundamental issue with the explanation of interest may be the assumption that investment is only possible with savings and that only interest can induce someone to let someone else use the money he or she has saved. Not all loans are investments in the “real” economy, and loans with interest are not the only way savings can be channeled to real investment. Credit can also be extended without any “savings.” Ultimately the justification of interest boils down to the feeling that I should be rewarded for letting someone else use my money.

Interest is supposed to be compensation for foregoing consumption and taking a risk. If savings is not really necessary for investment in the real economy, then foregoing consumption is no longer a virtue to be rewarded. It is simply a choice to wait and use the money for consumption later. Letting someone else “use” it while I am waiting to spend it is an act of generosity which may be virtuous (depending perhaps on what the money is used for). It is also not clear to me how receiving interest compensates for having taken a risk. If I don’t trust the person to return the money to me, the perhaps I am a fool for letting him use it or perhaps I am just choosing to make a charitable donation. Obviously there may be unforeseen circumstances which prevent the borrower from returning the money even though he or she had every intention of doing so, but does charging interest really “compensate” me for that risk. If the borrower defaults on the whole deal, the interest I was supposed to get does not help. If he manages to pay interest for a while and then defaults on the principal, is that bit of interest really any compensation? 

The idea that interest on savings gives me an incentive as an autonomous economic agent to do something that is good for the overall real economy makes sense only if my savings are necessary for investment. If businesses use retained earnings or profits to invest in growth, then the consumer has already contributed to that growth. If banks or other firms can extend credit to enable a business without my savings, then my incentive to save is irrelevant. The real impact of interest is that it eventually redistributes money from those who needed more to those who had more than they required for current expenses. If the loan is repaid with interest, the lender has more money than he started with. Whether the borrower is significantly better off will depend on why he needed the money and how things went when he spent it. At the very least one hopes he has gotten himself out of a hole he was in.

If I have surplus cash on hand and want to put it to work, I can make an equity investment in an enterprise. Both the risk and the potential for return may be greater, but my money is being put to use in the “real” economy. With the current setup it is difficult for individuals with modest savings to find equity investments of this sort rather than just buying existing shares being traded on the stock market, but it is certainly possible for things to change in a way that would make it easier via collectives or partnerships for investing. Cloudfunding is an example of how this might work.

Suppose I could wave a magic wand and declare that money would no longer be a commodity with a price determined by supply and demand in a market. What if charging interest on loans was illegal? What difference would it make in my day-to-day use of money? I would still have a bank account and could certainly pay for purchases with a debit card. I could still conceivably have a credit card, although the issuer could no longer charge me some outrageous interest rate on unpaid balances. Credit cards would be more like the original Diners Club card where the balance always had to be paid at the end of the month. So maybe I lose a cash flow management tool. On the other hand, if I have a good relationship with my bank perhaps they could revert to doing things the way my bank in England did in 1965 when I had an overdraft while I was traveling. They sent me a polite letter calling my attention to the overdraft and suggesting I take care of it at my earliest convenience. In other words there is no reason a bank cannot extend credit to customers whom they trust. There also may be no incentive for them to do so, however, other than valuing the customer’s business and hoping it will be a stable long-term relationship.

In most cases if you pay the balance on your card every month, you don’t pay interest on it. The card is simply a convenience that facilitates purchases or a short term cash flow management tool. Perhaps the bank where you have a checking account could issue a credit card that would enable you to pay for items over time to a limited extent. Other banks or financial institutions who know little or nothing about you could not offer you credit cards in order to earn interest payments on your balances. Merchants who want to attract your business could offer charge accounts with some provision for paying off large purchases over time, but they would not be charging interest on the balance due. Perhaps like gas stations they would offer one price for cash and another for credit or installment purchases. 

The first question the average person is likely to ask in response to talk about eliminating interest-bearing loans is “How am I going to make the big-ticket purchases that are so important to me like a car, a house or a college education?” A car purchase is often financed by a loan with the car serving as collateral. The loan is paid off over a period of years with the understanding that defaulting on the payments incurs the risk of having the car “repossessed.” The interest on the loan is built into the monthly payments, and the interest rate may depend on who is making the loan and who is buying the car. From the point of view of the buyer this is really no different from paying a higher price for the car in monthly installments without any “interest.” Sometimes car dealerships offer financing with a 0% annual rate for the loan. In other words they are willing to accept payment over time for the right price on the car (and whatever other fees they may hide in the fine print). If interest-bearing loans were illegal, this form of “financing” might be the norm. 

The same thing is true on a larger scale with buying a house. Instead of paying rent to a landlord every month, I make mortgage payments to a lender which cover the interest on the loan as well as the principal and perhaps even taxes and insurance via an escrow account. My budget has to include monthly payments for my housing either way. The main difference between a car loan and a mortgage is that unlike a car whose value depreciates every year the value of a house may increase over time. The possibility of “refinancing” or selling at a profit lets homeowners view their house as an investment asset. It also encourages lenders to offer mortgages with abnormally low interest rates for the first few years and little or no downpayment. If the crisis of 2007-2008 taught us anything, it is the danger posed by such mortgages. 

It may be a strategic error to regard ones own home as an investment. It is not an asset that produces income unless one refinances it or otherwise borrows money against it. Home ownership has long be promoted as a means of stabilizing a community, and it does provide a family with more security than they might have in renting with the possibility of eviction always looming. People will always want to own their own homes, but how would people buy and sell houses without mortgages involving interest? 

It is possible to imagine a real estate exchange that lets people buy and sell houses on credit without any interest being charged. Such an agency would not be a for-profit business, but more like a public utility answerable to the community it serves rather than to investors. There could be transaction fees to cover the operating costs of the agency, but they might not even be tied to the price of the house, and they could be split between the buyer and the seller. It is even conceivable that the operating costs for the agency would be paid for by property taxes. The managers at such an agency would be faced with the same tasks as those faced by loan officers at a traditional bank. They would have to appraise the value of the house, evaluate the credit-worthiness of the buyers and perhaps set down payment requirements. They would do all this with an eye to the overall needs of the needs of the community. 

If a home being sold was previously purchased with credit from such an agency, much of the sale price might go towards paying off the balance on that previous purchase. Perhaps some of the profit from the sale of the house would be used in a down payment on another house, so the impact of the transaction on the amount of money circulating in the economy would be minimized. The really interesting question to speculate about is what the impact of such an institution would be on real estate prices. 

One consequence of the elimination of mortgage interest is that the homeowner’s equity in his home would grow more rapidly than with a typical mortgage which uses compound interest combined with fixed monthly payments heavily weighted towards interest payments initially. It is probably anybody’s guess as to how this might affect a particular homeowner’s willingness to sell his house at a particular price. 

Student loans for college education are a very different type of loan. There is no collateral involved unless you are inclined to view certain types of employment as indentured servitude. There are already a lot of proposals for eliminating or drastically reducing the burden student loans. If college education cannot be free, then perhaps interest-free student loans should be considered an investment in infrastructure to be paid back over time at a rate consistent with the individual’s earnings. 

The other big-ticket items that most people worry about are unexpected things like medical expenses or career setbacks. Again, the air is full of proposals for reforming health insurance so that people are not bankrupted by unexpected medical bills. For other personal loans, making banks more like public utilities might enable them to extend credit to help customers and the community during hard times. If the bank is answerable to the community instead of to stock holders, then its officers can consider human needs rather than just profitability or shareholder value in deciding whether to extend credit to a particular customer. 

Another perspective on interest in commercial loans is that it is the cost of “financing.” If you are planning a construction project with a view to selling the finished building, chances are you will not use “your own money” but will “finance” the project; and the interest you pay on the borrowed money is a “cost” of the project which is recouped along with the other costs when the building is sold. If all of the suppliers of the materials were willing to extend credit until the sale of the finished building and all of the work was done by sub-contractors equally willing to extend credit, you could eliminate the “cost of the money.” This type of financing might be achieved with a commercial credit clearing exchange formed by a network of contractors and suppliers. 

Obviously banks which were non-profit entities, co-operatives or public utilities could extend credit to developers without charging interest. In this way the developer could pay all the workers and suppliers as the work was done and the bank would have the finished building as collateral for their loan. None of this requires “interest” even if there are “origination fees” involved in extending credit to the developers. 

The big problem with eliminating interest, however, is not the impact it will have on the use of money by normal consumers, but the way in which it would pull the rug out from under monetary policy which attempts to fight inflation and eliminate unemployment. Current monetary policy uses interest rates to control the amount of money in circulation. This is because banks can make money by borrowing from the Federal Reserve at one rate and lending at a higher rate to its loan customers. Raising or lowering the interest rate charged to banks will raise or lower the “price of money” their customers and thereby affect the “demand” for loans and the money supply. 

To the extent that credit “creates” money it can be used to control the supply of money in the economy and thereby prevent excessive inflation or deflation even without “interest.” If banks were free to extend credit without having to borrow money at interest, and bank loans were interest free, there would obviously be a greater demand for bank loans than the bank could process. In addition to assessing the credit-worthiness of the applicants the bank would have to limit how much money it poured into the local economy based on statistics about the state of the economy including unemployment levels. 

Making such a system work strikes me as difficult but not impossible. Loan officers at banks would have to go back to being serious students of local businesses and the economy rather than just rubber-stamping everything that comes across their desk in the secure knowledge that it is heading to a place where it will be someone else’s problem. Even though money is no longer viewed as a limited resource or commodity, credit extended to one company will still have an impact on the credit that can be extended to other companies. Banks would have to be regulated. One bank’s allotment of credit would have to be balanced with that of all the other banks serving the same community. If banks do not have enough customers asking for credit in a recession, the government would probably have to take up the slack with infrastructure projects in the region.

Needless to say the biggest obstacle to eliminating interest in this way would be the “financial sector” in which a lot of people make a lot of money by arranging various types of financing involving interest. Aside from this the real obstacle to eliminating interest in the ways I have described is probably the feeling that it is just a slight-of-hand trick that accomplishes nothing in terms of the real functioning of the economy. This is because “interest” is tied to “growth” and growth results in progress and increased prosperity for all. The root of interest is the “yield” that “capital” is supposed to have and the way in which “wealth” can grow.
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Wealth and Growth
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My immediate association with the idea of wealth is the term “wealthy” which describes people who, unlike me, have consistently earned more than they spent so that they have accumulated reserves of money. I probably fit into the category of the “in some sense wealthy” since my major asset is a house which is now worth 10 times what I paid for it 45 years ago. To speak of the “wealth of nations” strikes me as a metaphor which views a nation as a person with income, expenses and reserves. Obviously wealth means something different to an economist, especially when it is described as being “created” by economic activity.

In a zero-sum game like Monopoly the money that one player accumulates comes at the expense of the other players. Much of what is regarded as “wealth” today is the result of a redistribution of money. When a day trader makes a killing on a stock transaction, the money he acquires comes out of someone else’s pocket. I am unable to see anything “creative” in this process. One might argue that the appreciation in value (i.e. market price) of the stock is an indirect result of the creation of value by the success of the underlying company, but I am not inclined to buy this without further probing into how the company achieved its success and whether that success is accurately reflected in the fluctuations in the market price of its stock. Stock prices that fluctuate enough to benefit a day trader surely do not reflect hourly changes in the success of the underlying company. They reflect differing expectations of traders with regard to the future of the company or simply with regard to trends in the price of its stock.

Consulting Wikipedia I find that Adam Smith saw wealth creation as “the combination of materials, labour, land and technology in such a way as to capture a profit (excess above the cost of production).” I’m afraid I balk at this concept because it hinges on “profit,” which, of course, depends on market pricing. Did Wham-O really “create wealth” when it capitalized on the aerodynamic qualities of the cake pan by marketing the Frisbee?

There is a mystery gear somewhere in the wealth creation machine if persuading people to pay more for a Frisbee than it costs to make and market results in the “creation of wealth.” At first glance it seems to result simply in the redistribution of money so that more of it is in the hands of Wham-O. It does cause money to circulate in a way that involves wages, and circulation is as vital to an economy as it is to the human body, but the only accumulation is the profit skimmed off this flowing stream. The owners of Wham-O became wealthier only when the demand for Frisbees became enormous and economies of scale kicked in. A warehouse full of Frisbees has value only so long as the craze persists. The owners of Wham-O were, of course, “job creators” since they had to hire more employees as their marketing efforts produced greater and greater demand for Frisbees. Creating jobs sounds more philanthropic than creating (personal) wealth, but I am still a long way from understanding the relationship between greater employment and greater wealth or between the rate at which money circulates in an economy and some measure of the health or wealth of the economy.

Surely the notion of wealth creation has its roots in agriculture where human labor cooperates with nature to produce goods (food). It is much easier to view an abundance of food as wealth, even if most of the “creation” is handled by nature. This seems especially true when the seeds for next year’s crop can be gleaned from this year’s crop. Cultivation technique may increase the “yield” of a plot of land, so there is some validity to the idea that humans create wealth through their labor.

A craftsman who makes a piece of furniture out of raw materials has obviously created something. Whether the piece of furniture has value beyond its usefulness in the craftsman own home is a bit more complicated, and the craftsman can only be said to have “created wealth” if there is a market where the furniture can be sold for more than it cost to make. Part of its “cost” of course is the craftsman’s labor and expertise and if the style of his furniture is regarded as outmoded, he may not have created any “wealth.” 

One definition of wealth is the abundance of valuable resources or valuable material possessions. An individual’s wealth is generally measured as his net worth. It includes assets as well as cash. I assume a nation’s wealth includes untapped natural resources, such as oil, minerals or timber. Timber can be viewed as an agricultural product since it is theoretically possible to manage forests in a sustainable way so that they continue to produce a certain amount of usable timber for centuries. With oil and minerals it seems as though there is a fixed amount of the resource available. New technology may make it more easily accessible, but if a nation’s wealth consisted purely of its natural resources the “creation” of wealth would appear to be mostly a zero sum game.

At the risk of getting ahead of myself, I’ll go ahead and voice the suspicion that Adam Smith was able to conceive of the “wealth of nations” because he lived in a nation that was beginning to exploit natural resources beyond its own borders (or to extend its borders to include the resources). Wealth seems to be a relative term. One person is wealthy because he has more resources at his disposal than others or than he used to. Perhaps in paradise we can all be wealthy, but I still need to understand better how “wealth” can be created.

It is obvious that an individual can accumulate resources by being successful in business. It might seem by extension that a nation can accumulate wealth only if it is trading with other nations. There is a concise piece in Forbes in which a disciple of Ayn Rand argues that only individuals create wealth. He is objecting to the use of a pie metaphor by in discussing the distribution of wealth

Wealth grows. True. But the pie metaphor carries with it another implication.... It treats wealth as owned by society. We happen to find ourselves in possession of a pie. How did it get here? That’s never made too clear, but it’s here, and now we have to decide how to divide it up fairly.

In accepting the pie metaphor, we concede a moral point that should not be conceded. Wealth does not arise from an amorphous social process; “society” owns no pie.

Wealth is created by, and morally belongs to the individual creator. As Rand observes, since “man has to sustain his life by his own effort, the man who has no right to the product of his effort has no means to sustain his life. The man who produces while others dispose of his product, is a slave.”

Let’s break that down a little. Suppose Robinson Crusoe is tired of trying to scoop up fish with his hands and figures out how to turn a tree branch into a spear, increasing his daily catch tenfold. Can Friday, who never thought to make a spear, properly complain that Crusoe has received an “unfair distribution” of fish?

Whatever the complications and intricacies involved, the basic issue is the same whether we’re talking about a remote island or a complex division of labor economy like America’s: a man uses his mind and his existing property (i.e., previously created wealth) to bring new wealth into existence. He doesn’t gobble down an already-baked pie – he produces.24

He goes on to describe how Richard Branson built his empire by starting with a bunch of record albums in the trunk of his car. In an aside he reconciles the reliance on wage labor to produce wealth with Rand’s notion that a man whose product is disposed by others is a slave by emphasizing that the laborers were paid according to their productivity. The problem with all this is that a “market” is precisely the kind of “amorphous social process” that he wants to eliminate from the creation of wealth. Producing something does not create wealth unless that something has “value” in a “market.” If his Robinson Crusoe caught more fish than he and Friday could eat before they spoiled, he was wasting his time. If he made a deal where Friday would clean the hut in exchange for enough fish to relieve him of the task of fishing for survival, he has set up a social network involving a division of labor made possible by technology. If he decided to lord it over Friday by consuming a larger share of the fish, he has created a social hierarchy based on his own fishing innovations, but if Friday was as smart as I suspect he was, he would have learned how to fish with a spear and let Crusoe clean his own mess. None of this really has anything to do with the “creation of wealth.”

The point of the analogy is obviously that technology makes possible a surplus of goods. The analogy seems to be compromised by the fact that dead fish are not a stable asset that hold value in the long term. Suppose Friday knew how to smoke fish or discovered a salt lick on the island which could be used to preserve the fish. He could perhaps leverage this knowledge in a partnership deal with Crusoe that enabled them to create wealth in the form of enough smoked or salted fish to see them through lean times or free them to devote their time to other pursuits. If, however, we are attempting to specify the wealth of the society on that island, do salted fish count for more than the seemingly endless supply of fresh fish swimming in the water around them. And if a ship of starving pirates showed up in the lagoon, the value of the preserved fish might skyrocket. We could go on ringing changes on this analogy, but the upshot of it all may be that simple analogies are of limited use in understanding the complexities of economics.

Surely the key to wealth as a social phenomenon is the ability of human labor to produce more than is required for survival. There are intriguing descriptions of surviving hunter-gatherer cultures which convey the impression that their members have much more leisure time and seem much more content than most members of “advanced” cultures, and I gather that the emergence of the drive to produce ever increasing surpluses is still a bit of a mystery for anthropology. Nonetheless it obviously happened, and we appear to be stuck with it.

The simplest version of how the market sets prices seems to assume that the producer can know what kind of sales volume to expect at every price level. He adjusts his level of output to insure that sales will provide the greatest profit. If he can’t make a profit selling widgets, he just closes up shop and moves on to something else no matter how many customers are clamoring for affordable widgets. It is up to someone else to figure out the cost-savings method that will enable him to profit from the huge demand for widgets. The entire premise of this model is that economic transactions only take place when there is a profit to be made, even though the model is often derived from a model of primitive barter. If one starts with a simple model for direct barter between individuals with differing resources or differing preferences for consumption, it is possible for there to be a mutually beneficial exchange without any profit in the sense of accumulated wealth. Each party satisfies his own consumer desires and neither ends up with a surplus.

Similarly a model based on division of labor has room for mutually beneficial exchanges without profit to either party. I do what I’m good at and you do what you are good at and together we produce just enough to go around.

If you start with an industrious farmer who is capable of producing more than he needs for his own subsistence, he may have no incentive to do so unless a market exists for his surplus produce. If there are a lot of hungry people in his community, he might enjoy the status of being their benefactor or simply give them food out of generosity. If there are goods available other than farm produce, then he may sell his surplus food in order to buy tools or toys. If there is a fully developed market, he may just sell his surplus and save the money for future projects. In other words the profit motive explains nothing without the prior or simultaneous existence of fairly developed markets.

There is another arena in which the profit motive may play a role: trading between communities with different resources. A merchant may be able to buy things from one community and sell them for a profit in another simply because the demand is higher there. Trading in this sense seems to have a long venerable history. In fact in some primitive cultures trading was only permitted with outsiders. Within the community exchange was governed by different customs more akin to gift giving. 

Most economic theory probably assumes that the accumulation of wealth is only possible where there is private property. Mises even says that money has no function without private property and the division of labor. Explanations of the origin of (and justification for) private property are as varied and slippery as the explanations of money. We shall have to dig into them eventually, but for now it seems to me that the crucial thing is how you define wealth. A “primitive” society in which everything is communally “owned” may still be capable of production surplus. It may manifest itself mainly in rituals, sacrifices, temples or wars, but I would still be inclined to call it wealth.

The question then becomes, if a community or society is capable of generating a surplus of goods, what are the options available to it for determining what to do with the surplus and how is an option chosen. Perhaps there is still also the question of what the motivation for creating the surplus is in the first place. Surely there is some circularity in the relationship between the motivation and the choice of what to do with the surplus. Individuals are motivated by the customs of the society in which they live. To some extent a culture can be defined by how it disposes of its surplus productivity, and anthropology is full of eye-opening alternatives. Ours has settled into a mixed bag combining a “public sector” and a “private sector” and allowing a relatively small number of individuals to control vast amounts of wealth.

“Wealth creation” is primarily associated with the accumulation of wealth by individuals. Economic growth of the society as a whole is normally discussed in terms of gross domestic product (GDP). Wikipedia explains that GDP is “a monetary measure of the value of all final goods and services produced in a period of time (quarterly or yearly).” The explanation of how it is calculated, what it includes and what it ignores, however, is enough to make my head swim, and I am sure the brief article is mere scratch on the surface of a very complex attempt to measure the output of an economy. I am willing to let the experts determine how to measure GDP so long as the method chosen does not affect policy recommendations based on how growth is good or bad for the overall health of society.

Clearly just from the simple definition of GDP, the output of an economy can be increased by 1) putting more people to work, 2) having people work longer and harder or 3) achieving greater efficiency through technology and innovation. To take a nice loaded example, the invention of the cotton gin made feasible much larger cotton crops. It combined with a five-fold increase in the labor force (imported slaves who could be forced to work as long and as hard as their health permitted) to yield an increase in cotton production in the South from 750,000 bales in 1830 to 2,850,000 bales in 1850. In terms of GDP the economy was booming and this might be described as explosive growth.

Some would argue that this is a good example of why economic growth is not always good for society no matter how much the plantation owners may have benefitted in the short run. The Southern economy became completely dependent on cotton exports and most of its “capital” was tied up in slaves. Dependence on Southern cotton did not persuade England and France to actively side with the South in the Civil War and defeat involved not only wiping out capital tied up in slaves but also destruction of much of the infrastructure required for rebuilding the economy. But I digress...

Increase in output does not necessarily produce a corresponding increase in the monetary value of the output. Excess production of a good can cause a drop in the price commanded by the good. Farm produce is notoriously susceptible to over-production, and governments have resorted to extreme measures to protect farmers from bankruptcy. GDP measures the value of the output. That value may decline simply because of a decline in the demand for the product. Growth in GDP may also come at the expense of damage to the environment that is not adequately factored into calculations of cost. A farmer who depletes his soil by maximizing his output for several years running is undermining his own long-term economic viability. A manufacturing plant that pollutes the air and water may not be undermining its own viability, but it may be undermining the longer-term viability of the whole society.

One way an economy can grow while avoiding over-production of any given good is to increase the diversity of goods produced. This may happen spontaneously because of creative people or it may be engineered by stimulating demands with advertising. There seems to be no end to the things people can desire once they have enough to survive. Technology and desire feed off each other in a way that seems inevitable, but for the economist an increase in GDP attributable to the Pet Rock, Hula Hoop, or Frisbee is just as real as the increase due to the personal computer or cell phone.

To the extent that economic growth is a goal of policy it would seem to be justified either by the fact that it satisfies more (and more diverse) individual desires or by the fact that it promotes fuller employment (which in turn permits more individuals to satisfy their desires). Satisfying seemingly frivolous desires of some may produce jobs for those whose most basic needs are going unsatisfied. Reducing unemployment is obviously the best justification for continued growth. There is also the possibility of raising the average standard of living even if full employment is never achieved. This benefit is often characterized as the way in which “a rising tide lifts all boats,” but it may not be noticed by the people drowning because they have not been able to get into a boat.

In the end I fear that the benefits of economic growth may well depend on how growth is measured, what is included or excluded in the calculation of the GDP. I shall probably have to return to this before I can draw any conclusions, but my instinct tells me that there may be better ways to measure the success or health of an economy. Bhutan has conceived of an intriguing alternative in their idea of Gross National Happiness.

If there is real economic growth, the amount of money circulating or the “velocity” with which it circulates should be increasing or perhaps money is becoming more valuable as prices across the board fall. In the current system, the creation of money is accomplished primarily by credit. A given level of money in circulation is maintained by rolling over loans or extending new credit as old loans are paid off. Theoretically the amount of money circulating is determined by supply and demand, but the ability of a central bank to set interest rates for certain types of loans means it can be managed to some extent. It is assumed that all of this is driven by the profit motives of autonomous economic agents.

The relationship between profit-seeking and growth may be more complex than the simple models seem to suggest. Profits may just reflect a redistribution of wealth. Suppose I start a business producing widgets and am willing to sell them at cost for a while in order to introduce them. After a year I decide to raise the price in order to make profit. Sales continue to grow and economies of scale offset my increased production costs. I am “producing” something and the economic transactions in the production and sale of the product show up in the GDP. Unless the buyers are using bank loans in order to buy the widgets, there would be no increase in the amount of money circulating. Perhaps sales of some other less desirable product fall as widget sales rise, so that money flowing through consumers wallets is ending up in my pocket rather than someone else’s.

Or to take a simpler example: I decide to start a consulting business. My net income shows up in the GDP, and maybe the company that hired me shows slightly less profit. Has the country’s wealth grown?

Real economic growth is clearly driven by technology and innovation. Some of this may be the result of profit seeking, but I suspect most major technological advances were the result of the desires on the part of engineers and scientists to understand things and develop techniques or machines for their own sake. Profit seekers will quickly latch on to new technology, but the impetus to find a better way to do something may not be the same as the impetus to make more money. Much of the core technology underlying the digital age was developed by governments in their efforts to provide defense or to explore space. Obviously a lot of creative work done by all types of artists or even craftsmen is not the result of profit-seeking. It may not find its way into the calculation of the GDP, but it is surely a product worth considering in evaluating the health of an economy or society.

The person who argues that we as a community or society cannot afford to do things that need urgently to be done is ultimately saying we are choosing to use our wealth for other things. This is, of course, precisely the pie-chart interpretation that the Ayn Rand follower rejects – that any collective “we” has any say over how “we” allocate use “our” wealth. He might just suggest that we should consume less and vote to raise taxes so the government can spend more doing the things we tell it to do. Perhaps the more relevant question is whether pumping money into the economy can stimulate growth. The conventional wisdom seems to be the “printing money” just causes inflation, but an argument could be made that having the government initiate infrastructure projects paid for by “printing money” would give consumers more money to spend thereby increasing revenues and profits for businesses and encouraging them to expand or develop new products.

There are two things in the Samuelson/Nordhaus explanation of growth which struck me as odd. First in discussing the need for investment in capital and “capital deepening, which is the process by which the quantity of capital per worker increases over time,”25 they conclude

...the wage rate paid to workers will tend to rise as capital deepening takes place. Why? Each worker has more capital to work with and his or her marginal product therefore rises. As a result, the competitive wage rate rises along with the marginal product of labor.26

This just sounds like wishful thinking to me, especially when I consider one of their examples of capital deepening: “a road builder uses a backhoe instead of a worker with a pick and shovel.”27 I can see that a backhoe operator requires different training or skills than a worker with a pick and shovel and therefore might command a higher wage, but the number of workers required to build the road has been dramatically reduced and the competition for the job of backhoe operator will surely tend to hold down the wage rate, especially as more workers learn how to operate the machine. To say that each worker has more capital to work with seems to imply that the worker owns the backhoe and his wages must include rent on the equipment. It is unclear to me why the wage rate must rise with the marginal product of each worker rather than the road building company’s profits. It is presumably the desire to increase profits with greater productivity that motivated the company to invest in a backhoe. This is not to suggest that investment in capital is not a major component in growth. It is more a suggestion of why the rising tide may not lift all boats.

The other point in their explanation of growth where I balk is the way in which personal savings is related to accumulating capital: 

Accumulating capital, as we have seen, requires a sacrifice of current consumption over many years. Countries that grow rapidly tend to invest heavily in new capital goods; in the most rapidly growing countries, 10 to 20 percent of output may go into net capital formation. The United States shows a stark contrast with high-saving countries. The U.S. net national saving rate, after averaging around 7 percent during the first four decades after World War II, began to decline and actually fell to near-zero in 2008. The low saving rate was the result of low personal saving and large government fiscal deficits. The low saving was seen primarily in the large external (trade) deficit. Economists worry that the low saving rate will retard investment and economic growth in the decades to come and that the large foreign indebtedness may require major adverse changes in exchange rates and real wages.28

First of all a profitable company may have retained earnings which it eventually uses to invest in capital goods without having any dependence on personal savings. In fact maximized consumption would seem to increase the possibility of this.

More importantly the underlying assumption of a connection between personal savings and capital investment may be applicable to the current system but seems to me to be based on mistaken ideas about the nature of money.

	[image: image]
	 	[image: image]


[image: image]

Finance
 

[image: image]


My son grew up at a time when everyone interested in making “serious money” wanted to be an investment banker. I had no idea what investment bankers did (other than make obscene amounts of money). When I went to college, few of my classmates discussed their life plans in terms of making money. Those who did I regarded as something of an anomaly. This is not to say that many of them did not go on to make large amounts of money. One of my classmates co-founded the Quantum Fund with George Soros and “retired” in 1980 when I was just beginning to struggle with the financial realities of adult life. When I knew him he was studying history and apparently knew little about the stock market. When another classmate announced some time after he graduated from Columbia Law School that he was going to work for Bernie Cornfeld, I was a bit surprised. Bernie Cornfeld created something called Investors Overseas Services which sold mutual funds and recruited customers and employees with the slogan “Do you sincerely want to be rich?” I had always assumed my friend was as idealistic as I was and headed for a career of public service. I concluded he was disillusioned by the Vietnam war and the conduct of the Nixon administration. That is to say I still regarded going for the money as a cynical choice.

Once I bought my house, I no longer had any money invested in the stock market and largely lost interest in it. When I inherited some stock from my father I put it into an account for my son and basically let it sit there. For years I played tennis with a guy who was a financial advisor and managed portfolios for individuals. He had an MBA from USC and had worked at a bank for years before becoming an independent financial advisor. He seemed to know what he was talking about, but I eventually discovered he was a con artist who liked gambling with other people’s money. A client won a judgment against him for mishandling a portfolio, but the financial advisor just declared bankruptcy, walked away from the judgment and did the same thing to another client a few years later. By the time of the 2007-2008 financial crisis I had developed a very jaundiced view of the stock market. I had also “retired” because the company where I was working ran aground, and I was trying to figure out how to maximize my retirement income.

The logic implied by the existence of the stock market seems unassailable. Companies need financing to start or expand their operations. People want to invest their surplus funds in a way that promises a better return than a savings account or government bond even if there is an element of risk involved. A market for buying and selling shares in companies needs to exist, and the more people can have access to it the better. The problem is the way a stock market seems to evolve into the world’s largest casino. Perhaps I wouldn’t mind having people gamble on stock prices if the price fluctuations did not seem to have such an impact on the economy as a whole. 

The more I read about the causes and proposed cures of the 2007-2008 crisis, the more convinced I became that there is something fundamentally wrong with the way in which our society “finances” its activity. To say that something makes no sense to me may, of course, just be a reflection of the limitations of my intellect and expertise, but I cannot accept the notion that a modern society will inevitably be plagued by increasingly catastrophic business cycles plus massive unemployment and poverty combined with extreme wealth in the hands of a minute percentage of the population. To say simply that it has always been so and ever will be is not a convincing argument. Surely there is a better way.

No one will argue with the idea that investing is necessary for the development of the economy or even just for maintenance of infrastructure and the adaptation to changing circumstances. Technology will continually create opportunities for new (and perhaps better) products and services. The question is where the money should come from.

Companies finance their investment with loans or sales of shares. Public financing for government investment in infrastructure or research comes from taxes or loans (bonds). In theory each of these sources of financing imply that the money is already “out there” somewhere in terms of accumulated cash and needs to be “channeled” into investments. As we have seen, however, loans from banks essentially create new money for the duration of the loan. Many argue that government expenditures can do the same thing. If the Treasury just issued checks to pay for infrastructure or research projects, the checks would be deposited and become part of the money supply in circulation. The problem that people have with this idea is that letting the government “just print money” gives rise to concerns about inflation because one of the factors associated with inflation is the amount of money in circulation.

In the current system when the government “prints money,” what it is doing is “monetizing debt” using the unique relationship between the U.S. Treasury and the Federal Reserve. The Treasury issues bonds, notes and bills which are essentially standardized loan contracts designed to be “securities” which can be traded in a market. Originally they were printed in a way to make them difficult to counterfeit, and, if the loans paid periodic interest, they would include coupons which were cut off and turned in to a bank for redemption when the payment was due. I am old enough to remember that my mother had a safe deposit box at the bank where she kept bonds and would clip off the coupons. Bonds that pay all the interest in a lump sum at the maturity date are called “zero coupon” bonds. As a kid I used to buy 25¢ savings stamps at school to put into a book until I had $18.75 worth and I could trade it in for a savings bond which would be worth $25 in 10 years. Savings bonds were not marketable, but other zero coupon bonds are, and the market price, which will obviously vary with the maturity date of the bond, is allowed to float. On maturity the bond will be worth its face value, but when bought and sold on the market prior to its due date, its price will determine the effective rate of return that the buyer will receive on the investment. This fluctuating rate of return on U.S. Treasury securities, especially on short term bills and notes, has a ripple effect on other interest rates in the financial market.

When the Treasury issues securities, it can transfer (i.e. sell) some of them to the Federal Reserve and its account at the Federal Reserve is credited with the purchase price. This is comparable to the way normal banks credit the account of a borrower with a loan agreement. The government is borrowing money from the Federal Reserve. The “cash” credited to the Treasury’s account is “created out of thin air.” The purchase of the securities by the Federal Reserve may actually take place on the open market via other financial institutions but the net result so far as the Treasury is concerned is the same.

The Federal Reserve, although it operates as a profit making enterprise like other banks, is required to turn all of its net profits over to the government. If it holds a Treasury bill or note until its maturity, it simply returns any interest it has earned to the Treasury. The Treasury can choose to “pay back” the Federal Reserve for the principal amount (i.e. the face value of the bond or note or bill) by having its account debited or it can “roll it over” by issuing another security to cover the amount and “selling” it to the Federal Reserve. The net effect is that the Treasury can borrow money indefinitely from the Fed “for free.”

Even though I have read several explanations of this process of “monetizing debt,” I think I am not alone in feeling there is something weird about the government creating money by lending money to itself. It seems at first like a bit of sleight of hand or at least an unnecessarily circuitous route for “financing” government operations or investment. Why not just have the government create money by issuing checks to pay for things without pretending that it is borrowing the money from the Federal Reserve? Is this just a vestigial artifact from the evolution of money and finance? Regardless of how it came about, the monetization of debt in this way is an indication of how central interest is to finance and the economy.

When the Federal Reserve was created in 1913, the stated goal was “to furnish an elastic currency, to afford means of rediscounting commercial paper, to establish a more effective supervision of banking in the United States, and for other purposes.” In 1933 this was amended to include promoting “effectively the goals of maximum employment, stable prices, and moderate long-term interest rates.” Elasticity of money refers to the ability to have the supply of currency or credit expand and contract in response to the needs of business. The rediscounting of commercial paper refers to the ability of banks to use their loans to customers as collateral for borrowing money from the Federal Reserve. Obviously the Federal Reserve is intended to be more than a way of facilitating transfers between banks. It is tasked with keeping the economy running smoothly, and it has attempted to do this primarily by controlling the amount of money in circulation or by influencing interest rates. It also deals with issues related to foreign exchange rates which can have an impact on our own economy.

So part of what the Federal Reserve is about is making sure that credit is available for investment in private enterprise as well as for financing government. The best way it has found for encouraging investment is through the influence it can have on interest rates. This seems in keeping with the way economics regards interest as the “price” of money in the interaction of supply and demand.

Theoretically if the economy is slow or in a recession, lowering the interest rate will encourage businesses to invest. Conversely if inflation is the problem, “tightening” money by raising interest rates will make businesses less able to expand and will slow things down. It doesn’t always work this way. In the 70s there were periods of high inflation even though interest rates were extremely high. Also low interest rates alone may not entice business to invest in ways that increase output. Business investment decisions are influenced by a host of other things, and inflation may be caused by things like the manipulation of international oil prices by OPEC that occurred in the 70s. Nonetheless influencing interest rates seems to be the best tool available to the Federal Reserve for keeping the economy on track.

The Federal Reserve cannot just mandate interest rates for the entire financial market. It can only set the interest rate at which it lends money to banks and influence the price of Treasury bonds by buying or selling large amounts so that the supply available to investors will cause their prices to rise or fall. Normally the rate which banks have to pay the Federal Reserve will determine the rate at which they are willing to lend money to their customers. The effective interest rate on short term Treasury bills should also have an effect on the rates other bonds competing for investor’s dollars will have to pay. In theory it should even affect the expectations for the return on other types of investment. Again reality does not always conform to the theory because there may be other factors determining investment decisions. In recent decades many businesses have sought short term profits by strategies other than investing in long term plans for growth or sustainability.

In a simplistic model of business finance investment comes from the sale of shares, and bank credit is just used for cash flow management if revenue tends to vary during different seasons. Money for expansion is supposed to come from profits generated by the business. In reality large corporations seem to have relied increasingly on loans even to the point of borrowing money in order to buy back their own stock.

Debt financing comes in different forms. Corporate bonds normally have a fixed interest rate. The price of a bond in the secondary market will vary with changes in the prevailing interest rate, but this does not affect the amount that the issuer will have to pay in periodic interest or on the bond’s maturity. In order to get lower interest costs, the company may issue convertible bonds which can be converted to shares of stock under certain conditions. Companies that are struggling and have a lesser credit rating may resort to another type of debt financing known as “leveraged loans.” The terms of these loans are custom tailored and may involve a variable rate of interest based on something like the London Inter-bank Offering Rate (LIBOR). They may also have priority over other corporate debt in a bankruptcy. Like more conventional “junk” bonds, leveraged loans are often used for mergers and acquisitions where proceeds from the loan are used to buy up sufficient shares of stock to take control of a company.

Whether there is anything detrimental about the reliance on debt financing is debatable. Hyman Minsky concluded that the use of debt in corporate finance was a major factor in making capitalism inherently unstable. He distinguished between three different kinds of debt financing: hedge finance, speculative finance and Ponzi finance.

Hedge finance is betting that revenues will grow sufficiently to pay off the loan. During periods of prosperity Minsky observed that entrepreneurs are inclined to become more adventurous and take on greater risks. So long as revenues can be counted on to cover the interest payments, they may take on debts with the expectation that when the loan comes due it can be refinanced. Minsky calls this speculative finance rather than hedge finance. The current revenue is not sufficient to pay down the principal on the loan, but it can carry the loan by covering the interest payments. In more extreme situations where revenue in the shorter term is insufficient even to cover the interest payments, businesses may engage in what Minsky calls “Ponzi” finance, where new investment is used to pay accrued interest as well as rolling over the principal. The use of speculative and Ponzi financing for business eventually leads to pressure to increase prices so that there is sufficient revenue to service the debt. Minsky sees this pressure as a major cause of inflation. 

Any business can have slow periods or seasonal fluctuations in revenue, and short term bank credit is clearly the best way to help smooth things out. Needing to continually refinance debt, however, makes a company more vulnerable and perhaps more inclined to pursue short term profits rather than long term stability. The extreme case of this is the leveraged buyout where the buyer is so burdened with debt that they may be forced to liquidate much if not all of the company and thousands of people are thrown out of work.

With equity financing there is a limit to the number of shares a company can sell without losing control or diluting the value of existing shares too much. Debt financing makes it easier (and perhaps more tempting) to keep raising the ante to the point of risking bankruptcy. Traditional bank loans are reasonably straightforward, and prudent loan officers may be able to prevent excessive speculative borrowing. Most large corporate loans now, however, are likely to be complex transactions with institutions like hedge funds, pension funds and insurance companies rather than old fashioned banks. They are driven partially by the desires of traders or dealers to earn bonuses and of fund managers to maximize their short term returns. Even banks have found ways to pass loans along to other investors and may be much less concerned about the long term viability of the borrower. 

The term “financialization” has been coined to describe a fundamental change in the economy over the last 50 years. It has been variously defined, but in its broadest sense it “refers to the increasing importance of finance, financial markets, and financial institutions to the workings of the economy.” Working from this definition, Gerald F. Davis and Suntae Kim of the Ross School of Business at the University of Michigan provide a helpful overview not only of the increasing importance of finance but of the causes and consequences of financialization in a paper entitled “Financialization of the Economy.”29 They emphasize that “the fundamental feature of financialization is a shift from financial institutions to financial markets.” The key to this shift is the ability to “securitize” loans.

One of the most critical yet under-appreciated enablers of financialization is securitization. Securitization is the process of taking assets with cash flows, such as mortgages held by banks, and turning them into tradable securities (bonds). A single mortgage is illiquid and its payment is often unpredictable: the homeowner might lose his or her job due to a medical emergency, or win the lottery and pay off the mortgage early, or the neighborhood might be leveled by a tornado. But when bundled with hundreds of other mortgages in other parts of the country, the payoff becomes more predictable due to the law of large numbers, and suitable for being divided up into bonds, with different tranches having different risk profiles. Mortgage-backed bonds are the most familiar form of securitization, but the same basic process can be done with almost any kind of cash flow, including auto loans, college loans, credit card debt, business receivables, insurance and lottery payoffs, veterans’ pensions, property liens, and more...

Securitization may seem obscure or peripheral, but it represents a fundamental shift in how finance is done. A loan represents a relationship between a bank (or other institution) and a borrower. A traditional 30-year mortgage or business loan reflected a lasting mutual commitment, and both banker and borrower had reasons to maintain that relationship for mutual benefit... From the bank’s perspective, a loan is an asset. Selling that asset through securitization fundamentally changes the relationship. From the borrower’s perspective, the bank looks more like an underwriter rather than an ongoing partner. Securitization thus shifts debt from a concrete relationship with an entity (a bank) to an abstract connection to the financial markets. This became clear during the mortgage meltdown, when far-flung buyers of asset-backed securities that were plummeting in value sought to locate the borrowers on the other end, relying on the haphazard “paperwork” documenting their “ownership.” 

Commercial banks, traditionally the most powerful financial institutions, look very different when their loans are merely temporarily illiquid assets intended to be re-sold on the market. Commercial banks traditionally took in deposits (or issued bonds) and used the proceeds to fund loans to borrowers. Their marble-pillared facades conveyed a sense of permanence and security. But if the loan will be quickly re-sold, then the bank was little more than a one-time intermediary. There is little functional difference between underwriting a bond issue (which investment banks did) and issuing a loan that will be quickly re-sold and securitized (which is what commercial banks came to do). In this sense, the wall between commercial banking and investment banking erected by the Glass-Steagall Act had become largely moot. With widespread securitization, the largest American commercial banks were transformed into universal banks with substantial investment banking operations. Meanwhile, whether they knew it or not, borrowers had become “issuers” on financial markets.30

I don’t know if it makes much difference to me as a homeowner who actually owns my mortgage so long as they do not foreclose on me. I hardly had a personal relationship with the loan officer at Home Savings of America in 1977 when I took out my first mortgage, nor did I even speak directly with anyone at Countrywide when they held my mortgage after I refinanced in 2004. Perhaps I should have, since everyone was affected by the financial crisis largely precipitated by sub-prime mortgages with Countrywide leading the pack. I also question the idea than an individual mortgage is too risky to “sell.” When I refinanced a mortgage in 2014, I originally sought to do it with Wells Fargo where I had had multiple checking accounts over the past 20 years. I got a better quote from a mortgage broker and decided to deal with him. After the refinance was completed I was told that it was being transferred to Wells Fargo Mortgage. I have no idea if this transfer was part of some convoluted bond deal, but it seems to be the reverse of the normal process of securitization by banks.

The issue with securitization of loans is the effect it has on financial institutions and the risks it creates for catastrophic financial crises. First of all the bank making the loan may be more likely to focus on pocketing the origination fees rather than validating the soundness of the loan. The risk the borrower will default is just passed along to some other investors who know even less about the borrower than the bank did. Prior to the 2007-2008 crises banks had been under some pressure from government agencies to make more loans available to lower class or minority borrowers. The introduction of variable rate mortgages had made it possible for them to offer loans to borrowers who might not otherwise have been approved. The ability to pass the risk along to others encouraged them to focus more on their own profits and obviously tempted them to cheat on the loan approval process in one way or another. With no one policing the securitization process, bad mortgages got packaged along with sound mortgages and all were regarded as sound investments. It was virtually impossible for an investors buying a mortgage backed security to know who the home owners were. All the investors knew was that they were getting a better return on a bond that had passed muster with a rating agency than they might be able to get elsewhere.

The connection between securitization and the risks of a major financial crisis are complicated. Securitization is just one aspect of financialization, and it is the combined effects of all these tendencies which give rise to the risk of massive failures. Davis and Kim ultimately see financialization as a broad “qualitative change in the nature of power relations” in society. They say that historically financial markets have an inherent tendency “to limit the concentration of power in the hands of particular actors by endorsing coordination through impersonal rules and the aggregation of economically ‘rational’ actions.” The connections they make between securitization and other consequences of financialization such as corporate focus on share holder value and growing inequality in wealth are not clear to me, however. It may be because what they see as “the shift from relationship-based businesses (such as commercial banking) to markets” involves an idea of “markets” that I cannot grasp. I can see that securitization results in a dispersal of accountability or responsibility. It encourages an atomization of finance where decisions seem to result from individuals pursuing gain rather than any kind of coordinated effort to guide investment in the “real” economy.

To understand how a “credit crunch” or “liquidity trap” can threaten an entire economy and how a bank can be “too big to fail,” it is necessary to have a better understanding of what the “products” are in financial markets. Financial markets theoretically exist for two reasons: to provide liquidity for investments and to facilitate risk management.
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Risk Management and Liquidity
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Of the maxims of orthodox finance none, surely, is more anti-social than the fetish of liquidity...31

Investors naturally look for ways to maximize their returns while minimizing their risks. Bernie Madoff’s consistent returns seemed like a sure thing for smart money if you could get in the door – until, of course, they were actually revealed to be too good to be true. A tremendous amount of ingenuity has been devoted to devising schemes to reduce or even eliminate risk in investments. It is probably safe to say that all of them depend on some contingency which is either overlooked or dismissed as negligible.

Risk management in investing is often compared to insurance. I am willing to pay an annual premium for fire insurance on my house because the premium is so low in comparison to the cost of rebuilding my house after a fire. It can be low because the insurance company insures so many houses, and the odds are that only a small percentage of them will ever catch on fire. So far as I know it is not possible to take out insurance against loss on an investment portfolio at least not with an insurance agency, but credit default swaps, which played a major role in the 2007-2008 financial crisis, are in effect a form of insurance. They are just dressed up as “investment vehicles” so that they avoid regulations which apply to insurance contracts. They are justified as a way of spreading the risk around.

Another comparison used in investment risk management is hedging a bet in gambling. In certain circumstances a gambler who is betting on a long shot can place a second bet which will limit his losses or even guarantee a profit if his long shot does not come through.32 Hedging an investment was originally a strategy of holding both “long” and “short” positions in a stock. Investopedia offers a helpful explanation of what “long” and “short” positions mean:

If an investor has long positions, it means that the investor has bought and owns those shares of stocks. By contrast, if the investor has short positions, it means that the investor owes those stocks to someone, but does not actually own them yet.

For instance, an investor who owns 100 shares of Tesla (TSLA) stock in his portfolio is said to be long 100 shares. This investor has paid in full the cost of owning the shares...

Continuing the example, an investor who has sold 100 shares of TSLA without yet owning those shares is said to be short 100 shares. The short investor owes 100 shares at settlement and must fulfill the obligation by purchasing the shares in the market to deliver.

The magic of selling something you do not own is provided by a broker who is willing to lend you shares to sell at the current price and allow you a certain amount of time to buy shares to return to the broker. If the price of the stock goes down you buy the shares for less than you sold the borrowed shares for and get to pocket the difference. In other words the broker simply requires that you “return” the number of shares borrowed regardless of the stock’s price. If the price of the stock goes up you lose on the deal, but if you had both a long and a short position in the stock you can use the shares you own to return to the broker and the whole deal is a wash so far as you are concerned. Combining a long and short position on a given stock effectively protects you from losing money and may enable you to make a little, but it may also prevent you from getting the full benefit of an appreciation in the stock value.

Needless to say “hedge” funds do a great deal more than just hold long and short positions on certain stocks. They deal in all sorts of “derivatives.”

A derivative is a financial security with a value that is reliant upon or derived from, an underlying asset or group of assets—a benchmark. The derivative itself is a contract between two or more parties, and the derivative derives its price from fluctuations in the underlying asset. 

Perhaps the most basic type of derivative is the option. An option is essentially a futures contract. A futures contract is most easily understood with agricultural produce. A farmer who has planted his crop knows what his costs are and may be interested in protecting himself against some unforeseen drop in price for his crop by entering into a contract to sell his crop for an established price well before harvest time. He is willing to forego the possibility of greater gains if prices for his produce go up more than expected in order to know what his income will be. This seems to be a beneficial arrangement for the wholesaler as well, since it enables him to know well in advance what his costs will be. It may enable some people to speculate on commodity prices, but on the whole it seems like a reasonable arrangement.

If an investor owns stock and wants to protect himself against a significant decline in its value he can enter into a contract to sell shares at a set price for a period of time. The contract can be such that he has the option to sell or not, but he pays for that option.

Conversely if an investor thinks the value of a stock is likely to go up significantly in the near term, he can purchase an option to buy at the certain price some time in the future. If its value increases beyond the set purchase price, he can buy it and then sell it on the market and make a profit. Similar contracts are possible to hedge against fluctuations in interest rates and foreign exchange rates. Sometimes the terms of the contract can become ridiculously complex.

Today’s “hedge fund” is an investment fund set up as a partnership so that it is not subject to the same kinds of regulations as publicly traded mutual funds. Hedge funds use every conceivable type of derivative to maximize their returns. To a naïve moralistic outsider like me derivatives just seem to offer exotic forms of gambling, but defenders of the faith will argue that derivatives allow individual investors to manage risk, and even make the financial markets more efficient and less volatile. I’m not sure that the two views are contradictory. It has become common in discussing investment strategies to describe investments as bets.

An individual investor has a limited number of “risk management” strategies available to him. He can sell short or purchase options, but many of the esoteric “investment vehicles” are available only to large investors like pension funds, endowments or hedge funds. 

The main consideration in an individual’s risk management strategy may be the liquidity of his investments. When the market seems to be going to hell, he can always cash out and wait for things to settle down – if his investments are sufficiently liquid. Liquidity requires an active market for the “securities.” If you lend your brother-in-law money to start a restaurant and the restaurant flops, you are not likely to be able to sell your share of the ownership in the restaurant. If you invest it in blue chip stocks, you can probably always sell the shares even if the economy starts to tank. The stock market can, of course, be subject to something comparable to a run on a bank. If everyone starts to fear the economy is tanking and pulls out of the stock market, share prices will go into free fall and you will get a “recession.” For most of my life it has been a mystery to me why stock prices have such an impact on the overall economy and unemployment.

Keynes used the phrase “fetish of liquidity” to emphasize the fact that ultimately from a macro-economic point of view there can be no liquidity. To some extent the needs of the individual investor contradict the needs of the economy as a whole. Economic health requires long-term investments, not just trading of financial “instruments” with an eye towards short-term profit and liquidity.

Of the maxims of orthodox finance none, surely, is more anti-social than the fetish of liquidity, the doctrine that it is a positive virtue on the part of investment institutions to concentrate their resources upon the holding of “liquid” securities. It forgets that there is no such thing as liquidity of investment for the community as a whole. The social object of skilled investment should be to defeat the dark forces of time and ignorance which envelop our future. The actual, private object of the most skilled investment today is “to beat the gun”, as the Americans so well express it, to outwit the crowd, and to pass the bad, or depreciating, half-crown to the other fellow.33

Pundits and politicians in the U.S. have commented on how a focus on the short term harms the economy and contributes to the great disparity of wealth, but have gone so far as to advocate closing the stock market.34 Even Keynes, who saw that financial markets encourage a pursuit of short term gains and liquidity, thought that regulation and taxes could suffice to restrain investors and encourage long term investing. 

While in theory the function of the stock market is to allow businesses to raise capital for initial operations or expansion, in fact the main function is to provide liquidity for investors. The idea is that individual investors would not be willing to invest in long-term ventures if they could not liquidate their investment at any time. Theoretically the price of the shares should be a function of the health of the company, but share prices are really more a reflection of assessments of the company by investors rather than managers of the company, and eventually they tend to reflect what some investors think other investors will think about the future price of the shares. Most of the shares sold in the stock market are sold by one investor to another rather than by the underlying company, so the company itself receives no direct benefit from the sale. Nonetheless the value of a publicly traded company is often seen as a function of its stock price rather than its actual assets and long-term prospects. 

If the company finances some of its operations with credit, its ability to secure credit may be hampered by a decline in its value as reflected in its stock price. The more difficulty the company has in securing credit, the more investors will devalue its stock. It is easy to see how apprehensive investors can send a company into a downward spiral even if there was no real reason for concern initially. So it becomes imperative for management to focus on short-term strategies that sustain or boost the price of the stock. This tendency is amplified by compensation packages involving stock options which obviously give management personal incentives to focus on the stock price.

Another way in which the stock market affects businesses is via consumer confidence. If consumers have investments in the stock market, the value of their assets will directly impact their willingness to spend or incur debt. Financial “news” also encourages the consumer to view the stock market as an indication of what the future holds even if one has no personal stake in stocks. If the stock market is taking a beating, we know to batten down the hatches and prepare for hard times. Maybe we should wait to buy that new washing machine, and another feedback loop kicks in as washing machine sales fall and workers get laid off.

In the end, though, it seems to be the availability of credit that enables businesses to flourish rather than the stock market, and credit seems mysteriously tied to the liquidity of financial markets. If there is no ready market for one type of financial “vehicle,” the market for another will tighten and there will be a chain reaction until credit dries up. The reason for the huge bailouts in 2007-2008 was apparently the absolute necessity of preventing credit from drying up completely to the point where banks and their customers could no longer continue operations.

The point of all those “financial vehicles,” though, was to spread the risk around to those who could handle it. What they seemed to have done instead was to spread the risk around to the point where it threatened everything and everyone. A mortgage lender laid off risk by “securitizing” the mortgages. A bunch of them were combined into a “product” and sold to another financial institution. They in turn split up several mortgage packages and recombined pieces of them into new “products” which they sold (with the help of rating agencies) as AAA bonds. These highly rated bonds were used as collateral to borrow funds for other investments. Nobody knew or cared whether the homeowner was going to be able to continue making payments when his adjustable rate tripled. The homeowner assumed he would just be able to re-finance the loan since the value of the property would have increased so much. Then AIG found a new income stream by insuring some of these bonds. Some people made a lot of money. The rest of us took a huge blow to the solar plexus when it all blew up. I’m not doing justice to either the complexity or the absurdity of all this, but it does seem to me that it has to do with credit and “risk management.” At some level it is based on the idea that you can eliminate risk by sloughing it off onto the next fellow.

Would the elimination of financial markets solve this problem? Certainly it would eliminate all the speculation and convoluted financial “products.” The question is whether it would dry up credit to the point where businesses could not operate. In the old fashioned model, small businesses were financed by loans from bankers who knew how to weigh the prospects of the business and evaluate the risk of lending them money. The bank accepted the risk in exchange for the potential for earning a return on its investment. In the best of all worlds it was viewed as a cooperative venture in which the bank might help the business through hard times in order to see the long term return. Businesses would also extend credit to each other in order to manage cash flow and insure long-term relationships. If a business were on the verge of bankruptcy, perhaps its creditors might work with it to keep it afloat until things improved. Maybe an occasional debt would be forgiven completely if it would benefit the community at large in some way.

What would be the incentive for anyone to extend credit to anyone else? It is easier to imagine how this works on a local scale. The rhetorical distinction between “Wall Street” and “Main Street” reflects this sense. Somehow the financial markets seem divorced from the realities of local business. Multinational corporations might not be possible without financial markets, but the dry cleaner or restaurant on the corner certainly should be, even if the equipment they currently use is manufactured by a conglomerate incorporated in Liechtenstein. Just how much would come unraveled if we pulled the plug on Wall Street? Do we need Jimmy Stewart as George Bailey to make things work on Main Street?

The prevailing idea about investment is that it comes from savings. People whose income exceeds their expenses accumulate money which they lend, directly or indirectly, to people who want to start a business but do not have sufficient funds to do so. But as we have seen investment need not be tied to individual savings. Extending credit to someone by agreeing to accept deferred payment does not require any accumulated money. It simply requires trust and a willingness to accept risk. Banks which are clearing houses for commercial transactions are in a unique position to extend this kind of credit to new or expanding businesses. The question is what it means for a bank to assume risk. What happens if their trust is misplaced or their assessment of the risk is mistaken? With the financial markets available today, the bank may be able to “securitize” the loan and pass the risk along to others. Any loss would then be a small part of numerous investment portfolios that could presumably absorb it without dire consequences. Or the bank could use the loan on its books as collateral to borrow funds at a lower rate and at the very least defer the impact of the loss in the event of a default. Without these financial markets the bank would be stuck with the bad loan and would have to absorb the loss if the borrower defaulted. But if the bank “printed the money” for the loan in the first place, what are the real repercussions of that loss? In trying to imagine a banking system in a market economy without financial markets, I feel as though I am missing some parts. A bank in such a system is clearly not a “business” in the normal sense. Perhaps it is a cooperative, like a credit union, or maybe it is a public utility, but how do you regulate a bank’s ability to “print money.”

There is a non-profit group in the UK called Positive Money which has a set of proposals for the reform of the banking system designed to restore investment in the real economy or as they say, “to democratise money and banking so that it works for society and not against it.” Part of what they advocate is a clear separation between two functions of banking. In a sense it is a restoration of the distinction between savings accounts and checking accounts, although they refer to them as “investment accounts” and “transaction accounts.” The investment accounts would be time deposits not subject to immediate availability, and they would not be guaranteed against loss. Money from pooled investment accounts could be invested in or lent to businesses, but they could not extend credit in a way that amounted to creating money. In their scheme only the government could “create” money, but they would do so based on an analysis of the need for money for further investment in the real economy. They would distribute the money in a variety of ways including expenditures for infrastructure projects, direct payment to citizens as a kind of negative taxation and possibly loans to banks for the sole purpose of investing in businesses. Their proposals can be found at http://positivemoney.org.

Positive money envisions the investment in businesses as loans, and the risk of default would be shared by the depositors and the bank:

If some borrowers failed to repay their loans, then the loss would be split between the bank and the holders of the Investment Accounts, according to the terms and conditions of the specific account. This sharing of risk would ensure that both the bank and the investor’s incentives were aligned correctly. Any investor opening an Investment Account would be made fully aware of the risks at the time of the investment, and those who did not wish to take a certain level of risk would be able to opt for alternative accounts that offered lower risks and consequently lower returns. Risk and reward would therefore be aligned, and much of the moral hazard associated with the current banking system would be removed. 

If a commercial bank suffered such a large number of defaults (borrowers who were unable to repay their loans) that it became insolvent and failed, the bank would be closed, the remaining assets liquidated and the creditors paid off. Investment Account holders would have depositor preference (i.e. they would have priority in the queue of creditors waiting to be repaid) over bondholders and shareholders. Amongst all Investment Account holders, those who opted for the lowest risk accounts would be repaid before those who opted for the higher risk accounts.35

One of the important items in their proposals is that loans made by banks using funds from investment accounts could not be “securitized” to get them off their books. There is, however, no proposal for eliminating financial markets, much less interest-bearing loans. In fact customers putting money in investment accounts can choose to have their funds invested in financial markets. The real goal of the proposal is to insure that sufficient money is always available for loans to businesses that contribute to the GDP. The focus is on money creation via credit accounts, and the solution involves shifting the ability to create money from banks to the government. Bank loans would not create money, but would simply channel existing money into investments. It is recognized that currently only a small percentage of bank loans go to businesses that contribute to the GDP, and there seems to be no indication that the proposals would result in more bank loans to the “real” economy. If the government (or the independent body established for the purpose of monitoring the need for adjustments in the amount of money in circulation) decides to create more money, one of its options is to channel that money into the real economy via venture capital groups, loans to banks or even direct investment in business.

Problem: Because most of our money is created as a result of bank lending, the lending preferences of banks determine where new money starts its life in the economy. In practice, this has resulted in the bulk of money going into property markets and to the financial sector. According to Bank of England figures, between 1997-2007, of the additional money created by bank lending, 31% went towards mortgage lending, 20% towards commercial property, 32% to the financial sector (including mergers and acquisitions, trading and financial markets). Just 8% went to businesses outside the financial sector, whilst a further 8% financed credit cards and personal loans. Yet it is only ultimately the last two - lending to businesses and consumer credit – that have a real impact on GDP and economic growth. In short, we have a system where very little of the money created by banks is used in a way that leads to economic growth or value creation. Instead, the majority of the money created has the effect of inflating property prices and therefore pushing up the cost of living. 

Sovereign money as a solution: In a sovereign money system, new money is created by the central bank and then spent into the real economy through government spending. Depending on how the money is spent, this will have a much higher impact on GDP and economic activity than the money created by banks. This is primarily because a) it will all be spent directly on activities that contribute to GDP, whereas most bank lending is not, and b) it does not come with the cost of servicing additional private debt, which could act as a brake on spending. This means that the real economy is better supported in a sovereign money system.36

There is considerable debate about the implications or feasibility of the Positive Money proposals, and there may be some inconsistencies in the proposals. Some discussions seem to imply that banks would still be making decisions about how to invest in businesses, even if they were investing money lent by the central bank with restrictions on how it could be invested. (Money created by the government and lent to banks could not be invested in the Finance, Insurance, or Real Estate sectors.) Other discussions seem to say that the government could invest in businesses either directly or via something like venture capital groups. Ultimately the question is whether the amount of money available for investment in the real economy and the ability of banks to create money through the extension of credit are the root problems. So far as I can tell there is nothing about the proposed reforms that would alter or limit the way in which speculation in financial markets affect the overall economy. While the proposals specifically say that newly created money lent to banks could not be used for mortgage loans and that the amount of existing money is (always?) sufficient for mortgage financing, I see nothing that would prevent a mortgage lender (which is not a bank) from securitizing its loans and passing them along to the financial markets.

As we have seen, however, liquidity is a double-edged sword. It may encourage “investment” but it also encourages “trading” and “speculation.” Financial markets theoretically designed to spread the risk and keep the wheels of industry turning end up making it possible for George Soros to make a billion dollars in 1992 by “shorting” the pound sterling and forcing the British government to alter its monetary policy. While an expert might be able to point out that Soros was simply seeing an opportunity created by a mistaken monetary policy and insist that regulations and enlightened government policy can prevent financial crises, it may also be that there is something fundamentally wrong with the way investment in business is generated.

Clearly the first mistake is assuming investment requires “saving” or the accumulation of excess funds by individuals. Granting credit either in the form of accepting delayed payment for goods and services or in the form of bank loans does not require savings. It is a bookkeeping entry based on trust. The idea that investment can only come from savings is derived from the idea of money as a scarce resource, i.e. a commodity.

The flip side of this question is what should be done with savings if they are not required for investment. “Hoarding” money is generally viewed as counterproductive, but this may also be based on the assumption that money is a scarce resource. Hoarding is bad because it means there is less money in circulation, which in turn presumably means the economy is being less productive. If monetary policy compensates for the money siphoned off in savings, perhaps the real concern should be that hoarded money may be dumped into the economy causing an excess amount of money in circulation which in turn results in “inflation.” The real point here is that even if money is not a “scarce resource,” the amount of money circulating needs to be tied somehow to the productivity of the economy. Perhaps it would suffice to require large savings withdrawals to be signaled well enough in advance to permit monetary policy to adjust credit levels.

If we discard the notion that saved money should “grow,” i.e. that the simple possession of money entitles the holder to more money, along with the dream of living without working or as we say living on “unearned income,” then individuals can accumulate retained earnings for large future purchases or as a buffer against emergencies, but they are not encouraged to speculate with that money. There is no issue of “liquidity” for the individual saver since he is not personally investing his savings in risky ventures. His only concerns are taxation and inflation. He can still of course choose to risk his savings by starting his own business alone or in partnership with others. Only in this sense will individual savings lead to investment in business, and as any “entrepreneur” knows this will not be a “liquid” investment.

Have we punctured the American Dream? It depends on which dream you having. If you dream of upward mobility based on hard work, frugality and bright ideas, it seems to me to be intact. If, however, you dream of making it big by gaming the system so that you can then enjoy status and material comfort without having to work, then you may need to wake up.

Would the elimination of financial markets substantially change the way investment decisions are made? We are of course only talking about investments in the “real” economy – businesses, research, infrastructure, etc. Speculation in stocks, bonds, commodities, derivatives and other “financial products” would no longer exist. The talent involved in conceiving, evaluating and selling such products would have to be employed elsewhere in what one might hope would be more productive endeavors. It is conceivable that private equity funds would still be able to finance risky innovative enterprises, but most of the investment decisions would probably be in the hands of banks and public entities which are subject to control by federal or local government. The mention that the government would be involved in making business investment decisions will probably trigger pyrotechnic displays of paranoia about “statism” and “socialism,” but it is not clear that the role of government would really have to be any bigger than it already is. Bank loan officers would probably have to be a new breed combining the best of the old-fashioned conservative loan officer with the aggressive innovation of today’s investment bankers or venture capitalists.

What would happen to the idea of a “publicly held” company where shares are owned by millions of individuals? Suppose a start-up wants to solicit financing via crowdfunding? Is there any way to prevent a secondary market for selling shares in the new company from giving rise to a new stock market? There is probably room for creative thinking here. Perhaps crowdfunding could be regulated in a way that would prohibit short term ownership of shares and only permit sales of shares back to the company based on some standardized accounting of the value of the company. The same restrictions might apply to partnerships in general to insure that ownership of part interest in a venture does not become a marketable asset. The guiding principle would always be that investment in the economy is a long-term (or longer-term) commitment. Whether being a partner in a venture could be “collateral” that could convince a bank to advance credit to the individual for unusual expenses might be left to the discretion of the bank.

If investment primarily takes the form of credit advanced to ventures by a public utility bank, who bears the risk? Can such a bank go bankrupt? If the bank makes a series of bad investments in businesses which fail, who else is harmed besides the owners and employees and perhaps customers of the failed businesses? This is a question of whose money it is that is financing the businesses. Presumably the banks depositors (if it is in fact a bank that has depositors) are insulated from the failed investments by federal deposit insurance if not some other mechanism that separates their money from the money invested. If we think of the bank as some kind of local development agency, we can hope that its managers who made the bad choices are subject to oversight and even replacement by some body answerable to the public at large. The money that was created when the credit was advanced to the businesses would still be at large circulating somewhere in the economy (unless there was some corruption involved and it is being hoarded by a crook until the dust settles). The “loan” would turn out to be a “grant.” The fact that these loans were forgiven or written off would presumably create potential inflationary pressures which would limit the ability of any bank to pour more money into the economy via investments. Taxes of some sort could be used to compensate for excess money so the risk ultimately is borne by the public at large or by the portions of the public subject to the increased taxation. If the point of investment in the “real” economy is to foster businesses which benefit society as a whole, then it seems appropriate that society as a whole should shoulder the risks. This would certainly incentivize the public to keep a close watch on the managers at whatever institution is making the investment decisions. It might make it difficult to publicly fund “frivolous” ventures, but presumably the more adventurous individuals who have accumulated some reserve purchasing power would be happy to gamble on these ventures. Austerity might mean cutting back on luxury items rather than skimping on education or infrastructure maintenance.

Any venture involves the risk of failure or limited success. In the current system a business that consistently breaks even is not really considered a success, since it is a venture whose goal is to produce a profit. Muhammad Yunus is a great advocate for “social businesses” whose goal is to solve problems not to generate profits,37 but they are still meant to be self-sustaining businesses. In other words they can fail if they do not generate enough revenue to be self-sustaining in the long run. The desire to avoid risk in economic ventures is a bit like the desire to avoid death in life. It is an understandable desire but ultimately an unrealistic goal. The best way to manage risks is to share them with our fellow citizens, not to sell them to them.

If one has accumulated reserves of purchasing power, are there other avenues for investing it, if it cannot be used for interest-bearing loans? Perhaps the only investment vehicle available would be either direct investment in small businesses or investment via a cooperative venture capital operation. I am guessing such investments would require a commitment of several years, and perhaps there would be alternatives like CDs where the commitment might be 3, 5, 7, 10, 15 or 20 years with the longer commitments offering greater profit participation in some way. Perhaps the return on the investment would only be paid at the end of the term rather than doled out as “dividends” along the way. In any case the return on my investment would be a function of the success of the venture it was funding, and there would be a risk involved. Any attempt to use surplus cash to generate even more money will involve risk since it will be a direct investment in the “real” economy.

If I cannot lend my cash reserves and expect interest on the loan, can I use my cash to buy assets which I can rent to others for more than the rate at which the assets lose value or will there still be a market in “assets” (other than financial instruments) which have the potential for appreciation? The most obvious asset in this category is real estate, but people also rent vehicles, tools, furniture and apparently now even clothing and jewelry. Of these perhaps only real estate can be expected to hold its value indefinitely or even appreciate. Other things may become “collectibles” with age, and I have to wonder if there is any way to stamp out speculation in collectibles. The same may be true of commodities, especially ones that can be stored indefinitely without deteriorating. How do you distinguish between a middle man who is simply enabling goods to be distributed efficiently and a speculator who is attempting the corner the market?

Ownership of real estate, be it buildings or arable land, seems to me to present special problems for any alternative economic system. It was after all the privileges enjoyed by the landed aristocracy that provoked much of the interest in revolution and “socialism” or “communism.” Owning “real” property seems to be one of the best ways to enjoy an income based on the labor of others, so if each of us dreams of being able to live without working, we are unlikely to vote for a society in which this is impossible or illegal..

We may be getting closer to the issue of whether money should be a “store of value.” Conventional economic theory about individual savings and investment is based on the assumption that society needs savings invested in order to remain healthy and grow. All the talk about money growing over time if it is “put to work” is really just a way of saying investment requires savings. As we have seen, businesses can be “financed” via credit that does not require the contribution of any individual’s reserve purchasing power. So we don’t have to “incentivize” individuals to “invest.” 

Similarly there is no natural law that says an individual’s savings “should” grow. In fact I suspect that I am not alone in finding it morally repugnant that someone can make more money simply because he already has more money than he requires for his current expenditures. We think he is being rewarded for his virtuous frugality because we think his money is required for investments which keep the society healthy. It is repugnant to me because it seems to involve a redistribution of purchasing power for no good reason. I have yet to see how this aspect of the economy is not a zero sum game. If my money grows, either someone else’s money is shrinking, or else there is more money in circulation resulting in the risk of inflationary pressure making everyone’s money less valuable. When people talk about “wealth creation” or “wealth management,” they are not really talking about wealth in the sense of newly created resources or products which will contribute to the overall health or growth of the economy. They are talking about an individual siphoning off a larger share of the money circulating in the economy and making sure he can keep it for his own benefit. In a Ponzi scheme it looks as though everyone involved is benefitting – until the chickens come home to roost.

Once we understand the true nature of money, the idea that one gets a medal as a “job creator” for “investing” his or her money begins to crumble – unless we also award job-creator medals to everyone who pays taxes. The difference between paying taxes and investing is that an investment is supposed to result in the accumulation of wealth by an individual. Even a business that fails creates jobs for a while, so perhaps we should applaud those who lose money in their investments as well as those who get a return.

“Store of value” does not necessarily imply that the value appreciates. It simply implies that purchasing power can be used in the future as well as the immediate present. The only justification for allowing reserves of purchasing power to grow is to counteract inflation that will cause them to diminish over time. This strikes me as a bandaid for the injuries of inflation which does more harm than good. If one of the causes of inflation is excessive money in circulation, surely the cure is not to be found in giving more money to wealthy individuals.

The idea that money is not functioning properly unless it is circulating leads some to advocate negative interest on idle money. It can also result in rather convoluted suggestions that “savings” should be in the form of stores of commodities. Both these suggestions seem to me to miss the point about the nature of money. I see no reason why it should not be possible to hold reserves of purchasing power for future use. How individuals can accumulate such reserves is a separate issue, and I confess that I am intrigued by the idea that in a truly democratic society individuals should not be “investors.” This is not to say that investment decisions have to be “centralized” in some federal bureau. There are a host of other ways to implement investment in the “real economy.” 
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Investment, Capital and Property
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Investment is what enables productivity to grow. The simple model for a “free enterprise” economy involves the “entrepreneur” who has accumulated enough money to launch his own business or who has hustled up investors who are willing to let him use their money in exchange for a piece of the action. The implication is that the decision to start or expand a business is made by an individual or a small group of investors. They risk their own money in the belief that the product or service they are going to offer will eventually generate enough income for them to recoup their investment and make a profit. The main argument one hears in favor of this type of capitalism rather than some form of socialism is that individual entrepreneurs are more efficient at sussing out what type of business is likely to thrive at any given time or place. Would an economic development sub-committee looking for ways to build up magazine publishing and all the businesses that support it in Chicago have come up with the idea for Playboy?

Suppose investment decisions were made by some form of governmental bureaucracy rather than individuals with savings. Let’s assume that in 1953 regional and local branches of the bureaucracy were relatively autonomous and the group in Chicago happened to include some fairly open-minded and adventurous types. There is an open door process in which they accept applications for funding for projects since they are smart enough to know the limits of their own imaginations. In walks a young college graduate with a few years of magazine work under his belt who wants $8,000 to start a new magazine about which he is clearly passionate. Perhaps he is a bit more nervous pitching the idea than he would be to relatives and friends of friends, but it is not inconceivable that some members of the committee might be taken with his enthusiasm and willing to gamble a small part of their annual budget on this idea. What would the difference be in terms of how it played out?

Perhaps the more relevant questions are what would be the guidelines used by the committee to evaluate proposals and what would be the motivation of the people presenting projects for funding. There are actually meetings like this taking place every day at film and television production companies or studios. Somebody comes in with an idea, maybe even a completed script, and no one on either side of the table has a clue as to whether it could be a successful film or TV program. It is conceivable that the person pitching the idea only wants to make money and be famous, but the chances are good that he is moved by something else as well. The people on the other side of the table know that they are gambling, if not with their own money then with their careers and their ability to send their kids to private school. No one pretends to be able to predict the box office potential of the project, and the decision they make is probably justified with talk about “the story” and the presenter’s “passion for the project” which is infectious. If the buyers really are hard boiled bean counters, then imagine instead what happened when the Russian Ministry of Culture agreed to put up 35% of the financing for Leviathan, a film they subsequently criticized for its negative depiction of ordinary Russians but nonetheless selected as Russia’s official submission for the Oscar for foreign language film. Or try to figure out how Tarkovsky could have made any of the films he made in Russia. I can’t.

My point is simply that worthwhile investment decisions can be made by some group other than “entrepreneurs” looking for a profit, but for most of us in the U.S. “investment” implies the use of individual savings and private property. 

It is probably impossible to know the ultimate origins of the notion of private property. Perhaps the caveman who crafted a tool or weapon regarded it as his in some way, but how would we know? The point at which the idea of private property changed the course of history is surely the moment when people agreed that land could be “owned.” Private property is often explained with a myth about the ownership of land, most famously formulated by John Locke.38 It is the cultivation of land that entitles an individual to “own” the land. This has a special resonance with an American reader because of the image of the “settler” which is fundamental to our idea of the history of the United States. The settler finds a plot of land in the wilderness where he builds a home, clears the fields, and cultivates crops. We think it is appropriate that he be granted “title” to the land for his efforts. In fact the government went a step further in its efforts to settle certain parts of the country and made it possible for “homesteaders” to own a plot of land simply by staking out a claim and filing the necessary paperwork. These days “settlers” in the West Bank might be regarded with a little less enthusiasm.

Strict Libertarians do not think it was appropriate for Columbus to claim Spanish ownership of an entire island or continent simply because he set foot on its shores. It is the mixture of human labor with the natural resources that entitles one to claim ownership of land. It is not clear to me though why the settler is entitled to ownership of the land itself rather than just the produce he cultivates. If I chop down a tree to sell for firewood, does that make me the owner of the space previously occupied by the tree? Admittedly clearing land so that it can be cultivated to produce crops which had not grown there naturally seems like a different thing, and building a house on a plot of land seems to wed the product of ones labor with the land in a way that might be difficult to separate. There are, of course, leasehold arrangements where the ownership of a dwelling is not tied to the ownership of the land on which it stands, and in assessing the value of property we distinguish “improvements” from “land.” Mineral rights are another interesting aspect of property. Does the fact that I planted vegetables on my plot of land really mean I am entitled to royalties on all the oil that can be pumped out of the ground when it is discovered beneath my farm? 

Any conundrums resulting from a labor theory of property are probably the result of the fact that Locke was not introducing the idea of private property, but attempting to put it on a new footing. To some extent he was probably rebelling against the prevailing ideas about land ownership in a feudal society. My impression is that land ownership derived from a social hierarchy (rather than vice versa) and that originally entitlements with regard to land were established by social status if not force.

Many Americans think that the only alternative to an economy based on private property is communism, which is conceived as a totalitarian dictatorship in which the individual is subjugated to the state. Libertarianism seems to be based on a dichotomy between individualism and “statism” with a dangerous slippery slope inclined towards statism. It may well be that individualism as celebrated in American culture can not be separated from private property, but there may also be a wider spectrum of definitions of private property than we acknowledge, and the slippery slope may tilt both ways.

Is it possible to imagine an advanced economy without private property? For many people the idea of private property probably starts with a paycheck. This is my hard-earned money, and I am entitled to use it however I want. “Buying” something seems to imply “ownership,” although it is possible to use things we do not “own.” I can live in a house I don’t own, and much of what I buy I “consume” one way or another rather than hold as an “asset.” Property, when it does not refer specifically to land and buildings, is generally something that has relatively lasting value. Keep in mind that economic value is a function of the desires of the rest of the people with whom I live. The hoarder may see value in the piles of stuff in his living room, but the rest of us know it is garbage.

After the Russian revolution there was a brief period where the leadership tried to implement an economy in which everyone received an equal monthly stipend regardless of what he or she did. The goal of this policy can be interpreted in various ways, but one way to look at it is that by divorcing income from work every individual in the society was being regarded as equally valuable. The output of the economy belonged to everyone, and profits did not accrue to individuals or businesses. We all know how well this worked out, but the impulse behind it is intriguing. 

Note that the Russians did not attempt to eliminate money from their economy (although Cambodia did briefly in 1975 under the Khmer Rouge). So long as there is money, there is some form of property. The Russians could choose to spend their stipend on potatoes or vodka or whatever else was produced, but individuals were theoretically not able to accumulate wealth through “investing.” Most Americans would simply scoff at the idea that such an economy could work at all, saying that no one would choose to work if they did not have to. 

As much as free market economists may argue that private property is the best way to maximize efficiency in the allocation of resources, the appeal of private property to the individual seems to me to be largely three things: a desire for “independence,” a desire to acquire status and power in society and a desire to provide similar status and power or independence to ones children. For much of European history marriage among the upper classes was essentially a merger of two enterprises and inheritance laws were designed to preserve the estates created by consolidation in marriage. The desire to accumulate wealth is based to some extent on a competitive sense of economics as a zero-sum game, and it seems only natural that someone would strive to acquire as much wealth and live as “well” as possible. It also seems natural to us that one would want to give ones children a head start in the game.

Financial independence is to some extent an illusory goal since the value of ones assets depends on a market. One cannot be literally financially independent from a society in which one lives. Obviously plenty of people achieve financial independence in the sense that they have enough income-generating assets that they can safely assume that they will never have to work again – unless there is some sort of apocalyptic catastrophe. Some folks thought they were well on their way to financial independence in 1929. 

Private property is fundamental in the Libertarian understanding of society and economics. Murray Rothbard calls “the precious concept” of property “the base and groundwork of the entire social order,” and attempts to explicate the logic of private property in his book, For A New Liberty: The Libertarian Manifesto. It is basically an interpretation of Locke’s labor theory of property. He begins by saying, “The libertarian creed rests upon one central axiom: that no man or group of men may aggress against the person or property of anyone else.” The idea of property is assumed as something obvious or self-evident, although he does attempt to ground it in a “natural law” analysis of man’s essential nature. He explains private property by an interpretation of Locke’s labor theory of property so that eventually he can say

The central core of the libertarian creed, then, is to establish the absolute right to private property of every man: first, in his own body, and second, in the previously unused natural resources which he first transforms by his labor. These two axioms, the right of self-ownership and the right to “homestead,” establish the complete set of principles of the libertarian system. The entire libertarian doctrine then becomes the spinning out and the application of all the implications of this central doctrine.39

One conundrum in this labor theory of property is that I absolutely own the product of my own labor – except when I don’t, as in when I am a hired hand. Libertarians squirm out of this by classifying “my labor” as something which I can sell on the market. I am only a slave if I am coerced into working for less than the market value of my labor. Is it coercion if I only seem to have a choice between starving and working for $8 an hour? Marxism, of course, jumped on this and made a capital case out of the fact that a worker does not own the product of his own labor. It turns the tables on classical economists by saying that someone who does not own the product of his labor is alienated from his own nature. 

The labor theory of property seems to me to be a rationale for one of many possible social conventions regarding the distribution of control over resources and produce. It is a nice and fairly persuasive metaphor, but in reality very little property these days is acquired directly through the transformation of unused natural resources into a product which has market value. Most property is purchased or inherited. Whether the ownership is legitimate then becomes a matter of the provenance of the property. What if I stole it or purchased something from someone who acquired it illegitimately? Suppose the estate I buy in England was originally part of an area seized by Viking hoards who slaughtered all the previous inhabitants. Or my inheritance comes ultimately from an olive oil importing business whose revenues were enhanced by racketeering.

Libertarian economics is all derived from an idea of the human individual. It starts with the individual and conceives of society in terms of interactions between individuals. On the surface this seems to make complete sense, but part of me balks for some reason. For free-market economic theory individual human desire is the opaque given which drives everything. Any consideration of how social forces generate and shape desire is considered irrelevant to economics.

The libertarian idea of the individual also results in the conclusion that society is not an entity in any meaningful sense. 

The individualist holds that only individuals exist, think, feel, choose, and act; and that “society” is not a living entity but simply a label for a set of interacting individuals. Treating society as a thing that chooses and acts, then, serves to obscure the real forces at work.40

When Margaret Thatcher said “There is no such thing as society” she also said, “There are individual men and women and there are families and no government can do anything except through people and people look to themselves first.”41 The strict libertarian would maintain that, like society, even the family is a “fictive entity:”

Society is a collective concept and nothing else; it is a convenience for designating a number of people. So, too, is family or crowd or gang, or any other name we give to an agglomeration of persons. ...When the individuals disappear so does the whole. The whole has no separate existence. Using the collective noun with a singular verb leads us into a trap of the imagination; we are prone to personalize the collectivity and to think of it as having a body and a psyche of its own.42

The point of this, of course, is to resist any assignment of responsibility to society for individual behavior. Rothbard attempts to reveal the absurdity of holding society responsible by defining society as “everyone but yourself.” What the argument misses, however, is the fact that every entity except for some sub-atomic particle is composed of interacting “individual” elements and disappears when the elements disappear. It may well make more sense to view society as a self-perpetuating system comparable to an organism. How individuals should be held accountable for their behavior is a separate issue.

Mainstream economics avoids the conundrums of a libertarian labor theory of property by framing the whole discussion in terms of “capital.”

The two great input partners in the productive process are labor and capital. We know what labor is, because we are all workers who rent our time for wages. The other partner is capital—a produced and durable input which is itself an output of the economy. Capital consists of a vast and specialized array of machines, buildings, computers, software, and so on.43

What is missing from this partnership of course is the element of natural resources which are not an output of the economy. The definition of capital seems to expand to include the natural world or at least those parts of it owned by individuals or corporations.

In a market economy, capital typically is privately owned, and the income from capital goes to individuals. Every patch of land has a deed, or title of ownership; almost every machine and building belongs to an individual or corporation. Property rights bestow on their owners the ability to use, exchange, paint, dig, drill, or exploit their capital goods. These capital goods also have market values, and people can buy and sell the capital goods for whatever price the goods will fetch. The ability of individuals to own and profit from capital is what gives capitalism its name.44 

The settlement of the American west provides a nice example of how every patch of land can have a deed or title of ownership.45 The land was considered "public domain" owned by the government and then given or sold to homesteaders, railroads, or speculators. How the government dealt with the previous inhabitants of the land has been well documented.

The textbook discussion of property rights acknowledges that property rights are not absolute. 

Interestingly enough, the most valuable economic resource, labor, cannot be turned into a commodity that is bought and sold as private property. Since the abolition of slavery, it has been illegal to treat human earning power like other capital assets. You are not free to sell yourself; you must rent yourself at a wage.46

Two things emerge from this: property rights are subject to regulation rather than being absolute natural rights, and human labor is not a commodity, no matter how much literature there is regarding “human capital.” 

How to regulate property rights is surely a matter of social consensus which may evolve with a society. In other words the nature and extent of “property rights” are the result of political decisions.

Human labor may no longer be a commodity, but there is a “labor market” and education is classified as an investment in “human capital.”

The term “human capital” refers to the stock of useful and valuable skills and knowledge accumulated by people in the process of their education and training.47 

This enables education to be viewed as an investment and “economic studies of incomes and education show that human capital is a good investment on average.”48 In other words the high cost of a college education is justified because it is an investment which yields a return as higher earnings later in life. Whether this is actually true is debatable.49

The real question is who controls the capital and who decides what (or whom) to invest in. Capitalism is an economic system in which individuals (or corporations) can own and profit from capital. When the textbook says that “almost every machine and building belongs to an individual or corporation,” it is gliding over the possibility that capital can be publicly owned and still used in ways that do not produce profits for individuals or corporations but nonetheless provide benefits for the whole economy. There has obviously been a trend towards “privatization” which seems to want to replace “can own” with “should own” based on the assumption that private companies are always more “efficient” that public “bureaucracies.”

There is a similar elision in the textbook description of capital investment: 

If people are willing to save—to abstain from present consumption and wait for future consumption— society can devote resources to new capital goods.50

Economic activity involves forgoing current consumption to increase our capital. Every time we invest—building a new factory or road, increasing the years or quality of education, or increasing the stock of useful technical knowledge—we are enhancing the future productivity of our economy and increasing future consumption.51

This makes it sound like individual decisions to forego consumption and save make possible the increase in capital required for growth. Building interstate highways or intercontinental ballistic missiles may involve forgoing consumption in some indirect way, but it is not the aggregate individual decisions to set aside some cash that makes such investment happen. Whether it depends on taxation affecting everyone is a question to be addressed later.

Let’s try to view investment through a different mythical window. Suppose we start with a small community with access to a certain amount of resources, both natural and human. They have a town meeting to decide how to allocate those resources among various projects proposed by anyone and everyone. It is safe to assume that different citizens have different priorities. Some think a hospital is more urgently needed than a beauty parlor; others think the primary focus should be on farms supplying sufficient food for everyone. The format for the town meeting is direct democracy in which each citizen has an equal voice or vote. Probably each would have a number of votes. Presumably I could not just vote to have my neighbors do all the unpleasant tasks while I tended the apple orchard or sculpted the statue for the town square. Perhaps the first round of voting determines the top priorities and a subsequent round of bargaining determines who does what. Maybe in order to persuade someone to collect the garbage he would be rewarded with extra votes to give him more influence over the allocation of other resources. If I’m going to be in charge of waste management, I at least want to have a nice park available to me in my off hours, maybe even one with a swimming pool. 

The immediate obvious objection to this story is that “communism” of this sort can only work with a small and relatively primitive community. The point, however, is that the votes each person has are what becomes “money” in an economy where the “market” replaces the town meeting. The difference is how we decide who gets more “votes” in a market economy. Obviously we don’t provide extra “compensation” for those who perform onerous tasks; in fact the market generally finds a way to pay such workers less than those with cushy jobs. Clearly the citizens with the most money exercise the greatest influence over the allocation of resources and the direction of “projects.” They also are probably the ones leading the campaigns to prevent any town hall meetings from interfering with their ability to do so. As Calvin Coolidge said:

After all, the chief business of the American people is business. They are profoundly concerned with producing, buying, selling, investing and prospering in the world. I am strongly of the opinion that the great majority of people will always find these the moving impulses of our life.52

If you throw a man into a lake, he is going to try to swim to shore, but if you ask him to participate in the design of a dam to make a lake, he may well also be interested in insuring that people have fishing boats and life preservers. The idea that most people are motivated by “producing, buying, selling, investing and prospering in the world” makes complete sense from the point of view of the individual who finds himself having to “sink or swim,” i.e. having to “earn a living” in the midst of an economy driven by market forces over which he has little or no influence. 

The difference between trying to swim and designing a lake is like the difference in perspective I encountered when a friend lost patience with my attempts to understand money:

I’m sure you believe you have reached a great level of understanding about money—if one measures that by the sheer volume of words on paper. Try telling your grocer how much you’ve learned. Try putting that new wisdom to use in investing. Be thankful you were able to buy a house in Brentwood when you did. I have learned a few things about money in the last 40 years and I have the assets to prove it. Can you say the same?53

I may or may not be swimming as well as my friend, but I refuse to accept the implication that it is a waste of time to examine the assumptions on which our economic system is based.

What happened to the “self-evident” idea that all men have an unalienable right to “life?” Is it sufficient that one have a pulse or do we all have a “right” to sufficient food, clothing and shelter to be able to plan what we are going to do tomorrow? What we really believe is that the right to life is not God-given, but “earned” by making oneself useful to others. If you cannot find a way to be useful, then you are not entitled to use any of the resources “owned” by others. The difference between a child and an adult is that a child deserves to be taken care of while an adult can be left to fend for himself even if it means sleeping in an underpass and begging.

How do we decide what to invest in? With the current system a billionaire who thinks colonizing Mars is a great idea can pour money and resources into a long-range program for doing so even though most people might think the resources would be better devoted to solving problems on earth. On the other hand the decision to send astronauts to the moon was made by the federal government. A group of millionaires can develop a stylish electric car to the point where they can sell stock in their company, but the roads and bridges on which to drive such a car are built by the government. A “market” economy is supposed to be driven by “consumer preferences,” but in 2019, government expenditure amounted to 35% of the gross domestic product.54 

A lot of politicians insist that "big government" is not only bad for the economy but a threat to individual liberty. How big is too big, and why exactly is government spending bad for the economy?

Most people assume that the government is an entity like a household or a business where expenses must be covered by income. If a business consistently spends more than it earns, it will “go out of business” and cease to exist. If an individual lives beyond his means for too long he will be forced into bankruptcy. He may not cease to exist, but he may well end up homeless and unemployed. A government’s primary source of income is generally thought to be taxation, and if its expenditures exceed its tax revenues, it must borrow to make up the difference. Deficit spending and escalating government debt is generally considered a major problem, and it is assumed that allowing a government to default on its debt wreaks havoc on the global as well as the national economy.
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Deficit Spending
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Does the fact that the government is in a unique position of being able to “create money” mean that the analogy to a household or business does not apply? For many people financing government expenditures by “printing money” seems suspect, if not fraudulent. The government, of course, does not create new money by literally printing dollar bills. Only about 10% of the money in circulation consists of coins and dollar bills. The rest is just entries in bank account ledgers and the like. The most common explanation of how the government creates money is that the Federal Reserve lends money to banks at an interest rate that makes it profitable for the banks to extend more credit to its customers. (Does it have to “borrow” the money it lends to the banks?) It is the bank loans that actually put more money into circulation. The most appropriate description of how money is created and which institution actually creates it is the subject of some debate among economists and one of the things that separates “modern money theory” from some “Post-Keynesian” theory.

Malcolm Mitchell, one of the proponents along with Warren Mosler of “Modern Monetary Theory,” is emphatic about the implications of the government’s ability to create money. 

Because our Monetarily Sovereign nation has the unlimited power to create its sovereign currency, the dollar, it never needs to ask anyone for dollars. It doesn’t need to tax or borrow, and it never can be forced into bankruptcy. It can pay any dollar-denominated invoice of any size at any time.

In fact, the federal government creates money by paying its bills. The U.S. has created many trillions of dollars, simply by pressing computer keys, and will continue to do so. It does not “owe” anyone for creating these dollars.

The U.S. government cannot live beyond its means; it has no means to live beyond.

By contrast, if the debts of France, Germany et al, exceed their ability to obtain euros they, as monetarily non-sovereign nations, could be forced into bankruptcy. They did not create the euro, nor do they have the unlimited ability to pay bills.

Everything you believe about your personal finances — debts, deficits, spending, affordability, saving and budgeting — are inappropriate to U.S. federal finances. For this reason, your personal intuition about U.S. financing likely is wrong.

Because the U.S. cannot be forced into bankruptcy, none of this nation’s agencies can be forced into bankruptcy. The U.S Supreme Court, the Department of Defense, Congress, Social Security, Medicare and any of the other 1,300 federal agencies cannot go bankrupt unless the federal government wishes it.

(All the talk about Social Security or Medicare going bankrupt is misguided. Even if FICA were eliminated, Social Security and Medicare would not need to go bankrupt, unless Congress wished it. They could pay benefits, forever.)

The unlimited ability to create money is an uncontested fact for Monetarily Sovereign nations, although at any given time economic growth, inflation, deflation, recession, depression and social factors may influence a nation’s decision to create money.55

The caveat contained in this last sentence may be a point that many critics of the theory overlook. At the very least it indicates that things may be more complex than simply creating money to pay for everything. Most critics insist that unlimited creation of money will produce hyperinflation and point to the hyperinflation created when the German government tried after World War I to solve its economic problems by literally printing money. Another summary of modern monetary theory by Cullen O. Roche takes pains to emphasize that the theory does not entail a license for government to spend recklessly.

So what’s the bogey here? What’s the catch? Because surely you must be asking yourself why this sounds like a free lunch. We can just spend to our hearts content, right? Absolutely not. The bogey here is inflation which is constantly moving up and down with the amount of money in the system based on my tax rate, spending, borrowing, etc. Thus, government cannot just spend and spend and spend or the extra dollars in the system will chase too few goods and drive up prices. It’s important to understand that government cannot just spend recklessly. This is important so I’ll say it again. This does not give the government the ability to spend and spend and spend. If they spend in excess of productivity and tax too little they can create mal-investment and inflation. Likewise, if the government taxes too much and spends too little they create a government surplus and private sector deficit (by accounting identity). This can result in deflation and/or excess private sector debt levels as the private sector literally suffers a dollar shortage. 

Some people claim that Modern Monetary Theorists say deficits don't matter. That is a vast misrepresentation of MMT. No Modern Monetary Theorist would ever say such a thing. Deficits most certainly do matter. Maintaining the correct level of deficit spending is, in many ways, a balancing act performed by the government. It is best to think of the government's maintenance of the deficit like a thermostat for the economy. When the economy is running cold the deficit can afford to be higher. When it is hot the deficit should be lower.56

Keynesian economists have long argued that deficit spending is a way to pull the economy out of a slump. The public works program under the New Deal was similar to the proposal of Modern Monetary Theory that the government should be the employer of last resort guaranteeing that every person seeking employment has a job. Some commentators insist that there is nothing new about “modern monetary theory” since all of its basic tenets are contained in Keynesian or “Post-Keynesian” theory. The main difference may be the way Modern Monetary Theory interprets the means by which the government creates money to finance its expenditures.

Reading debates about monetary theory can make my brain feel like a soccer ball. Sometimes I can see that people are talking past one another without seeming to get the point of what the other has said, but often they seem to be using completely different conceptual frameworks to talk about the complex procedures by which the Federal Reserve attempts to regulate the economy. Modern Monetary Theory, of course, says that is precisely the point, because traditional frameworks for understanding the economy and formulating monetary policy became obsolete when we went off the gold standard. The same is true in an even more radical way, of course, for the ideas of Amato and Fantacci:

We need a phenomenology of finance precisely because its underlying features tend not to manifest themselves. Those involved in the general economic discourse – staunch supporters or stubborn opponents, posthumous or springtime prophets – tend in fact not to see what turns finance into something it really should not be. Above all, they are so caught up in the present-day dogma that they cannot even see it as such.57

Amato and Fantacci also agree that going off the last vestiges of the gold standard had a profound effect on the nature of money, which was not fully recognized at the time:

In fact Nixon’s decision, however unwittingly, had disruptive effects on the very nature of money. Three distinctions that had hitherto remained – albeit with increasing vagueness – at the basis of the international monetary and financial system were abruptly and definitively wiped out: the distinction between money and credit; the distinction between national and international currency; and the distinction between money and commodities.58

Modern Monetary Theory strikes me mainly as an attempt to step back and see the big picture, to see the U.S. economy as a whole and to take a fresh look at how the fiscal and monetary policies of the government function as part of a system. Some of its advocates may overstate their case or get carried away by their own rhetoric. They seem at times to conflate logical priority with historical origins, and there may be some validity to the criticism that the theory is based on generalizations which oversimplify how the system works, but the issue of whether something fundamental changed when we went off the gold standard seems valid. Needless to say I am sympathetic to the idea that we need to understand money before we can develop policies to fix what is wrong with the economy.

The idea that it is a mistake to even think about government spending in terms of a need to balance the budget is perhaps the most striking contribution of Modern Monetary Theory. This may not be new – the concept of “Functional Finance” advanced by Lerner in 194359 was intended to shift the focus of fiscal policy from a goal of balancing the budget to that of insuring maximum productivity without inflation – but it clearly seems alien to the rhetoric of almost every member of Congress. Even liberals view deficit spending as a corrective measure which is only required during recessions and appear to believe the ultimate goal is a balanced budget and “manageable” national debt. The idea that government budgeting and financing is essentially the same as household budgeting and financing seems firmly engrained in all our political debate. (One notable exception: Stephanie Kelton, one of the most visible advocates of Modern Monetary Theory was an economic advisor for the Bernie Sanders’ campaign. She was also the Chief Economist for the Democratic Minority Staff of the Senate Budget Committee.)

Deficit spending does not seem to involve the creation of money if it involves the sale of bonds. It seems appropriate to use the metaphor of “printing money” if the government is just issuing checks to pay for spending on defense or infrastructure or welfare, but is it “printing money” if it borrows money to cover government expenditures? In this case expenditures are covered by borrowed money which presumably already exists. In fact the most striking thing to me about the “creation” of money is that it seems to be achieved by “loans.” I can see that banks extending credit to customers are in effect creating money out of thin air. A bookkeeping entry “creates” money which is dispersed through the economy as the borrower “spends” it. When the loan is eventually repaid, the newly created money evaporates, even though some kind of wealth (marketable products?) that it has been used to create may remain. The federal government can similarly “create” money by extending credit or making loans or even conferring grants. The mechanisms by which it can do so are complicated by the fact that both the Treasury and the Federal Reserve Bank are involved.

Rather than try to sort out the differences between open market operations, the federal funds market, the discount window, repurchase agreements, and the term auction facility, I am content to recognize that all of these methods seem to involve loans or bonds in some way. The question I have is whether any of them (or some other method at the government’s disposal) involves simply entering a number in a ledger in the way that Modern Monetary Theory seems to imply when it describes the combined actions of the Federal Reserve and the Treasury as one governmental entity “creating” money. If the Treasury “issues” a bond, note or bill which the Federal Reserve buys, the Federal Reserve credits the Treasury’s account in the same way a bank credits a customer’s account in a loan. If you regard the Federal Reserve as part of the government, then the government is selling the bond to itself. The difference between this transaction and literally printing new money to deposit in the account is that the bond, note or bill is a loan that theoretically must be repaid and involves interest (which may be 0%). The question is why money creation has to be in the form of a loan, especially if the interest on the loan is 0%.

The concept of a loan seems to imply that the money already exists and is being “lent” rather than “created.” The concept of “credit” seems a bit looser. Extending credit means you are willing to wait to receive payment and the transaction itself does not require a transfer of pre-existing money. When a bank extends credit, though, it is in effect creating money, because the customer can write checks against the amount to pay for goods and services. Nonetheless a bank credit line results in a loan which must be repaid. When the loan is repaid, the money that was created by the loan goes away. Maybe this is the point.

If "printing money" is conceived as a kind of loan, the money created potentially has a term or a limited life. If the loan is not "rolled over," the amount of money circulating will be reduced. Money is not a “resource” of which there is a fixed or limited supply. In 1923 the German government may have literally printed trillions of marks worth of banknotes, but that is not what happens now when the U.S. governement "prints money." Money creation is a record of a transaction and not the creation of something "permanent." It is an adjustment to the purchasing power in the economy for which we have yet to find a better name than "a loan." Like the extension of credit by a bank, it is essentially an expression of trust – trust that the purchasing power will be put to good use and the amount eventually repaid if necessary.

Obviously not all the money in circulation was created by loans or credit. Surely some of it (perhaps the 10% that is actual printed money) stays around permanently. What would happen if all the loans on everyone’s books were paid off? Would there be a catastrophic amount of “money” drained out of the economy?

There is one school of monetary theory which emphasizes the idea that interest-bearing loans involved in the creation of money can never be paid completely so that the loans must be perpetually renewed. The reason the interest could never be completely paid is explained by a simple formula involving the amount of money created by the loans, P, and the interest charged on those loans, I. Obviously P is less that P + I, so in terms of the big picture it is never possible simultaneously to pay off all the principal and interest. (The money required for the interest does not “exist” unless it was created in some other way.) One conclusion that can be drawn from this is that interest on loans is a pernicious thing. Another may be that simple algebraic formulas may not be the most reliable way to understand the actual functioning of the economy or the creation of money.

What is the real net effect of a loan which must be perpetually renewed. (There is actually such a thing as a “perpetual bond,” aka “perp,” which is a bond with no maturity date. It may be callable, but it has some kind of restriction on how soon it can be called or redeemed. Financially it is generally regarded as a kind of equity rather than a loan.) If the national debt is a loan which must be perpetually renewed, then “servicing the debt” is really just an income redistribution program or a government subsidy to holders of Treasury bonds.

It is very hard to break free from the assumption that the government must have “income” to cover its “expenses.” Explanations of modern monetary theory tend to repeat over and over again the mantra that monetarily sovereign nations or their government programs can never go bankrupt as though hammering on the reader’s head will finally break the ice. Let’s assume for a moment that the government is in fact creating money and pumping it into the economy in some way guided by an understanding of the effect it will have on productivity, employment and prices. Let’s assume also that all the decisions about where the money goes are based on democratic expressions of political will – whether the money goes to local school districts or for interstellar weapons. How do you describe this economically or even sociologically? 

Are there metaphors which are appropriate for characterizing this from a big-picture perspective? One that occurs to me is the irrigation of arid land. Money flows into institutions or businesses and is channeled via wages and contracts to individuals or other businesses, all of which can now flourish because they have the means to survive and support one another. This is a very different image from the extreme libertarian view that all government action destroys wealth.60 The question, of course, is why the land is arid. Is there something about economic activity or society that requires a collective expression of political will to get things started or keep them going? Is there a point at which the system becomes self-sustaining and no longer requires the constant infusion of new money? Classical economic thought which starts with autonomous self-interested individuals bartering with each other assumes no “political will” is necessary. It almost seems to believe that such a collective expression of political will is impossible and any attempt to achieve it will inevitably result in a tyrannical dictatorship. It also views money as a commodity or a limited resource. (“The problem with socialism is that you eventually run out of other people’s money.”61)

Another metaphor for the role of money in society is that of the circulation of blood in the body. Money functions by circulating. The government may be the lungs and heart which maintain the “purchasing power” of money and keep it circulating. Most of the circulation is, of course, accomplished via the myriad transactions constituting markets. In this metaphor the “creation” of money is less prominent than its circulation, and the conduits through which it flows seem vast in comparison to the pump. Perhaps inflation and recession are caused by a failure of the “heart and lungs” of the government to function properly. If the purchasing power of money is too weak (not enough oxygen?) we suffocate. If the pressure is too high, vessels burst. 

There is one interpretation of Keynesian theory in which deficit spending is called “pump priming” with the implication that once the pump is primed the system can carry on without additional priming. For the classical economist the pump is simply the aggregate of all the decisions of individuals (or perhaps the “invisible hand”). Classical economics shies away from organic metaphors (“There is no such thing as society.”), although it may invoke evolutionary biology when it ventures into accounts of social institutions and custom.

Once money is circulating is there any reason the rate of circulation will inevitably decline? Here again one must beware of thinking in inappropriate metaphors. Is the economy like some giant machine with a flywheel that will eventually slow down if it is not driven by some external source of power? In other words, what causes recessions? Do we understand the interdependence of employment, consumption and investment well enough to know where to push to keep the wheel turning? I sometimes have the impression that we are flailing around blindly and maybe even sticking our fingers in gears rather than turning the crank.

The main argument against deficit spending is that it is irresponsible, that it forces future generations to pay for our consumption by running up a debt that must eventually be paid. It is also said that the interest on the debt may become unsustainable as it becomes a larger and larger portion of the budget. Credit cards may be alright as a means of managing cash flow until things improve, but they are not a viable source of income in the long run. However if the creation of money does not involve incurring debt, what becomes of the notion of the notion that we are foisting off the cost of our current consumption onto future generations? Money is created so that the supply of money can grow along with the economy. The critical issue becomes the exact relationship between healthy economic growth and the supply of money.

One of the ways Modern Monetary Theory and some strains of Keynesian theory attempt to alter our thinking about deficit spending is to use accounting concepts and algebraic definitions to describe the role of government spending in the national economy. If you define the gross domestic product as the sum of consumption, investment, government spending and net exports (or exports minus imports), then government spending becomes one variable in an equation. For any given level of GDP it varies depending on levels of consumption, investment and net exports. In the same way Gross National Income is defined as the sum of consumption, savings and taxes. Once you begin to analyze the overall economy at this level of abstraction, it is possible to view deficit spending (or government surplus) as one element in an accounting process reflecting the state of the economy at a given time and not necessarily as an accumulating debt that must eventually be paid. It is not the federal budget that needs to be balanced; it is just the overall economy, and that balance is achieved either by altering the total GDP or simply by definition. 

Summarized in this way the theory seems like sophistry or sleight of hand, but this is largely because the initial abstract framework is a vast simplification of a very complex system and that to move from descriptive to prescriptive the theory must incorporate many more variables including attempts to generalize the “economic behavior” of individuals. 

Almost all economists use mathematical models to describe the way the economy works. Often my eyes start to glaze over when I encounter pages filled with equations, even if they are simple algebraic equations rather than the complex mathematical expressions that must ultimately be used to connect data that may or may not be causally related. One of the problems I have with mathematical models is that it seems easy to lose sight of the distinction between a relationship which is true by definition and one which is capable of being the basis for predictions or estimations of outcomes of policy decisions. A definition like 

GDP = C + I + G + (X- M)

is fundamentally different from an equation in physics like 

e = mc2.

Einstein’s theory about the relationship between mass and energy enabled scientists to create a bomb. Defining gross domestic product as the sum of consumption, investment, government spending and net exports does not enable anyone to do anything without additional theories about how human behavior will affect any of the variables in the equation. Textbooks may attempt to keep this distinction clear. The definition of gross domestic product is an attempt to provide an accounting framework within which we can analyze each of the components. What has to be added is some indication of the factors which affect, for example, the levels of consumer spending and how changes in consumption actually affect the other variables. The problem I have is that the first pass at fleshing all this out may involve a factor which is a constant representing something like the “marginal propensity to consume.” The assumption seems to be that it is useful to represent all the factors involved in all of the decisions by consumers as an average constant for some initial analysis and then go back later and figure out what really influences consumers’ choices. Perhaps at some point before it all gets too complicated some number can be used “temporarily” as a value for the marginal propensity to consume in order to evaluate the impact of some policy about government spending. If a model contains too many of these kinds of coefficients, I can’t help but question its validity, even if every one agrees at the end of the meeting that now we have to figure out what the marginal propensity to consume really is. The real question I suppose is whether something like a marginal propensity to consume is in fact an independent variable or whether it is inextricably linked with all the other variables in the model.

For the layman perhaps the real value of this branch of economic theory is the questions it raises about the creation of money and the real goals of fiscal policy. Responsible fiscal policy surely should focus on providing necessary services and insuring that the economy is “prospering” rather than on balancing the federal budget, but most politicians insist that the economy cannot prosper in the long run if the government is constantly running a deficit. Everyone seems to fear that the “national debt” will become unsustainable.

What is needed is the ability to think about “government spending” without classifying it in terms of a deficit or surplus. The “national debt” is normally viewed as the accumulated deficits from an “unbalanced federal budget,” but if government spending is “financed” by the creation of money, the “national debt” is simply a record of the net amount of money the government has injected into the American economy over the years. If the money injected was created with interest-bearing loans, the expense of servicing the debt just becomes part of the investment. There is a problem only if the growth of the economy has not kept pace with the supply of money. The main symptom of this failure to keep pace may be inflation.

It is with the issue of inflation that Modern Monetary Theory and Keynesian theory both end up wrestling the same demon. The metaphor of “printing money” often conjures up images of hyperinflation where prices rise so rapidly that people feel compelled to do their grocery shopping at lunch time rather than after work. The main example that seems to haunt us is that of Germany after the First World War when Germany mass printed marks in order to buy foreign currency to pay reparations. The value of the mark fell from 90 marks to the dollar in 1921 to over 4 trillion to the dollar in 1923. While the causes of this hyperinflation may be clear to historians and economists, it remains the most surreal example of what happens when the government literally prints too much money.
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Inflation and Recession
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“Inflation” and “recession” are two economic terms bandied about by politicians and pundits perhaps even more than “growth” and “job creation.” We all know that inflation means everything is getting more expensive and recession means times are hard all over. Both are problems, and we want to vote for the magician who can make them disappear. I probably first realized “what inflation means to me” when my adjustable rate mortgage rate soared into double digits a few years after I purchased my house. Recession is what I wanted to blame when I got laid off from a job where I had just single-handedly completed the first phase of the company’s transition from hardware-based to software-based image processing.

Inflation on the surface seems like a simple concept. Wikipedia tells me

In economics, inflation is a sustained increase in the general price level of goods and services in an economy over a period of time. When the price level rises, each unit of currency buys fewer goods and services. Consequently, inflation reflects a reduction in the purchasing power per unit of money – a loss of real value in the medium of exchange and unit of account within the economy. A chief measure of price inflation is the inflation rate, the annualized percentage change in a general price index, usually the consumer price index, over time. 

It’s easy to see inflation in the long term. My son’s kindergarten tuition was more than my tuition at Yale. A new car today cost 20 times more than it did when I first bought a car. It is harder to see clearly in the short term when technology makes some things less expensive while prices for other things reach exorbitant levels. The trick in measuring inflation is selecting the “basket” of goods whose prices are tracked for the consumer price index. 

Recession is a bit more difficult to define than inflation. One of the most common definitions involves “negative growth.” Investopedia offers the following:

A recession is a significant decline in activity across the economy, lasting longer than a few months. It is visible in industrial production, employment, real income and wholesale-retail trade. The technical indicator of a recession is two consecutive quarters of negative economic growth as measured by a country's gross domestic product (GDP); although the National Bureau of Economic Research (NBER) does not necessarily need to see this occur to call a recession.

The most striking thing about this definition is that some group decides whether to “call” a recession when other factors beside GDP seem to be declining. Ultimately it is a decline in “economic activity” which constitutes a recession. 

The cure for a decline in economic activity is surely to increase economic activity, and the government is in a unique position to do this by investing directly in the economy. Infrastructure projects will increase economic activity by employing more people. Their income will presumably result in more retail sales. In the longer term, government funded research will eventually result in new products and services adding to the economic activity. Once economic thinking is liberated from what Stephanie Kelton calls “the deficit myth”,62 we should no longer fear recession. We need only figure out how to avoid accelerating inflation rates.

The textbook response to this is to imply that deficit spending by the government inevitably leads to “a particularly damaging form of demand-pull inflation.” 

The large deficits and the rapid money growth increase aggregate demand, which in turn increases the price level. Thus, when the German government financed its spending in 1922–1923 by printing billions and billions of paper marks, which came into the marketplace in search of bread and fuel, it was no wonder that the German price level rose a billionfold. This was demand-pull inflation with a vengeance. This scene was replayed in the early 1990s when the Russian government financed its budget deficit by printing monetary rubles. The result was an inflation rate that averaged 25 percent per month, or 1355 percent per year.63

The hyperinflation in Germany in 1922 and Russia in 1992 were both precipitated by extraordinary historical events - the crippling reparations payments imposed on Germany after WW I and the turmoil resulting from the dissolution of the Soviet Union in 1991. Whether deficit spending by the government under more normal circumstances can ever lead to hyper-inflation is not clear.

Regardless of what causes it or how it is measured, inflation is a real phenomenon. The most common explanation of inflation is the monetary theory focusing on the correlation between inflation and the amount of money in circulation or the availability of credit. Milton Friedman famously said that inflation “is always and everywhere a monetary phenomenon in the sense that it is and can be produced only by a more rapid increase in the quantity of money than in output."64 

In the simplest model when there is a dramatic increase in the amount of money in circulation without a corresponding increase in the amount of goods and services available for purchase, prices will rise. The idea is that they will be “bid up” when people have more money at their disposal. The first question that occurs to me is why consumers will “bid prices up” rather than save or invest. Obviously a shortage of a particular product may induce sellers to jack up prices to profit from the “excess” demand, but I do not see why the converse applies. With the onset of the COVID-19 pandemic, prices of some items did go up temporarily when there was a shortage due to increased demand, but this increased demand was not caused by an increase in the supply of money. Perhaps it all depends on who has the “extra” money, but surely the more pertinent question is why there is no increase in production to meet the increase in demand.

The Samuelson-Nordhaus textbook saves the discussion of inflation for the penultimate chapter, and it does not really offer a coherent account of the causes of inflation. It takes inflation as a given historically and focuses mainly on its impact on the economy or “costs” along with policies that have attempted to prevent it or cure it. The closest it comes to explaining the causes of inflation is to point out that while inflation prior to the industrial revolution might be explained by the supply of money, recent history shows that “shocks to the economy” are what make inflation deviate from its expected rate.

The economy is constantly subject to changes in aggregate demand, sharp oil- and commodity-price changes, poor harvests, movements in the foreign exchange rate, productivity changes, and countless other economic events that push inflation away from its expected rate.65

Perhaps what this reveals is that the economy is not a closed system of producers and consumers. It is dependent on natural resources which may be subject to depletion or at least extreme fluctuations, and it is dependent on economic decisions of foreign suppliers of energy or raw materials. It is even dependent on the weather. Perhaps the ultimate cause of long-term inflation is the increasing dependence on non-renewable natural resources. If more and more products and services require energy that comes from limited resources (and may be controlled by foreign governments or multinational corporations immune to competition), then it seems likely that the price charged for the energy will keep rising. What is not explained by these “shocks to the economy,” however, is why prices continue to rise rather than stabilizing after the shock has been absorbed. This is almost universally attributed to a vicious circle between wages and prices.

Economists distinguish between “cost-push” inflation and “demand-pull” inflation. Cost-push inflation is rising prices associated with rising costs of production. This is easy to understand, especially if it is the cost of raw materials which rises. OPEC decides to cut oil supplies in retaliation for U.S. involvement in the Yom Kippur war, and we get not only lines at the gas pump but also double digit inflation which persists for years. Since the entire economy depends largely on energy generated from oil and gas, an increase in energy costs is bound to result in an increase in prices across the board. 

What is not immediately obvious is why inflation continues or accelerates rather than just having a one time bump-up in prices. The standard answer to this is that price increases result in demands for higher wages, which in turn require further price increases. The problem I have with this explanation is that it seems to imply a one-to-one relationship between labor costs and pricing. Labor costs are only one factor determining prices, even if “wages” include all the costs of sub-contracted services associated with marketing and distribution as well as the salaries of managers who are not normally included in the category of “labor.” If a 1% increase in labor costs does not require a 1% increase in prices to yield the same profit, then there should be a dampening of the feedback effect rather than accelerating inflation. Perhaps the whole system has too many feedback loops to be simplified to this degree, and, as economists are fond of pointing out, expectations of further inflation can actually amplify the inflation as contracts are written to compensate for it.

Demand-pull inflation is rising prices associated with growth in demand which exceeds supply or production capacity. The more I thought about it, the more difficulty I had grasping the economic concept of “demand.” The measure of demand seems to be simply the total amount of goods and services purchased, but surely in some sense demand for more or better goods and services is infinite. Most grownups accept that “you can’t always get what you want.” 

Trying to understand “demand” takes us back to the very foundations of mainstream economic theory. After describing the fluctuations in gasoline prices during the last half of the 20th century, Samuelson and Nordhaus introduce the theory that explains how a market economy sets prices:

What lay behind these dramatic shifts? Economics has a very powerful tool for explaining such changes in the economic environment. It is called the theory of supply and demand. This theory shows how consumer preferences determine consumer demand for commodities, while business costs are the foundation of the supply of commodities. The increases in the price of gasoline occurred either because the demand for gasoline had increased or because the supply of oil had decreased. The same is true for every market, from Internet stocks to diamonds to land: changes in supply and demand drive changes in output and prices. If you understand how supply and demand work, you have gone a long way toward understanding a market economy.66

The diverse range of individual desires, needs, wants, preferences, or taste are the foundation of economic theory. They are taken as an opaque given even though we all know they are culturally conditioned or even manufactured by advertising. Economics abstains from judging or evaluating individual desires and tries to describe how they drive the system that determines what gets produced and who gets it.

To quantify “demand” in a way to make it useful in economics, a graph is imagined which plots the quantity of a single good purchased at a range of different possible prices. It makes more sense to me to think of this as a “sales” curve rather than a “demand” curve. We all know that lowering the price of something may increase the number of sales. A 50% off close-out sale may well clear the inventory. Apparently data has been collected on enough different commodities to enable economists to confidently formulate the “law of downward-sloping demand.” 

When the price of a commodity is raised (and other things are held constant), buyers tend to buy less of the commodity. Similarly, when the price is lowered, other things being constant, quantity demanded increases.67 

This just seems like obvious common sense, but what may not be obvious is what the “other things” are that are being “held constant.” It is these other things which will make the bedrock foundation of mainstream economics seem more like quicksand.

The textbook takes care to distinguish “demand” from “quantity demanded.”

A change in the quantity buyers want to purchase, prompted by any reason other than a change in price (e.g., increase in income, change in tastes), is a change in demand. In graphical terms, it is a shift of the demand curve. If, in contrast, the decision to buy more or less is prompted by a change in the good’s price, then it is a change in quantity demanded. In graphical terms, a change in quantity demanded is a movement along an unchanging demand curve.68

The relationship between “demand” and price is a great deal more complex than the two-variable “demand curve.” Apparently one of the other things being held constant in plotting a demand curve is consumer preferences (aka demand). If data indicate that sales have changed when prices changed, there is no way to know whether this represents a shift in the imagined demand curve or a movement along it. Consumers may have had more or less money to spend or their desire for the product may have changed.

One might wonder how it is possible to plot the demand curve for a particular product at a particular time. It is instructive to read a review of the top 10 techniques for the empirical estimation of demand.69 It describes and critiques the various methods a business manager might use to estimate a demand curve for his product, including forms of market research as well as the use of mathematical techniques like regression analysis. None of the methods seems to be completely reliable.

Nonetheless, this demand curve is generalized by imagining a curve which represents “aggregate” demand as the total of all the individual demand curves for products on the market at a given time in the economy.

Aggregate demand. Total planned or desired spending in the economy during a given period. It is determined by the aggregate price level and influenced by domestic investment, net exports, government spending, the consumption function, and the money supply.70

Given the complexity of the factors affecting the demand curve for a single product at a given point in time, one may well wonder how it can be useful to speculate about “aggregate demand” in the long or short run. Of course if aggregate demand is the same thing as “planned or desired spending” in a given period, it can be derived from the figure for the Gross Domestic Product. The corresponding “aggregate price level” can presumably be derived from the consumer price index. The question is whether this really enables us to draw any conclusions about how price determines demand or vice versa. Moreover since a demand curve represents a relationship between prices and sales at a given moment in time, there is no way to know what the curve will be in the future.

A corresponding “supply curve” is similarly defined:

The supply schedule (or supply curve) for a commodity shows the relationship between its market price and the amount of that commodity that producers are willing to produce and sell, other things held constant.71

The supply curve is depicted as an upward sloping curve shaped and ultimately limited by the law of diminishing returns. One of the things being held constant in this case is capital investment which increases efficiency and lowers unit production costs. This obviously enables a producer to offer increased supply at the same price and represents a shift in supply as opposed to a change in the amount supplied:

When changes in factors other than a good’s own price affect the quantity supplied, we call these changes shifts in supply. Supply increases (or decreases) when the amount supplied increases (or decreases) at each market price.72

So the relationship between price and “supply” is also not a simple two-variable function, but the curve is still used as the model for an “aggregate” supply curve for the whole economy.

Aggregate supply (AS) curve. The curve showing the relationship between the output firms would willingly supply and the aggregate price level, other things equal. The AS curve tends to be vertical at potential output in the very long run but may be upward-sloping in the short run.73

The shape of the short run aggregate supply curve is apparently difficult to explain:

Economists generally agree that the AS curve slopes up in the short run — which is to say that both output and prices respond to demand shifts. It has proved very difficult to develop a complete theory to explain this relationship, and controversies about aggregate supply are among the most heated in all of economics.74

In the long run the only way to increase output is by capital investment, which should result in a shift of the curve. If capital investment is one of the factors held constant, then there can be no further increase in supply beyond the equilibrium point no matter how much the price goes up.

Aggregate supply differs depending upon the period. In the short run, inflexible elements in wages and prices lead firms to respond to higher demand by raising both production and prices. In the longer run, as costs respond fully, all of the response to increased demand takes the form of higher prices. Whereas the short-run AS curve is upward-sloping, the long-run AS curve is vertical because, given sufficient time, all prices and costs adjust fully.75

Samuelson and Nordhaus acknowledge that they are putting forth one of several controversial theories about the relationship between aggregate supply and demand, but it seems that this is the theory underlying their explanations of inflation. At some point increased demand results in higher prices with no corresponding increase in supply. If the economy is truly operating its maximum potential, the producer can do nothing to increase the supply and workers will continue to demand higher wages to keep pace with the increased cost of living. Producers will raise prices again to cover increased costs and inflation will be off and running.

Criticism of the theory of supply and demand takes various forms. The points of attack that resonate the most with me are the idea that the theory is tautological in some fundamental way or at least immune from empirical confirmation and the emphasis on the fact that prices rise not just due to some pressure from an amorphous “demand” or “market forces” but because some producer makes a decision to increase the price of his product.

Clearly for any business to be viable there has to be a “demand” for its product. The business may create the demand along with the product, but investing in a business is worthwhile only if enough people want to buy the product. Market research or some sixth sense may enable a businessman to find a price point as close as possible to what the market will bear. He probably hopes that the product will catch on in a way that will enable him to sell more and make a fatter profit. He will invest in advertising or additional manufacturing capability if he thinks it can increase his profit either by lowering his costs or increasing his sales. The main thing driving all this is a profit motive, not some consumer “demand.”

The theory of supply and demand involves the idea that an economic system inevitably seeks a kind of equilibrium the way water seeks its own level. This seems to lead to thinking in terms of “market forces” which are somehow comparable to physical forces. Consumer demand pushes up prices. Prices pull up supply or push down demand. Supply and demand naturally find a balance at a “market clearing” price:

A market equilibrium comes at the price at which quantity demanded equals quantity supplied. At that equilibrium, there is no tendency for the price to rise or fall. The equilibrium price is also called the market-clearing price. This denotes that all supply and demand orders are filled, the books are “cleared” of orders, and demanders and suppliers are satisfied.76

The “demanders” that are satisfied are, of course, only those who decide to buy the product at the equilibrium price. The rest of us can only dream of buying it when our income increases or the price goes down. How satisfied the “suppliers” are may depend on their profit margins. They may be willing to operate at a loss for a year or two because they believe that their product will catch on in the long run. The whole idea of this kind of equilibrium in an economy strikes me as a fantasy based on imagined phenomena and unrealistic assumptions about human behavior. Giving it a mathematical expression may make it appear more “scientific,” but it still rests on the foundations which make it impossible to project into the future or test empirically. Adding “behavioral” complications appears to be an effort to correct some shortcoming in the theory, but it does not improve the foundations. 

This might all be academic speculation of no consequence if it were not for the fact that it drives government policy. Inflation and the cost of living are hot political issues, and they depend on the prices of things. In order to keep things from getting more expensive, we have to have some idea of the factors that determine prices.

In the past the U.S. has made attempts to stabilize prices by direct legislation. My father was in fact a regional director for the Office of Price Administration from 1942 to 1946 and the Office of Price Stabilization from 1951 to 1953, although needless to say I had no idea what he was doing. These days I have the impression that most people agree that “price fixing” is not a good idea regardless of whether it is done by a government agency or cartel. We do, however, feel that consumers need to be protected against “price gouging.” We may also support government subsidies to industries whose products are deemed essential but for which the market price is not sufficient to yield a profit. Lower prices may seem good to the consumer, but they can spell disaster for some producers. This is especially true for farmers. In the 19th century falling prices for crops created the fervor behind the Progressive political movement, and government subsidies have been used to stabilize prices of farm produce. These have even included paying farmers not to grow a crop at all, or purchasing “excess” and literally throwing it away. It is hard to believe there is not something fundamentally wrong if we ever have to do this.

One way consumer demand may contribute to inflation is through credit card debt. If consumers use credit to purchase things with no intention of paying off the debt in the near term, they are effectively increasing the amount of money in circulation. How much of this type of consumer debt it would take to drive up prices is difficult to say. Revolving consumer debt in the U.S. (credit cards, home equity lines of credit, store charge accounts, gas cards, etc.) exceeded one trillion dollars during the financial crisis and again from 2017 to 2019. This, of course, includes the use of charge accounts simply as a convenience or for short term cash flow management. Apparently Americans paid $121 billion in credit card interest and fees in 2019 and an estimated 42% of those who use credit cards do not pay the full balance at the end of the month.77 So this may be a way in which consumer “demand” increases the money supply directly and pushes “supply” towards its limit. These consumers are already paying more than the “list price” for whatever they are buying since the average interest rate on credit cards is 16.61%, but whether consumer card purchases induce suppliers to increase there prices is probably hard to determine. The suppliers may not have been operating at full capacity so that they are more than happy to increase their supply at the same price to satisfy the consumers who want or need their products enough to go into debt to purchase it.

Consumer debt of this sort only started to be significant in the late 1960’s, so it can hardly be a sufficient explanation for the persistence of inflation over the last 200 years. The real explanation must lie somewhere in the factors involved in growth in an industrial economy. 

Another obvious example of demand driving up prices may be the real estate market, or at least the upper end of the real estate market. Buying or selling a house is an economic transaction in which buyers or sellers compete with each other and price is established by bidding. In Los Angeles there seems to be a huge demand for “affordable” housing. Developers have no interest in jumping in to meet the demand for affordable housing, because they can make so much more money with unaffordable housing. 

Real estate, however, may be a unique and unrepresentative sector of the economy. Clearly the real estate bubble leading to the financial crisis was a distortion of the “market economy” because housing became a speculative investment. The real estate market in many cities is also infected with all kinds of social hierarchies, prejudices and preferences. (“Location, location, location!”) There is a limited supply of land near the coast in Southern California so no amount of increased production can increase its supply to meet a growing demand. Does this mean that the Consumer Price Index will inevitably rise? Housing costs are included in the CPI via a rental index which reflects the rent equivalent for someone who owns his own home. So an increase in house prices requiring larger mortgages will push up the CPI to some extent even if a booming real estate market is not accompanied by rising prices of other goods and services. More importantly a booming real estate market means that homeowners are sitting on more “wealth” and can more easily borrow money. This opens the door to increasing consumer credit that can lead to “excess” demand which might cause inflation.

The real question is whether inflation is inevitable with growth and technological progress. Is the car I buy today really comparable to the car I bought 50 years ago in terms of what I got for my money, not to mention the used 1953 Chevrolet I bought in 1960.? The Consumer Price Index has no way of breaking down the components in a contemporary car to compare them with the price of the closest approximation of those components in a car 50 years ago.

One of the more difficult problems faced in compiling a price index is the accurate measurement and treatment of quality change due to changing product specifications and consumption patterns. The concept of the CPI requires a measurement through time of the cost of purchasing an unchanging, constant-quality set of goods and services. In reality, products disappear, products are replaced with new versions, and new products emerge.78

Obviously it makes no sense to compare the cost of using a cell phone with the cost of a telephone installed in a house 50 years ago. It may not even make sense to compare the cost of an iPhone with a Nokia mobile phone from 1990. What people are primarily concerned about are price increases in the relatively short term. An annual inflation rate in double digits wreaks havoc with a household budget and makes investing feel like running in place. They may, of course, be concerned about what inflation in the longer run will do to their retirement income. Social Security benefits are tied to the Consumer Price Index, but returns on personal retirement investment accounts are not.

If you think about the growth of a new business, it is possible to imagine how price increases result from a conflict over the distribution of wealth. Suppose a manufacturing business starts with a certain number of employees and a business plan that leads to a profit. The business might expand by investing its profits so that it can sell more products with perhaps more employees being paid the same wage. Eventually the business may become profitable enough that the owners start taking the profit as bonuses or dividends rather than re-investing all of it in the business. The workers see the owners getting rich and want a piece of the action. They unionize and demand higher wages. The company may have to raise the price of its products if they want to maintain the same level of profits they have started to enjoy. The obvious way to break the vicious circle of increased prices and increased wages is employee ownership of the business.

One must be careful about using stories like this as a basis for economic theory. In fact one of the principal criticisms of mainstream economics is that it attempts to explain “macro” economic by analyzing “micro” economic behavior. In other words it starts with individual autonomous economic agents and generalizes to come up with concepts like ‘aggregate” supply and demand to explain something like inflation.

It may well be that inflation can only be understood by examining all the specific circumstances associated with any particular instance of inflation rather than attempting to explain it with models derived from the imagined behavior of autonomous economic agents often assumed to have total knowledge and purely “rational” behavior.

Some economists cite other types of inflation that are caused by speculation and currency exchange rate fluctuations. Speculative inflation is mainly a matter of trading in commodity markets. If a speculator buys up enough of a commodity, they can cause an artificial shortage and drive up prices. Rising commodity prices then become a kind of cost-push inflation in other markets.

Exchange rate inflation is associated with currency crises where a nation’s currency loses value relative to other currencies and its imports become more expensive. Depending on how dependent the economy is on its imports, this can also lead to cost-push inflation or simply higher prices in consumer goods.

There is, of course, one market in which rapidly rising prices are a cause for celebration rather than concern: the stock market. People who look for some correlation between stock prices and inflation seem mainly interested in the effect of inflation on stock prices rather than vice versa. Currently the consensus seems to be that stock prices rise when fears of inflation subside, but historically it appears to be difficult to ferret out a clear correlation between inflation and the stock prices.79 It may be fears of recession have more of an impact on the stock market than concerns about inflation. 

Average investors just think of the stock market as the place where their money is supposed to grow so that they can survive when they retire. One of the reasons they may feel compelled to invest is because inflation will eat away at the real value of savings.

Total stock market prices indicate the “capitalization” of all publicly traded companies, but that total does not figure into the calculation of gross domestic product or total “economic activity.” The stock market is like a shadow play projected behind the arena of “real” economic activity. Economic activity can affect stock market prices, but probably more often stock market prices affect economic activity. Stock prices affect how people think or feel about their finances, which will in turn influence their decisions as consumers. Sometimes it seems as though controlling the economy boils down to controlling how people think and feel, and I’m not at all sure this is a job for mathematicians and congressional committees, not to mention a chairman of the Federal Reserve given to making oracular pronouncements about the future.

There is one aspect of discussions of inflation in mainstream economics which is particularly crucial in government policy: the relationship between inflation and unemployment and the concept of the “non-accelerating inflation rate of unemployment (NAIRU).” It began life as the “natural rate of unemployment,” and its current form is an attempt to improve on its theoretical underpinnings or at least paper over the implication that there is anything “natural” about unemployment.

The nonaccelerating inflation rate of unemployment (or NAIRU) is that unemployment rate consistent with a constant inflation rate. At the NAIRU, upward and downward forces on price and wage inflation are in balance, so there is no tendency for inflation to change. The NAIRU is the lowest unemployment rate that can be sustained without upward pressure on inflation.80

This attempt to analyze the relationship between inflation and unemployment has it roots in a paper by A.W. Phillips in 1958 entitled “The Relation Between Unemployment and the Rate of Change of Money Wage Rates in the United Kingdom, 1861-1957.” Applying the theory of supply and demand to the labor market, Phillips analyzed data from almost a century of statistics on unemployment and wage rates in the U.K. to confirm an hypothesis “that the rate of change of money wage rates can be explained by the level of unemployment and the rate of change of unemployment, except in or immediately after those years in which there is a sufficiently rapid rise in import prices to offset the tendency for increasing productivity to reduce the cost of living."81 He used mathematical techniques to derive a function which yielded a curve which fit the data as well as possible. His curve dealt with the rate of change of money wage rates, but other economists translated it into the “Phillips Curve” depicting a relationship between inflation and unemployment. Analyzing data for the U.S., Samuelson and Solow generated a curve which implied two things:

1. In order to have wages increase at no more than the 21/2 per cent per annum characteristic of our productivity growth, the American economy would seem on the basis of twentieth-century and postwar experience to have to undergo something like 5 to 6 per cent of the civilian labor force's being unemployed. That much unemployment would appear to be the cost of price stability in the years immediately ahead. 

2. In order to achieve the nonperfectionist's goal of high enough output to give us no more than 3 per cent unemployment, the price index might have to rise by as much as 4 to 5 per cent per year. That much price rise would seem to be the necessary cost of high employment and production in the years immediately ahead.82

The implications of this curve led to the concept of a “Natural Rate of Unemployment” and to idea that there was an inevitable tradeoff between inflation and unemployment. Further analysis indicated that there was not a single “natural” rate, but that for any given state of the economy a reduction in unemployment below a certain level would nonetheless result in some degree of inflation. The level of unemployment for a stable inflation rate is the NAIRU. The assumption seems to be that it is not possible to have stable prices without high unemployment or full employment without high inflation. The best compromise that can be hoped for is a relatively low and non-accelerating inflation rate with relatively low unemployment.

Samuelson and Nordhaus describe the Phillips Curve as “the major macroeconomics tool used to understand inflation.”83

An important piece of inflation arithmetic underlies this curve. Say that labor productivity (output per worker) rises at a steady rate of 1 percent each year. Further, assume that firms set prices on the basis of average labor costs, so prices always change just as much as average labor costs per unit of output. If wages are rising at 4 percent, and productivity is rising at 1 percent, then average labor costs will rise at 3 percent. Consequently, prices will also rise at 3 percent.84

Several things strike me about the Phillips Curve. First even though Phillips assumed that increasing productivity tends to lower the cost of living, his data never showed a decrease in the cost of living. He assumed this was because wages were always increasing and looked for a correlation between wages and unemployment. The textbook example does not elaborate on the assumptions involved in its “inflation arithmetic” If productivity is rising at a steady rate, either workers are always getting more proficient or capital expenditures are improving the equipment they use. Presumably some price increase would be required to compensate for the amortized capital expense. Assuming prices are set based simply on average labor costs seems to bias the calculation in a way that encourages one to place all the blame for inflation on wage demands rather than looking at the reason wages are rising at 4 percent. 

Even though the data for the U.S. analyzed by Samuelson and Solow seemed to correspond to what Phillips had found in the U.K., subsequent data from the 70s was completely at odds with the theory. As every mutual fund prospectus is legally required to say, “Past performance is no guarantee of future results.”

Once it was realized that there was nothing “natural” about unemployment or the rate of change in unemployment, no one jumped to the conclusion that it might be possible somehow to achieve zero unemployment. The reason there is no place in mainstream economic theory for actual full employment seems to just be that both inflation and unemployment have always been a “fact of life” in industrialized market economies. There is also an assumption about the effect of widespread anticipation of continued inflation.

Why, you might ask, does inflation have such strong momentum? The answer is that most prices and wages are set with an eye to future economic conditions. When prices and wages are rising rapidly and are expected to continue doing so, businesses and workers tend to build the rapid rate of inflation into their price and wage decisions. High or low inflation expectations tend to be self-fulfilling prophecies.85
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Employment and Work
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We may regard life, liberty and the pursuit of happiness as God-given rights, but everyone knows you must “earn a living” in order to exercise these rights. Unless you are a hermit with extraordinary survival skills, you’ve got to play along to get along. Your value to society, your status and your “purchasing power” are determined by how others view the contribution you can make towards the satisfaction of their desires.

Classical economics seems to treat labor in the same way it treats goods. Labor has a price in the market which is determined by supply and demand. As an alien visiting the land of economics I balk at the idea that human beings or their “labor” are in any way commodities to be purchased via a market. This smells wrong for me from the get go. 

The social world I knew as a kid seemed relatively stable. My parents were not scarred from the Depression, and most of the grownups I encountered had steady if not permanent jobs. I knew that my father’s career had some frustrations, but my main experience was of his having a steady job and a secure place in the community. I had relatively little exposure to the underbelly of the world in which I lived. Even the household servants seemed to me to have relatively stable lives despite the high turnover in cooks due to my mother’s treatment of them. We had a “yardman” who had had a colorful career and was a pillar of his own community even though his status in the community at large was fairly low on the totem pole. In retrospect obviously I was completely oblivious to the realities of lower class existence in Birmingham in the '40s and '50s, not to mention the true nature of the racism involved. I bought into the idea that I could expect a place in a community that supported me in the manner to which I was accustomed. If I had gone to law school and returned to Birmingham, I probably would have enjoyed a stable career and comfortable life no matter how much I might have been at odds with the conservative establishment. But for a variety of reasons my siblings and I all wanted to get the hell out of Birmingham. We each navigated the open waters of the professional world in our own ways and with varying degrees of success, but it was a fairly rude shock to me when I discovered what “involuntary unemployment” meant. I know at least one college classmate who worked for the same employer his entire career, but the initial choices I made threw me into a white water of free lance work for which I was ill equipped, and my later attempts to find and hold “normal” jobs were undermined by my own personality as well as the impact of problems with the economy at large. As a result I all too often found myself in a conversation with someone where I was convinced I needed his money a lot more than he needed my services.

Even though I have sometimes hated my job, I like to work. I need to feel that I am being productive and useful. To some extent I thrive on solving problems or making things work. I prefer the end product to be something I respect and feel has genuine social value, but given a task I am capable of throwing myself into it with what I have, I think justifiably, called an inhuman amount of perseverance. I tend to assume that everyone likes to feel productive and a part of something that matters. I prefer to work “with” someone rather than “for” them, and I assume others feel the same. I do not assume that the Average Joe is a slacker who needs to be “incentivized” by competition or threats, and I don’t really think that work should be simply a means to earn money so that one can indulge other desires. When it is, I feel as though something valuable has been sacrificed by the society.

I have learned, however, that it is one thing to be able to do a job and quite another to be able to get it. It used to be that employment ads were summarized as "Help wanted," but now the message is more likely to be "Prove you are good enough to be a part of our dynamic team." A lot of literature about finding employment based on “doing what you love” strikes me unrealistic to the point of being delusional. I’ve digested too many sour grapes to be passionate about being part of a team creating the next new thing. Clearly my mind is agitated by a bunch of conflicting attitudes and emotions about work.

My only job as a kid was pulling weeds in the side yard, and I was paid according to the number of weeds I pulled. It didn’t last very long because I probably sensed that it was make-work conceived by my mother as a way of acquainting me with the idea of gainful employment. It didn’t really matter if there were weeds in the side yard, and I suspect that as soon as I had earned enough to buy some comic books I lost interest. Maybe this was before I began receiving a regular allowance which continued until I graduated from college. I never recall feeling constrained because I could not afford to buy or do something. I could generally afford to send off for a magic trick or buy comic books or a kit for a model. I think I eventually used my allowance to buy birthday or Christmas presents for others in the family. In a sense my “job” was to be a good student. I got a bonus for good grades on my report card, but I don’t really recall how rigid my allowance was. I occasionally helped with some household chores like emptying wastebaskets, but I never felt my allowance was tied to the performance of tasks.

When I was a senior in high school, my mother made it clear to me that I was expected to get a job for the summer after I graduated rather than just goof off in the way I normally did. I managed to turn this into an opportunity to escape on a grand adventure by somehow persuading my parents to let me go out west and work in the wheat harvest. I took the bus to Kansas armed with literature from various state employment agencies and had the extraordinary good luck to hook up with a small crew that followed the harvest from Oklahoma to Wyoming. I drove a combine and grew a beard. At the end of the season I used my earnings to buy an old car with the idea of visiting a friend working at Yellowstone and then driving to California to see my brother who was in graduate school at Berkeley. I damaged the car beyond my ability to pay for the repairs and sold it for junk in Jackson Hole. I took a bus to California, arriving with not quite enough money left to pay the bus fare back to Birmingham. I considered the summer a great success. 

During my first two years in college my father found me a summer job in the payroll office of an aircraft plant in Birmingham. At the end of the first summer, I blew my earnings on a trip to Nassau with a friend. The second summer I got fed up and quit early so that I could spend two weeks completely on my own at a cabin we had on a lake. While I met some colorful characters in the payroll office, neither of these two summers accomplished the moral edification or character building that I suspect it was intended to.

By this point I had dropped my plans to major in political science as preparation for making a difference in the real world and had switched to philosophy as a means of understanding what life was all about. If anyone asked me what I intended “to do” with philosophy, I enjoyed saying I intended to live with it. College was opening up a vast new realm of ideas, and I began to identify work with “the life of the mind.” To the extent that I had any practical ambitions, I assumed I would be an academic since that was a way to stay in school all my life.

I weaseled out of working after my junior year by signing up to study French in Grenoble with a program called Classrooms Abroad. I assume my parents funded this as well as the two weeks of traveling on my own in Europe at the end of the program because they viewed it as a legitimate part of my education. My mother had done something similar while she was in college. They also approved of my plan to study at Cambridge after graduation.

The summer between Yale and Cambridge I had a job as a teaching assistant at a Liberal Studies program for bright, motivated high school students. I assisted a mildly eccentric philosophy professor in a course where he assigned reading in Freud, Nietzsche and Kierkegaard. To the extent that the job was an experiment to see how I might fare as a teacher or professor, it was completely demoralizing. I found it almost impossible to explain things I was still struggling to understand. I liked the students and enjoyed the summer, but I came away afraid that I could never have the confidence to teach well.

While I was studying literature at Cambridge, anxieties about how well I could teach combined with a desire to do something more “creative” than analyzing and commenting on other people’s creative work. I decided that instead of being an academic, I would try to be a filmmaker. I had fallen in love with art films while I as in college, and a career writing and directing films seemed to me to be the best possible form of work. It would combine the opportunity to give tangible form to the amorphous feelings inside me with work involving collaboration rather than the isolation of ivory tower research and writing. Plus it had the lure of glamour and status.

After beating my head against the wall in Hollywood for about 25 years, I finally abandoned all my creative ambitions and focused on finding a “normal” job which would enable me to pay my bills. Eventually I ended up as a kind of engineer doing computer systems work and programming for visual effects for movies. I often found the work frustrating and aggravating – partially I think because I never abandoned my feeling that “work” was supposed to be “self-realization” in some way.

I know that it is unrealistic to think that work is supposed to be soul-satisfying. Labor is part of the curse of being expelled from the Garden of Eden. This applies to gainful employment as well as childbirth. One has to separate poetry from work. T.S. Elliott was a banker; Wallace Stevens was an insurance executive. As Dorothy Parker said you need to earn enough money to keep body and soul apart. And yet... Much of the blather in popular culture about following your bliss or pursuing your dream is an expression of this same yearning. People want to identify with the activities that consume most of their waking hours.

At one point in my “career” I got a job as editor and business manager of a magazine. I told myself it was going to be a nice steady 9:00 to 5:00 job, but I threw myself into it working long hours trying to improve the magazine because I wanted it to be something I could identify with. I got myself fired, because I was not attentive enough to the goals of the group that owned the magazine.

When I was trying to be a filmmaker I wanted to think of films as art rather than entertainment. The difference to my mind was that entertainment starts with the audience and art starts with the material. If I had a script or an idea, I never had the confidence to get beyond the idea that I was asking someone to fund my desire to express myself rather than offering him or her a chance to make money with something the audience was clamoring for. Some people are lucky in the way their desires for self-expression coincide with the interests of a large audience. Hugh Hefner made hundreds of millions of dollars because his own desires complemented the desires of a large segment of the population. He was not cynically pandering to the interests of readers. He was trying to make himself into what he wanted to be in the eyes of the world, and the world bought lots of tickets to the show.

Traditionally it has been primarily aristocrats and artists who have been able to devote themselves to activities that they love, although the cliché of the “starving artist” indicates that the work of artists is not always valued by society at large. Normal working stiffs have to do necessary jobs to earn a living. I doubt that anyone ever followed his bliss down into a coal mine. There is, of course, a wide spectrum between artistic self-expression and slave labor, and the traditional craftsman is supposed to be someone who can take pride in the skill with which he produces useful and often beautiful necessities. A lot of our political ideology is rooted in the myth of the yeoman farmer, whose sense of self is presumably nourished by his independence and his relationship to “the land.” The idea that work should be “meaningful” has a strong hold on our imagination. Even now when a host of economic and social factors have undermined job security, social media seems to be promoting the idea that every person’s work can be a journey of self-creation and fulfillment. Perhaps I’m just an old curmudgeon, but I don’t buy it. It is going to take a great deal more than thinking in terms of “branding” to create a society in which everyone can lead a healthy, productive life thanks to a satisfying job.

Technology and automation, which were supposed to eliminate much of the drudgery in work, seem to me to have created as many mind-numbingly repetitive tasks as they have eliminated. Part of the problem may be the way digital technology and financial markets conspired to recast the American Dream as hitting it big in your 20s with a tech venture that goes public rather than working 40 years in an automobile plant so that you can own a home and send your kids to college – upward mobility as a rocket launch rather than a mountain climb. 

Perhaps the American Dream has always been conflicted about hard work. The worm in its heart is the fantasy of hitting the jackpot and achieving financial independence (i.e. voluntary unemployment). Before tech startups there had always been the Next Big Thing, some invention or marketing gimmick which would become a cash cow, or the dream of discovering gold or oil. I don’t know when it started, but I recall in the 70s and 80s there was a deluge of opportunities to buy books or attend seminars to learn the secret of achieving financial independence – perhaps by marketing books and seminars about achieving financial independence. The stock market also morphed into a giant open-air casino in which the little guy could hit it big, though of course this was just a rerun of the run-up to the Crash in the 20s. We respect hard-working Americans, but it seems we would really prefer not to have to work.

I can’t resist another aside about our attitude towards work. It seems to me that for some the real point of work is to attain a certain status in society. This status may involve having power over others or it may just require conspicuous consumption designed to elevate one in the eyes of the beholder. Perhaps people have always been motivated by a desire for fame, but it does seem as though the aspiration to be a celebrity is a much more common motivator these days, and it has nothing to do with the desire to be productive or contribute in some meaningful way to improvement of life on earth. An acquaintance in my youth. who went on to become a very successful and highly regarded writer and director, once referred to his salad days as “being a nobody.” People are driven by other things that a need to feel productive. 

Economics tends to present inequality or social hierarchy as an outcome of the system caused by differences in abilities, circumstances and luck. It may be that social hierarchy is more fundamental than economics, and what we know as economics is the perpetuation of that hierarchy even if there is a bit of musical chairs involved.

Surely one of the primary goals of economic policy should be full employment. Why isn’t there an inalienable right to earn a living? Why is it OK if even 5% of the people who want to work cannot find jobs? Does that mean it is OK for 5% of the workforce and the families dependent on them to go without food, clothing and shelter? Article 23 of the Universal Declaration of Human Rights adopted by the UN General Assembly begins: 

(1) Everyone has the right to work, to free choice of employment, to just and favourable conditions of work and to protection against unemployment.86 

Some unemployment may be inevitable with technological progress as older industries get displaced by newer ones, but surely providing new training to people who lose jobs due to “progress” should be a top priority on a par with any other investment. If the current economic system cannot produce full employment, then we need to keep looking for a better system. Is there really not enough work to go around, or is there just no access to the money to pay the wages involved in full employment? Even a superficial survey of the infrastructure in any community in the U.S. will surely reveal there is plenty of work to be done; so wouldn’t it be nice if Ann Pettifor is right, and there is always “enough money” for socially necessary projects? 

Muhammad Yunus, the father of microcredit, is convinced that the best way to fight unemployment is to enable more people to become small business owners. His microcredit and mentoring programs have demonstrated that small loans to individuals who could never qualify for normal financing can make a very large difference, not only in the lives of the individuals but in overall economy of their communities. While he initially focused on marginalized women in rural Bangladesh, he has demonstrated that the model can be adapted to urban communities in the U.S. or Europe as well. He has achieved impressive results, but I cannot buy the idea that a flood of small businesses could ever solve unemployment in an economy as large as that of the United States. If a plant lays off 500 workers in order to relocate to Asia, it seems unlikely that reverting to a cottage industry economy with 500 “entrepreneurs” offering homemade products or individual services can compensate for the loss of the plant payroll. In the current system small businesses have a hard time competing with large corporate franchises or on-line retailers, and it may be that fighting unemployment in a community will require insulating the local economy from the global economy in some way. The question of unemployment becomes the question of what it takes to make any given community economically viable and obviously there is no one-size-fits-all solution.

Birmingham, where I grew up, was known as “The Magic City” because it sprang up and grew so quickly during the last decades of the 19th century. It happened because the area had all three natural resources required for making steel: iron ore, coal and limestone. There was also an abundance of cheap labor and a political establishment that kept it that way – even to the point of “leasing” convicts to work the mines and steel mills. While there is still a steel industry in Birmingham, over the last 60 years progress and competition has resulted in the closing of most of the mines and mills, and now Birmingham is known mostly for its medical center and interesting restaurants rather than being “The Pittsburgh of the South.” For a hundred years, however, the iron and steel industry was the backbone of the economy in the area. It required or attracted a host of other business and enabled the city to flourish.

Many cities are like this. Something about its location on a river or the presence of natural resources will provide the economic basis for the diverse businesses that permit a city to be self-sustaining and grow. My father grew up in a mill town, where the river was conducive to generating power for a cotton mill that could draw on the cotton fields in central Alabama. Again the mill and the town flourished for about a hundred years before competition made the mill no longer viable, and the city had to hustle up other industries to support the its economy. Local economies of this sort seem to depend on a larger external market to sustain them, and it is hard to imagine anything other than a relatively primitive agricultural community that could be truly self-sustaining. Now it seems there is a trend in which even the local businesses are replaced by outlets for large national or international corporations. It seems to be increasingly hard for a “mom and pop” retailer to compete with the likes of Walmart or Costco, not to mention Amazon.com. It might seem that corporate outlets would support the same level of employment, but they are also siphoning money off from the local economy so that there is less circulating to support local business. In any given community employment levels seem to be at the mercy of the ups and downs of the national or global economy. Insulating a local economy against global winds may be possible to some extent, but it is hard to imagine how any local economy can be self-sustaining these days without the help of a larger market.

One obvious remedy for at least some unemployment is publicly funded infrastructure projects including repair and maintenance ones that can use relatively unskilled labor. Even though the public works programs of the New Deal surely made a difference in the recovery from the Depression, many skeptics will say that it was really the Second World War that ended the Depression in the U.S. Voters today seem to view the idea of the government funded public works as a ticket to pork-barrel make-work projects plagued by bureaucratic waste and inefficiency – “bridges to nowhere.”

Also job training programs could be provided for anyone who cannot find work. I have the impression that “on-the-job training” used to be much more common than it is now. Businesses and professions offering the potential for higher-paying careers seem to prefer non-paid “internships” as a way of screening new hires. Businesses at the other end of the spectrum seem to be struggling too much to hire untrained raw talent rather than someone who has already been trained or gained experience. The task of training workers has been “out-sourced” in a way to “technical schools” since public education seems to have abandoned any goals of “manual training” as somehow unworthy of the students. Struggling taxpayers do not want to turn over more of their hard-earned money to pay to train more workers, so the job falls to for-profit schools, some of which may offer valuable training while others are clearly focussed on profiting from student loan programs.

Classical economic theory in its purest form seems to regard all unemployment as voluntary. This seemingly perverse assumption apparently derives from the belief that a free market economy naturally tends towards an equilibrium which produces full employment in the sense that anyone who is not working is choosing not to because his “rationally” evaluated leisure time is worth more to him than the wage he could earn. I hope that I am oversimplifying this theory as much as I hope that no serious economist still believes that all unemployment is “voluntary.”

Clearly connecting every available worker with an appropriate job is a monumental task in large complex economy especially when it is subjected to external influences of the global economy. Technical progress, competition and changing consumer preferences will always produce a certain amount of turnover in employment. Every year new “workers” are entering the “market.” It seems naive to me to assume that if we sit back and let things sort themselves out, the “market” will provide the best resolution possible. The market is biased towards maximizing profits not fully utilizing resources, and a certain amount of unemployment helps keep wages down in many businesses. No single employer is going to think, “I’ll hire more workers and raise my prices or cut my profits in the short term, because if all businesses did that the economy would grow and we’d all be better off.” One employer may recognize that widespread unemployment is bad for his business because it means there is less purchasing power out there for his own products or services, but he is not in a position to do anything about it except to vote. If he is persuaded that what is good for General Bullmoose is good for the country,87 he may vote for the wrong candidate.

Statisticians told us that unemployment in January 2018 was 4.1% and was lower than it had been since 2001. By some standards this indicates that the economy was doing well. I am not at all convinced that a majority of the people in the country would agree with that assessment. Beside the 40 million people living in poverty, there seem to be a lot of people struggling to make ends meet by working multiple jobs or part time jobs. That does not seem like “doing well” to me. Obviously the pandemic in 2020 made things even worse.

One of the obstacles to achieving true full employment is a conviction that there is a tradeoff between full employment and inflation. Inflation or even the threat of inflation seems to have nudged out unemployment in terms of the priorities involved in setting monetary and fiscal policy. It seems as though managing levels of unemployment has become a tool for combatting inflation. 

It is hard to know who suffers most from inflation. Obviously the unemployed person with no income has an even harder time buying the things he needs if prices keep going up, but I have the impression that the most vocal opponents of inflation are wealthier people who are concerned about the declining value of their savings. Does it say something about our values if we are more concerned with protecting the assets of the “haves” than the livelihood of the “have-nots?” Am I the only one who is skeptical of the wisdom of taking a “longer view” in which preventing inflation is more important than feeding and clothing 40 million people? Is it really clear that inflation is inevitable and will make us all worse off? Perhaps the more urgent question is what can be done to eliminate or reduce unemployment.

If voters will not authorize the government to create new jobs with infrastructure projects, what other fiscal or monetary policies can be implemented to create jobs? It can reduce taxes so that people have more money to spend and the increased demand for consumer products will result in the need for more workers to produce them. The problem with this is that increased demand for products may just result in higher prices rather increased production or it may just be met with an increase in productivity of the existing workforce rather than more hiring.

Another angle on cutting taxes in order to boost the economy is the argument that wealthier taxpayers will invest the money thereby earning for themselves the title of “Job Creators.” Whether they will invest as venture capitalists rather than simply purchasing less risky financial assets is unspecified. Needless to say I am not convinced that allowing taxpayers to put more money in their investment portfolios rather than turn it over to the government is as effective in boosting the economy as direct government spending on new infrastructure projects. The path from investment in stocks and bonds to reduction of unemployment is circuitous at best and probably depends on rising stock prices and the increased availability of credit. This may be a reason some theorists will say that the best weapon to combat unemployment is monetary policy which makes credit more readily available to businesses.

The problem with using monetary policy to fight unemployment is that businesses will not be interested in borrowing money to expand production unless they have some reason to believe that there is a demand for more of their product than they are currently able to produce. Increasing the supply of money without some corresponding increase in the demand for products does nothing to boost investment and employment.

Ultimately what is needed is more of a bird’s eye view of employment and money. Instead of looking at society through the lens of economics, we need to see economics from the perspective of society. There is clearly work that needs to be done. There are large numbers of people who have no job or are not making enough money to live decently. The reason to offer training and employment opportunities is not to further line the pockets of a small number of businessmen, but because we want everyone to have a decent life. If we only want to “reward” people who are productive, we owe everyone the opportunity to be productive. 

What are we really saying when we say “We can’t afford to pay everyone a decent wage”? Why isn’t there enough money circulating in the economy to keep it healthy? From a macro perspective surely the problem is not the amount of money circulating but the distribution and use of that money. With the current system it seems that additional money or credit injected into the economy by whatever method tends to migrate into banks and hedge funds and investment portfolios of the wealthy. Some may find its way into the hands of venture capitalists funding startups or even into small business loans, but not enough to produce full employment.

Most discussions of unemployment are based on the application of supply and demand theory to labor and wages. This can lead to the conclusion that minimum wage requirements are detrimental for employment because they may make labor so expensive that the demand is not sufficient to provide jobs for everyone who wants to work. This seems to me to be a backwards approach to the issue which is really a way of abdicating responsibility for the way we live by hoping that some natural “market forces” can solve our problem better than we can. If decent wages make the cost of a product too great for it to be viable in the marketplace, then we either need to subsidize its production or live without it. If subsidizing the production of necessities requires some form of income redistribution, it is surely worth it.

What could we expect if we restructured finance in the ways outlined above – eliminating financial markets, interest-bearing loans and restrictions on “deficit spending” by the government? Government investment in infrastructure and job training as well as research and development could conceivably generate enough additional jobs to keep everyone employed especially when combined with credit provided by banks to local businesses. The main obstacles seem to be the bugaboo of inflation and perhaps the fear of “statism.”

There is another aspect of unemployment, however, which would require some other remedy. Many people lose their jobs because factories where they work are relocated abroad or the production is simply outsourced to a foreign company. If local investment attempted to resurrect the factory, it would be competing with the foreign factory at a great disadvantage unless there is some way to level the playing field in foreign trade.
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The hopeful myth about foreign trade is that each country has its own unique resources and skill sets so that international trade functions as a kind of division of labor that benefits all. Your climate is conducive to growing cotton; our technology and population density are conducive to textile mills. You sell us cotton; we’ll sell you fabrics. We’ll all be better off. 

An extension of this idea is found in Samuelson and Nordhaus as “the elegant theory of comparative advantage.”88 

It is only common sense that countries will produce and export goods for which they are uniquely qualified. But there is a deeper principle underlying all trade—in a family, within a nation, and among nations—that goes beyond common sense. The principle of comparative advantage holds that a country can benefit from trade even if it is absolutely more efficient (or absolutely less efficient) than other countries in the production of every good. Indeed, trade according to comparative advantage provides mutual benefits to all countries.89

It is initially a little unclear what claims are being made on behalf of this “deeper principle underlying all trade.” The principle, which is elsewhere labeled a “law,” was first formulated by David Ricardo in the 19th century. He derived it by analyzing a hypothetical situation involving two products and two countries: wine and cloth in Portugal and England. Portugal is more efficient at producing wine than cloth and England is more efficient at producing cloth than wine. In absolute terms Portugal may be more efficient than England in producing both wine and cloth, but the fact that each country is more efficient relatively in producing a different product from the other means that both countries can benefit from trading if they each specialize in the product where they are relatively more efficient. Ricardo’s analysis of makes a host of assumptions and is presented in purely verbal logical terms, but others following him were able to express the principle with simple math which lent itself to a neat graphical representation. 

Samuelson and Nordhaus use an example based on food and clothing in America and Europe, and they analyze the efficiency of production in terms of “opportunity costs” rather than simply basing it on an “amount of labor.” This enables them to incorporate the concept of the “production potential frontier” for each country into their graphical presentation. They also expand it to explain how the world market gravitates towards an equilibrium price for the products. Their presentation, however, seems basically to be an endorsement of Ricardo’s original argument.

The principle of comparative advantage holds that each country will benefit if it specializes in the production and export of those goods that it can produce at relatively low cost. Conversely, each country will benefit if it imports those goods which it produces at relatively high cost. 

This simple principle provides the unshakable basis for international trade.90

Whether the existence of comparative advantage gives rise to foreign trade in the first place or whether it is discovered after trade has begun for other reasons is perhaps debatable. The real point of the analysis seems to be an argument in favor of free trade and even an argument that “outsourcing” is just another instance of comparative advantage working to everyone’s mutual benefit.

Needless to say the concept of comparative advantage has had its critics. Some have pointed out that trade relations between England and Portugal in the 18th century were a great deal more complicated than Ricardo’s hypothetical account and others have made arguments undercutting Ricardo’s analysis because it is based simply on a labor theory of value with “labor” somehow being completely homogenous. More importantly it has been argued that all of the assumptions about perfect competition or flexible prices and wages make the theory irrelevant to real-world trade. It can also be shown that often international trade involves monopolies and commodities where economies of scale can be exploited to achieve dominance in a world market. Protectionist policies and subsidies or other forms of government intervention can also give a developing economy a chance to build up its own industries to a point where they can compete on the world market.

Most economist will concede that there are circumstances in the real world which may justify “strategic” trade policies if not protectionist policies like tariffs and quotas. Nonetheless the textbook conclusion is that free trade is ultimately best for all:

Notwithstanding its limitations, the theory of comparative advantage is one of the deepest truths in all of economics. Nations that disregard comparative advantage pay a heavy price in terms of their living standards and economic growth.91

When Paul Krugman felt compelled to reassess the case for free trade in 1987, he began:

If there were an Economist's Creed, it would surely contain the affirmations "I understand the Principle of Comparative Advantage" and "I advocate Free Trade." For one hundred seventy years, the appreciation that international trade benefits a country whether it is "fair" or not has been one of the touchstones of professionalism in economics. Comparative advantage is not just an idea both simple and profound; it is an idea that conflicts directly with both stubborn popular prejudices and powerful interests. This combination makes the defense of free trade as close to a sacred tenet as any idea in economics.92

One of the “stubborn popular prejudices” that conflicts with the idea of comparative advantage is the idea that our economy suffers when cheap labor in other countries lets foreign businesses sell products more cheaply in the U.S. than they can be sold by domestic producers. It also encourages U.S. manufacturers to relocate their plants abroad to improve their competitiveness and their profits, regardless of the impact that such a move has on unemployment at home. Our economics textbook tells us that wages are determined by productivity and that outsourcing can in the long run be seen to be just another way in which comparative advantage can benefit both countries. 

Samuelson and Nordhaus consider the argument that free trade agreements like NAFTA will harm the U.S. economy by driving down domestic wages and thereby reducing our standard of living.

This argument sounds plausible, but it is all wrong because it ignores the principle of comparative advantage. The reason American workers have higher wages is that they are on average more productive. If America’s wage is 5 times that in Mexico, it is because the marginal product of American workers is on average 5 times that of Mexican workers. Trade flows according to comparative advantage, not wage rates or absolute advantage. ...

The cheap-foreign-labor argument is flawed because it ignores the theory of comparative advantage. A country will benefit from trade even though its wages are far above those of its trading partners. High wages come from high efficiency, not from tariff protection.93 

They also view outsourcing as a form of trade in services rather than goods and agree with their colleague Alan Blinder’s “careful analysis”:

Rich countries such as the United States will have to reorganize the nature of work to exploit their big advantage in non-tradable services: they are close to where the money is. That will mean, in part, specializing more in the delivery of services where personal presence is either imperative or highly beneficial. Thus, the U.S. work force of the future will likely have more divorce lawyers and fewer attorneys who write routine contracts, more internists and fewer radiologists, more salespeople and fewer typists. The market system is very good at making adjustments like these, even massive ones. It has done so before and will do so again. But it takes time and can move in unpredictable ways.94

That last caveat is similar to textbook’s caveat in its description of how the labor markets adjusts to the needs of comparative advantage:

Over the long run, labor markets will reallocate workers from declining to advancing industries, but the transition may be costly for many people.95

It appears that it may take the labor market a generation or more to adjust to these changes, and obviously that is not an attractive solution politically or even morally. The other caveat one discovers eventually is that there is no guarantee about how the “benefits” of comparative advantage will be distributed. What is good for the bottom line of multinational corporations and their shareholders is not necessarily good for the rest of the population, especially when large numbers of workers are laid off and find their skills are no longer in demand anywhere near where they live.

These are the some of the considerations that lead economists as well as politicians to advocate “strategic trade policies” and lead Paul Krugman to conclude

free trade is not passé, but it is an idea that has irretrievably lost its innocence. Its status has shifted from optimum to reasonable rule of thumb. There is still a case for free trade as a good policy, and as a useful target in the practical world of politics, but it can never again be asserted as the policy that economic theory tells us is always right.96

Nonetheless Krugman still considers the principle of comparative advantage useful and relevant to the the 21st century. The textbook International Economics: Theory & Policy that he wrote with Maurice Obstfeld and Marc J. Melitz begins its discussion of international trade theory with a discussion of comparative advantage and says

In sum, while few economists believe that the Ricardian model is a fully adequate description of the causes and consequences of world trade, its two principal implications—that productivity differences play an important role in international trade and that it is comparative rather than absolute advantage that matters—do seem to be supported by the evidence.97

In 1998 Krugman was so frustrated by the way in which “intellectuals who are interested in economic issues so consistently balk at the concept of comparative advantage” that he wrote an essay analyzing the problem.98 He concluded there were three reasons: 

(i) At the shallowest level, some intellectuals reject comparative advantage simply out of a desire to be intellectually fashionable. Free trade, they are aware, has some sort of iconic status among economists; so, in a culture that always prizes the avant-garde, attacking that icon is seen as a way to seem daring and unconventional. 

(ii) At a deeper level, comparative advantage is a harder concept than it seems, because like any scientific concept it is actually part of a dense web of linked ideas. A trained economist looks at the simple Ricardian model and sees a story that can be told in a few minutes; but in fact to tell that story so quickly one must presume that one's audience understands a number of other stories involving how competitive markets work, what determines wages, how the balance of payments adds up, and so on. 

(iii) At the deepest level, opposition to comparative advantage—like opposition to the theory of evolution—reflects the aversion of many intellectuals to an essentially mathematical way of understanding the world. Both comparative advantage and natural selection are ideas grounded, at base, in mathematical models—simple models that can be stated without actually writing down any equations, but mathematical models all the same. 

Krugman called his essay “Ricardo’s Difficult Idea” in an explicit reference to Daniel Dennett’s book Darwin’s Dangerous Idea: Evolution and the Meanings of Life. Part of his objective is to equate economics with evolutionary biology as forms of scientific thinking based on mathematical modeling. The use of mathematical modeling in economics is to my mind somehow problematic. The principle of comparative advantage is built on a highly simplified imaginary situation similarly to the principle of supply and demand, which is itself eventually incorporated into the fully developed concept of a comparative advantage. Perhaps Krugman’s analysis of comparative advantage and the mathematical way of understanding the world can help clarify my hesitations about mathematical modeling and economic thought.

Following Krugman’s example in his essay I shall begin my putting all my cards on the table. I believe politics and economics are a form of moral discourse. They are both about values and how we choose to live. Math and science can be useful tools for exploring the consequences of our choices, but they cannot determine what we should choose. No amount of climate science will persuade us to live in a sustainable way if we believe other things are more urgent or important than the longterm survival of life on earth. Moreover mathematical science cannot fully account for human behavior. I have the impression that Daniel Dennett inadvertently provided evidence of this.

A philosophical mentor suggested I try Dennett’s book on natural selection after I indicated how impressed I was by volume two of Susanne Langer’s Mind: An Essay on Human Feeling. Langer is best known for her earlier works on aesthetics (Philosophy in a New Key and Form and Feeling), but the culmination of her work on symbolic thought is her attempt to examine how the human mind differs from an animal mind using the evidence of evolutionary biology and anthropology. I had never been particularly interested in evolutionary biology and had long since abandoned any idea that science could help me undestand the philosophical quandries the haunted me, but I found Langer’s Mind to be an extraordinarily illuminating work. The line between philosophy and science dissolved for me in a way that I had never felt with more traditional “philosophy of science.” Her interpretation of the scientific evidence was obviously inspired by her sensitivity to the emotional significance of art and music, and her ideas about the significance of language and culture seemed as profound as any philosophy I had read.

Dennett, on the other hand, comes out of the philosophy of mind tradition at Oxford and Harvard, a tradition which I always felt was sterile. His attempt to explain natural selection as an algorithmic process was clear and made sense to me because of my familiarity with computer programming. His attempt to “explain” morality and religion based on evolution and natural selection, however, seemed misguided and based on a narrow view of “mind” as algorithmic decision making. There was none of the appreciation for imagination and feeling that infused Langer’s book. In the end I felt his discussions of values and diversity were confused and self-contradictory because his basic argument was unable to incorporate the full significance of language and culture.

Krugman’s idea of evolutionary biology is a strain of thought stemming from the work of John Maynard Smith, who pioneered the application of game theory to evolution. Krugman likes Dennett’s interpretation of natural selection as an algorithmic process that can be expressed mathematically. He contrasts him and the like-minded Richard Dawkins with Stephen Gould, who he admits is by far the most popular writer on evolutionary biology. He concludes that Gould’s popularity is based to some extent on the quality of his writing, but he goes on to cite a deeper reason:

No, what makes Gould so popular with intellectuals is not merely the quality of his writing but the fact that, unlike Dawkins or Ridley, he is not trying to explain the essentially mathematical logic of modern evolutionary theory. It's not just that there are no equations or simulations in his books; he doesn't even think in terms of the mathematical models that inform the work of writers like Dawkins. That is what makes his work so appealing. The problem, of course, is that evolutionary theory –- the real thing – is based on mathematical models; indeed, increasingly it is based on computer simulation. And so the very aversion to mathematics that makes Gould so appealing to his audience means that his books, while they may seem to his readers to contain deep ideas, seem to people who actually know the field to be mere literary confections with little serious intellectual content, and much of that simply wrong. In particular, readers whose ideas of evolution are formed by reading Gould's work get no sense of the power and reach of the theory of natural selection—if anything, they come away with a sense that modern thought has shown that theory to be inadequate. 

I have never read anything by Gould, but the little I have read about his work gives me the impression that he never intended to say that natural selection was not an important factor in evolution, only that there were several other factors that needed to be considered as well. If natural selection has been revealed to be “inadequate,” it is inadequate in the same way Krugman says the Ricardian model is when he says “few economists believe that the Ricardian model is a fully adequate description of the causes and consequences of world trade, its two principal implications.”99

Krugman seems to have defined evolutionary biology as a theory based on the mathematical modeling of an algorithm of natural selection, so any theory that does not conform to this model is not “the real thing.” Krugman could have chosen another example of mathematical modeling in science. My first choice would have been mathematical modeling and computer simulation in meteorology. 

There is a wonderful website summarizing the history of weather forecasting and the development of mathematical models for the weather.100 Until the 20th century weather was predicted by detailed mapping of atmospheric conditions over time and looking for patterns or trends. The pioneers in “numerical” weather forecasting were a Norwegian mathematician and physicist, Vilhelm Bjerknes, and a British mathematician, Lewis Fry Richardson. Bjerknes applied research in hydrodynamics and thermodynamics to compute the future state of the atmosphere given a set of initial conditions. He realized his equations required an impossible amount of computing power, but he believed that eventually meteorology would be able to predict the weather by solving mathematical equations. Fry simplified Bjerknes’ equations to a form that could be solved by arithmetic and yield approximate results. His first attempt in 1916 to calculate a 6 hour forecast retroactively from data that gathered all over Europe in 1910 was completely inaccurate, but he continued to pursue his work, publishing a book in 1921 entitled Weather Prediction by Numerical Process. He imagined the amount of computing power it would take in terms of a large facility filled with 64,000 people doing calculations in a way very similar to parallel processing in a super computer. He abandoned his work when it received insufficient recognition, and it was not until the development of the computer that his research was taken up again by team at the Princeton Institute for Advanced Study in the 1940’s.

Chaos theory, which Krugman almost seems to equate with deliberate obfuscation for the sake of novelty, was partially developed by a meteorologist, Edward Lorenz, and is part of the reason computational forecasting has achieved the degree of accuracy that it has. It is also the primary reason that meteorologists recognize that it is essentially impossible to predict the weather with any accuracy for more than a 10-day window even using the most powerful super-computers available.

Obviously the mathematical modeling in meteorology is very different from the mathematical modeling involved in the concept of comparative advantage. Meteorology begins with massive amounts of data on the current state of the atmosphere and several very complex equations from hydrodynamics and thermodynamics. The theory of comparative advantage begins with a hypothetical relationship between two countries making two products with differing degrees of productivity, but the simple graphs used to illustrate the implications of trade between these two countries are not the end of the story.

After all, economists are familiar with a number of reasons why the gains from free trade may not work out quite as easily as in the simplest Ricardian model. External economies may mean underinvestment in import-competing sectors; imperfect competition may lead to a strategic competition over industry rents; because of distortions in domestic labor markets, imports may reduce wages or cause unemployment; and so on. And even if national income rises as a result of trade, the distribution of income within a country may shift in a way that hurts large groups. In short, there are a number of sophisticated extensions to and qualifications of the model introduced in the first few chapters of the undergraduate textbook (typically covered later in the book...).101

Starting an examination of international trade with the Ricardian model may be a bit like starting a discussion of weather forecasting with a demonstration that condensation or precipitation in a hermetically sealed terrarium is a function of the temperature of the air inside it. No one would challenge the observed correlation of temperature and precipitation, but the question is how relevant it is in deciding how or where to grow a particular crop or perhaps whether that is even the best starting point for the discussion.

At one point Krugman addresses the idea that too many simplifying assumptions render a model irrelevant to the real world:

In sum, while the concept of comparative advantage may seem utterly simple to economists, in order to achieve that simplicity one must invoke a number of principles and useful simplifying assumptions that seem natural and reasonable only to someone familiar with economic analysis in general. ("What do you mean, objects fall at the same rate regardless of how heavy they are—if I drop a cannonball and a feather ... you're assuming away air resistance? Why would you do that?") Those principles and simplifying assumptions are indeed reasonable, but they are not obvious.102

Newton’s law of gravitation as it applies to free fall in a vacuum may be useful in accounting for phenomena observed by astronomers, but it is not applicable in its simplest form to determining how long a sky diver has before he must open his parachute or how fast he will be going when he hits the ground if he fails to do so. I suspect that the principles and simplifying assumptions involved in the mathematical modeling of trade seem natural and reasonable to economists because they are so familiar and so engrained in the way economics is taught. As Krugman says, comparative advantage is one of many “stories” the economist understands.

It seems ironically appropriate to me that Krugman refers to the linked ideas as “stories.” The fact that these imagined relationships form a coherent whole that can be represented by math and graphs does not guarantee that they can predict how people will behave or how long it will take to achieve the stability implied by the system’s tendency to achieve some kind of equilibrium.

The point of beginning the analysis of foreign trade with a discussion of comparative advantage is that is seems to provide an irrefutable argument for the idea that trade between two or more countries is mutually beneficial. What it demonstrates is that trade can be mutually beneficial in certain ways under certain conditions. What we make of that depends on what is deemed beneficial and whether the conditions are in fact satisfied.

By the time the textbook on international economics has added its consideration of other factors affecting trade and of models based on other sets of assumptions, it has changed the model to a “standard trade model” which is general enough for the simpler models to be taken as special cases.

The standard trade model derives a world relative supply curve from production possibilities and a world relative demand curve from preferences. The price of exports relative to imports, a country’s terms of trade, is determined by the intersection of the world relative supply and demand curves. Other things equal, a rise in a country’s terms of trade increases its welfare. Conversely, a decline in a country’s terms of trade will leave the country worse off.103

The primary function of this model seems to be to demonstrate four things:

1) The effect of growth on a country’s terms of trade

2) The effect of import tariffs and export subsidies on the terms of trade

3) The effects of changes in terms of trade on a country’s welfare.

4) How international finance can be analyzed as a type of trade.

The implications for economic policy derived from this analysis are 

A tariff unambiguously improves the country’s terms of trade at the rest of the world’s expense. An export subsidy has the reverse effect, increasing the relative supply and reducing the relative demand for the country’s export good, and thus worsening the terms of trade. The terms of trade effects of an export subsidy hurt the subsidizing country and benefit the rest of the world, while those of a tariff do the reverse. This suggests that export subsidies do not make sense from a national point of view and that foreign export subsidies should be welcomed rather than countered. Both tariffs and subsidies, however, have strong effects on the distribution of income within countries, and these effects often weigh more heavily on policy than the terms of trade concerns.104

The consideration of whether the effects on the distribution of income are detrimental to a country’s welfare begins with a caveat that strikes me as peculiar:

When looking at the actual politics of trade policy, however, it becomes necessary to deal with the reality that there is no such thing as national welfare; there are only the desires of individuals, which get more or less imperfectly reflected in the objectives of government. 

How do the preferences of individuals get added up to produce the trade policy we actually see? There is no single, generally accepted answer, but there has been a growing body of economic analysis that explores models in which governments are assumed to be trying to maximize political success rather than an abstract measure of national welfare.105

Typically the textbook proceeds to explore various ways economists and political scientists have attempted to model the political process by which trade policies are established. As it does so, however, it continues to oppose irrational policies that benefit a few people with policies that “raise national welfare.”106 Presumably the national welfare is the sum of the satisfied preferences as measured by total consumption without regard to the distribution of that consumption. Before closing the book and looking elsewhere for a more adequate concept of national welfare, it may be worth noting all the assumptions underlying the standard trade model.

The standard trade model again starts with two countries producing two goods. It posits a “production possibility frontier” for each country as a smooth curve. The concept of such a curve is often introduced with the trade-offs available to a society in terms of producing guns and butter given its limited resources. More guns means less butter and vice versa. Such a curve is easy to visualize with two products. It is a bit more difficult to visualize with thousands of products, but I imagine it could be mathematically described as some kind of closed surface in a three dimensional space. I would not want to try to decipher a mathematical account of the effect of outlawing handguns on the consumption of organic butter in such a model.

The standard trade model assumes that “At given market prices, a market economy will choose production levels that maximize the value of its output.”107 That value is expressed in term of the price per unit of each product. The assumption is that if we produce 200 less pounds of butter valued at $3.50 a pound we will then produce one more handgun valued at $700. This would be a completely linear relationship represented by a straight line graph. The standard trade model allows for some complexity in the factors affecting production by making the graph a curve rather than a straight line.

The model then assumes that the consumption decisions of an entire economy “may be represented as if they were based on the tastes of a single representative individual.” A footnote points out that this means that the effects of changing income distribution on demand are basically ignored for the model. Using the taste of a representative individual, however, makes possible the use of “indifference curves.”

The tastes of an individual can be represented graphically by a series of indifference curves. An indifference curve traces a set of combinations of cloth (C) and food (F) consumption that leave the individual equally well off.108

So we assume if “an individual is offered less food (F), then to be made equally well off, she must be given more cloth (C).”109 I am not sure in what world a hungry person feels well off if they have more clothing. I can only assume that the authors of the text chose food and cloth as their representative products in order to make sure the reader appreciated the absurdity of a limited model.

The indifference curve enables the model to find the combined consumption of the two products which yields the highest possible welfare, and using this with the analysis of the relative prices of the two products, it can determine how much of each product needs to be imported or exported. Determining the implications of all this for international trade involves two more steps: translating world supply and demand curves into “relative” supply and demand curves for the two products and calculating the “terms of trade” for each country. A relative supply or demand curve for a given product expresses its price in terms of the equivalent price of a second product. Instead of plotting the supply of cloth against the price of cloth it plots the supply of cloth against the amount of food which can be purchased for the same amount. The equilibrium point for the world market for food and cloth is represented by the intersection of the relative supply and relative demand curves.

A country’s “terms of trade” is the ratio of its exports to imports. It can refer to a generalized ratio of an index of prices for imported and exported goods, or it can be restricted to two products and two countries as it is in the simplified standard trade model. The analysis of the impact of trade on the welfare of a country starts with the ratio of the domestic prices of the two goods without any foreign trade and proceeds to compare it to what the ratio would be for prices on the world market. An increase in the terms of trade implies an increase in welfare for the domestic economy. Policies for foreign trade can then be evaluated by looking at their effect on the terms of trade. A decrease in the terms of trade would mean a decrease in welfare potentially to the point where trade does nothing to increase the welfare over what it would be without foreign trade. This analysis is essentially another way of demonstrating that comparative advantage is an incentive for foreign trade. To some extent the proposition that a nation is better off when the ratio of exports to imports increases seems like a reframing of the common sense notion that you are better off if you sell more than you buy.

Just as the development of financial institutions is inextricably entwined with the need to raise money for war, trade policy often has been formulated with a view to increasing one nation’s wealth and power at the expense of another. Colonization is the extreme example of this, but numerous trade policies like protective tariffs, subsidized exports, and manipulated exchange rates can be used aggressively to maintain a nation’s economic dominance. For hundreds of years in Europe a government’s intervention in its nation’s economy was a weapon in the virtually unending wars between nations. An enemy with a weaker economy was less able to mount armies and build navies. We are still haunted by this view of international trade as a zero sum game in which our national prestige and standard of living are at stake.

Foreign trade rarely takes place on a level playing field. Differences in resources and comparative advantage may be the primary impetus for foreign trade, but differences in standard of living, treatment of workers and government policies can complicate things. It is one thing to import raw materials we do not have or products we cannot make; it is quite another to import cheaper versions of products we already make, especially when the foreign products are made under conditions we consider appalling. The question is whether there is any way to level the playing field short of having one universal currency and equivalent wages and cost of living in all countries.

A positive balance in foreign trade would seem to imply that “we” are accumulating wealth at the expense of “them.” This sounds as though it would be a good thing for us and a negative balance would be bad since “they” would be accumulating wealth at “our” expense. I was surprised to learn that many economists dismiss concerns about a negative trade balance because the dollars that other nations accumulate will eventually be invested in our economy. Mark J. Perry offered a concise version of this argument in an op-ed piece about the advantages of free trade in the Los Angeles Times:

Let's start with two basic economic principles. First, countries don't engage in trade with each other — only businesses and consumers do. Second, when individuals engage in a voluntary market exchange, both parties — the buyer and the seller — are almost always made better off, because both parties get something they want. Trade is win-win, not win-lose as so many politicians these days would have us believe. ...

When American businesses and consumers voluntarily purchase more products from China than Chinese businesses and consumers buy from us, it does lead to a U.S. trade deficit with China. But the trade deficit can't accurately be referred to a “loss,” because it's based on millions of mutually agreeable individual exchanges that took place between a willing seller and a willing buyer. 

In fact, you could make a strong case that China “lost” last year on trade with America, not vice versa. After all, we acquired $482 billion of merchandise made in China and they acquired only $116 billion of merchandise made in the U.S., for a net merchandise surplus of $366 billion in our favor. China “lost” a net amount of $366 billion of goods that ended up being consumed and enjoyed by Americans. 

It would also be accurate to say that China gained a net amount of $366 billion worth of U.S. currency, the exact amount of the trade deficit. But what happened to those dollars? They aren't sitting idly somewhere. On the contrary, they quickly came back into the U.S. as a capital inflow to purchase America's financial assets like corporate stock and bonds, real estate, bank deposits and Treasury securities, and as foreign direct investment in America's factories and businesses.110 

This is to my mind a perfect example of the how choice of a basic metaphor can lead to what might seem to some a counter-intuitive conclusion. If you stick to the basic idea that all economic activity boils down to transactions between individuals in which each obtains something desired, then you can declare all transactions to be win-win and claim that the more unfettered markets enable transactions the more everyone will win. If on the other hand you assume that a national economy functions like a household, it seems clear that buying more than you sell will eventually get you into hot water. Perry jumps out of the boiling pot by saying that dollars accumulated abroad will inevitably be invested in our economy thereby making us better off. Rather than viewing a negative trade balance as a debt that must eventually be settled, he sees it as simply one column in a bookkeeping system which is balanced by investment in another. An extension of this is the idea that dollars sent to one country will be spent in other countries and eventually work their way around the globe to being used to buy American goods and services.

To be fair Perry does acknowledge in passing that there may be some collateral damage:

Economists almost universally agree that trade increases our prosperity and standard of living. Certainly there will always be short-run costs to trade — some American businesses may close and some workers may lose their jobs — but the significant benefits of trade always are much greater than the costs, making us stronger economically in the long run. 

It follows that restrictions on trade would make us poorer as a nation, not richer. The almost daily proposals to erect trade barriers with double-digit tariffs and the constant misinformed lamenting about America's trade deficit have brought “ignorant nonsense about economics” to new levels.111

Needless to say I balk at several points in his argument. I think many American workers might differ in the assessment of how the benefits of trade outweigh the “short-run costs” unless there were a much larger safety net for workers who lose their jobs as businesses close or relocate abroad. If one of the benefits of trade was that it supported social welfare programs rather than simply increased profits to corporations, Perry’s argument might find a more receptive audience. The issue here, though, goes beyond free trade vs. protectionism. It is a matter of the overall context within which trade takes place and how the “short-run costs” are handled.

The idea that it is good for foreign investors to own American businesses, real estate and Treasury bonds might also be debated. I like the idea that Honda, Toyota and Mercedes have manufacturing plants in the U.S., but in the abstract it does seem to me that there may be a limit to how much foreign investment is good for a country. At some point, perhaps, it amounts to a kind of colonization given the social and political influence that big business can have. One need only look at some struggling African nations to begin to question the benefits of foreign investment.

Obviously foreign trade can have a positive effect on the economy as it provides sources for raw materials and vast markets for products. I never thought about foreign trade when I was young. Certainly growing up in the '40s and '50s I didn’t see “Made In China” stamped on many of the toys or things I owned. Mostly in my youth I associated English and European products with quality. The main reason to buy an imported item was to get something better than what was made in the U.S.. At first Asian goods were regarded as cheap junk, but that began to change with cameras and audio products. Then Japanese technology began to improve exponentially, and before we knew it Americans were scared that Japan was going to conquer the world by economic means. Foreign trade became a hot political issue.

Actually foreign trade had been an issue for at least a decade even though the average citizen may not have been paying any attention to it. The problem was the amount of dollars held abroad. When currencies were based on gold, two nations trading with each other could settle their accounts with gold. A nation that sold us more than we sold them could exchange their surplus dollars for gold from our reserves. Even after currencies were no longer tied to gold for domestic purposes, exchange rates were still more or less fixed relative to gold, and gold was still used to settle international accounts. If we sold a country more than we have bought from them, they would send us gold to settle the account. The problem with this set up of course is that we lose gold if our foreign trade balance is negative. A negative trade balance and years of capitol flowing from the U.S. via loans meant that U.S. gold reserves had been reduced to a point where they could not possibly settle all the foreign accounts. Nixon “temporarily suspended” the convertibility of the dollar to gold, letting the value of the dollar “float” relative to gold. Gold became a commodity like any other whose value fluctuated, and exchange rates between currencies began to be determined by “the market.” Surplus dollars in other countries were used to purchase assets other than gold.

Foreign investors have used their dollars to purchase everything from real estate to treasury bonds. If the central bank in a foreign country ends up with a surplus of dollars, the chances are good that they will buy treasury bonds. This creates a situation which many view as the U.S. government being in debt to a foreign country (or its central bank). It’s bad enough if foreign investors are buying up houses in the neighborhood or buying companies that seemed like American institutions, but the idea that we as a country are in debt to other nations seems dangerous somehow. What if the Chinese decided to sell all their treasury bonds at once? Whether there would ever be any incentive for them to do so or what the repercussions of such a move would be for the U.S. and China is a very complicated issue. The average voter in me tends not to worry about it simply based on the impression that in addition to whatever havoc it might wreak on the U.S. economy, China would be shooting itself in the foot by undermining its own export business and even its purchasing power in the global economy. Some economists will say, however, that the flood of Chinese held dollars into the market for Treasury bonds was one of the factors contributing to the financial crisis of 2007-2008.

Because the Chinese were accumulating so much cash and needed a safe place to invest it, they dramatically increased the demand for U.S. Treasury bonds. That pushed interest rates in the United States down to unprecedented lows, which contributed to easy money being available to finance even the riskiest mortgages and, with them, the mortgage-backed securities and their derivatives that eventually drove the economy into the abyss.112

This attempt to shift some of the blame for the financial crisis onto foreign trade policies to my mind only underscores the need for better regulation or oversight in the mortgage industry. Obviously if credit for purchasing homes was handled in a different way, “easy money” for risky mortgages and mortgage-backed securities would no longer be an issue. 

Another way in which trade deficits may affect the economy, which Perry does not mention, is the impact on the “strength” of the dollar relative to other currencies. Most economists may have accepted that the gold standard is a thing of the past, but Perry’s argument does not seem to address the way fluctuations in the value of national currencies can impact the global economy. Foreign currency exchange rates may be the monkey wrench in trade imbalances. 

I’m not aware of any concerns about trade imbalances between Alabama and California, even though each has its own unique economic circumstances. Alabama may attract businesses that California would like to have by offering tax and wage incentives, but California is not going to retaliate by imposing tariffs on goods made in Alabama. Californians may view the bankruptcy of a county in Alabama as an alarming sign of the times, but they are not going to vote to send financial aid to the county. Some Californians do worry about businesses relocating to other states with less burdensome wages, taxes and regulations, and sometimes the competition between states for businesses seems to be a race to the bottom in terms of living standards and environmental quality. Of course Alabama and California share more than a common currency. They are both subject to the same federal laws and speak more or less the same language. 

When most “average voters” think about economic competition with other countries, most likely they think about jobs being lost because of cheap imports or because of businesses relocating overseas. In many instances it is so much cheaper to make things abroad and ship them here that any American business looking to maximize its profits is bound to consider making its product overseas. One assumes the main reason for this is the cost of labor abroad. Comparing the real cost of labor in one economy to that in another is a complex matter, but deciding whether to pay $2 an hour or $15 an hour for the same amount of labor is a no-brainer for any businessman who learned his multiplication tables in the third grade.

The relocation of a manufacturing plant from Ohio to Mexico or Thailand is motivated by the same things as the relocation of a plant from California to Alabama: lower wages, non-union workers, and various forms of government subsidies. A company may be able to physically move its plant equipment to a new site and train a new workforce for less than the cost of continuing to operate at its current location. Textbooks tell us that wage rates in any country are determined by productivity. Krugman uses the idea of comparative advantage to make the case that trade is always beneficial to a country even if it looks as though workers are being “exploited” because their wages are so much lower than those in the country to which it is exporting its products.

If one is asking about the desirability of free trade, however, the point is not to ask whether low-wage workers deserve to be paid more but to ask whether they and their country are worse off exporting goods based on low wages than they would be if they refused to enter into such demeaning trade. And in asking this question, one must also ask, What is the alternative?113

Let’s start with the most extreme example of outsourcing. Suppose a manufacturer in the U.S. shut its factory and shipped all its equipment to Bangladesh and set up shop in an abandoned warehouse. It sends a few managers to train workers and hires workers for a fraction of what it has been paying its American workers. It then ships the products back to the U.S. to sell in the same market that was being served by the plant it closed. Suppose there are no tariffs or trade restrictions involved. Is Bangladesh “exporting” goods to the U.S. in a “free trade” transaction? The goods have always belonged to an American company, and any profit from the sale of the goods accrues to the American company. Bangladesh benefits because more of its workers can find employment in the plant or at the docks. Is this the kind of “win-win” transaction that makes “free trade” so desirable? I doubt that the workers laid off when the American factory shut down would feel that the American economy was benefitting from the increased profits for the company. Presumably the GDP has not been increased by the profits for the company, though “trickle-down” economics might claim that these profits will be used to consume more (than the workers had been consuming?) or invested in ways that will ultimately lead to a greater GDP.

Note that in this case the market value of the goods produced in Bangladesh is the same as the market value of the goods produced in the U.S. before the factory was relocated. Wages paid to the workers in Bangladesh are determined by the labor market in Bangladesh and not by the productivity of the workers as measured by the market value of what they make.

Suppose the alternative that Krugman wonders about is that a non-profit organization helps provide seed money for manufacturing in Bangladesh that produces goods sold in Bangladesh rather than goods for export. Presumably this could gradually increase the GDP and overall standard of living in Bangladesh without causing workers in the U.S. to be laid off. And perhaps what the workers in Bangladesh would be producing would be something more vital to the health and comfort of people in Bangladesh than the disposable clothing or whatever the relocated factory was producing for Americans.

An alternative lying somewhere between these two extremes is the possibility of foreign investors financing growth in industry in Bangladesh. This raises the question of whether money should move between countries as freely as other goods. The textbooks treat capitol as just another good involved in trade. Krugman introduces his analysis of international borrowing and lending with the idea of “intertemporal” trade:

Any international transaction that occurs over time has a financial aspect, and this aspect is one of the main topics we address in the second half of this book. However, we can also abstract from those financial aspects and think of borrowing and lending as just another kind of trade: Instead of trading one good for another at a point in time, we exchange goods today in return for some goods in the future.114

The “price” of capital is, of course, the interest rate, and in this analysis interest rates are determined by preferences for present and future consumption. Krugman presents a curve representing one nation’s “intertemporal production possibility frontier.” Instead a tradeoff between two goods like guns and butter, it presents the tradeoff between present and future consumption as a graph with a downward sloping curve: “A country can trade current consumption for future consumption in the same way that it can produce more of one good by producing less of another.”115 Not surprisingly the curve looks identical to the production possibility frontier for two goods, and Krugman builds on it using the concept of comparative advantage to show how differences in the intertemporal production possibility frontiers of two countries can be an incentive for international lending and borrowing. The implication of course is that the free flow of capital between two countries can be beneficial for both.
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The free flow of capital is often associated with devastating financial crises such as the ones in Mexico in 1994 and Asia in 1997. Some will argue that there is an essential difference between free trade of goods and the free flow of capital.116 A distinction is also made between direct equity investment in foreign companies and a free flow of capital in the form of loans, especially short term loans. The effect of foreign loans is complicated by the exchange rates between the two currencies involved. Here, for example, is a description of the Asian financial crisis of 1997-1998 precipitated by a collapse in the value of Thai currency which had been pegged at a fixed exchange rate relative to the dollar.

The financial crisis can be described as having been a "perfect storm": a confluence of various conditions that not only created financial and economic turbulence but also greatly magnified its impact. Among the key conditions were the presence of fixed or semi-fixed exchange rates in countries such as Thailand, Indonesia and South Korea; large current-account deficits that created downward pressure on those countries' currencies, encouraging speculative attacks; and high domestic interest rates that had encouraged companies to borrow heavily offshore (at lower interest rates) in order to fund aggressive and poorly supervised investment. Weak oversight of domestic lending and, in some cases, rising public debt also contributed to the crisis and made its effects worse once the problems had begun.

If factors such as exchange-rate policies had helped to precipitate the financial crisis, above all it was excessive and poorly supervised foreign borrowing that made it so disastrous. As it became too expensive to fend off speculators, currencies were forced to float. This resulted in large falls in the baht, the won and the rupiah against the U.S. dollar. For instance, from an average of Rp2,342 to the U.S. dollar in 1996, the rupiah fell to an average of Rp10,014 in 1998. As a result, companies that had received large unhedged foreign-currency loans now faced impossibly high debt repayments in domestic-currency terms. The panicked capital flight that ensued only exacerbated the currency depreciation, leaving indebted companies in even direr straits. The workout of the bad debts and disposal of the distressed assets created by the crisis was one of the major tasks for policymakers for several years thereafter.117

If you really want to get a sense of how surreal the international financial markets are, read Traders, Guns and Money: Knowns and Unknowns in the Dazzling World of Derivatives by Satyajit Das.

In a perfect world one might hope that the equivalent amount of money bought the same amount of labor in every country so that global economic competition would take place on a completely level playing field. It might even be possible to have a single, universally accepted currency. Needless to say we are not likely to live in such a world any time soon. It may even be that the best way to compensate for the terrain of the playing field is to create even more diverse “local currencies” that can isolate an economy from the slings and arrows of international trade.

Theoretically exchange rates are supposed to reflect differences in the cost of goods and services in each country relative to its currency. Economists make a distinction between the “nominal exchange rate,” i.e. the actual exchange rate determined by a host of market variables, and a “real exchange rate” adjusted for the relative price of goods and services in the two countries. The problem is that such a real exchange rate is difficult to specify because goods and services in the two countries may be valued differently. It doesn’t really make sense to compare the prices of a Big Mac and a pair of blue jeans in the U.S. to their prices in Thailand or Senegal as a way of calculating an appropriate currency exchange rate.118 Would it even make sense to compare the wages of an apprentice construction worker or a moderately skilled seamstress? 

Underneath all these complications is the fact that exchange rates are partially determined by “market” factors and interest rates. When money is a commodity, currency exchange rates are subject to supply and demand for the currencies. Changes in interest rates paid on loans in a specific currency will affect the demand for that currency, and speculators may have as much influence on exchange rates as changes in technology or resources. This means of course that there are psychological factors involved in the determination of exchange rates. If investors believe interest rates are likely to change or inflation is going to undermine the currency of a given country, the demand for the currency will change and its “price” will change. The net result of all this, at least so far as I can see, is that the “money market” for derivatives based on exchange rates has all the logic of global weather patterns and probably the same potential for destruction. 

So let’s leap out of the box and try to imagine what foreign trade would be like without financial markets and interest bearing loans. Is it possible that some method could be found for setting exchange rates so that they would be stable enough for businesses to plan ahead? What could China do with their dollars if they could not buy Treasury Bills? Would some other method be needed to settle up payment imbalances between countries? How important is all this to national or local economies? 

The place to start may be the distinction between international trade in goods and the globalization of “finance.” It is the international movement of money in the form loans seeking a better return abroad than they are able to obtain at home that seems to be associated with the precipitation of financial crises like those in Asia and Mexico. The only reason another country should need dollars is to import goods from the US. If finance of businesses in the domestic economy is done with the extension of credit or deferment of payment then there should be no need for loans denominated in a foreign currency. Whether direct foreign investment in the form of equity in a venture is beneficial is another question.

The current system for settling trade imbalances is complicated by the fact that the dollar functions both as an international currency and a national currency. Instead of settling accounts by transferring gold, nations now hold dollars or dollar-denominated bonds. Some economists argue that using one nation’s currency as the international currency may bestow some advantage initially on that country, but in the long run it will inevitably cause instability. The “Triffin Dilemma,” named after Robert Triffin, the economist who first analyzed it, describes an inevitable conflict between domestic monetary policy and international policy for a nation whose currency is the international reserve currency.119

Under the current system a persistent trade deficit is likely to translate into a large amount of our "public debt" held by other countries (or their central banks) in the form of short-term Treasury bonds. These bonds are held largely because of their liquidity. Even though the return on the bonds may be minimal, they are easily converted into cash to settle trade transactions with the U.S. or even other countries which are willing to accept dollars. If for some reason the market for short-term Treasury bonds froze up or there was a precipitous drop in their price, then there would be a ripple effect that could spread around the globe like a wildfire.

Obviously without financial markets and interest-bearing loans this vulnerability would go away. The question then becomes how to handle trade imbalances between nations. The solution favored by Amato and Fantacci is a revival of a proposal that Keynes made at the Bretton Woods conference in 1944: an international clearing union which enables multilateral clearing of trade balances denominated in an international currency which is separate from any national currency. Keynes called the international currency the “bancor,” and it was supposed to be purely an unit of account. If international trade balances were ever in a state of complete equilibrium, there would be no bancors in any nation’s account with the clearing union. Any given transaction in international trade would result in credit and debit entries in the bancor accounts of the respective nations, and the system was designed to discourage the accumulation of surplus balances as well as deficit balances. Exchange rates between national currencies and the bancor were to be fixed by agreement but subject to adjustment if trade imbalances exceeded a certain limit. 

A clearing union along these lines was actually set up in Europe in 1950 when European countries were still struggling to recover from the devastation of the World War II. The numerous bilateral trade agreements between the countries were replaced with the European Payments Union and many obstacles to trade resulting from imbalances were removed. Countries had favored trade with other countries where they had a credit balance and used restrictive policies with countries where they had a negative balance. With the EPU there was no longer any need for separate trade policies. Having it all come out in the wash with multilateral clearing promoted trade between the countries. The Marshall Plan was tied to this agreement since it was also in the interest of the U.S. to have European economies recovering with the help of intra-European trade. 

The key to all this is the fact that money is conceived as a scarce resource, a “commodity” with a “price,” and “financing” therefore requires the “investment” of reserves of cash in some enterprise. If the financing of enterprises in any country is achieved primarily though the extension of credit by the banking system in that country, how would this affect international trade and exchange rates?

A clearing union using an international currency like the bancor as a unit of account would still need some method of setting exchange rates. It might eliminate the specter of some other nation holding billions of dollars in U.S. debt, but it would not immediately solve the issue of how to set exchange rates for the international currency and all the national or regional currencies. Keynes’s proposal contained incentives to prevent both positive and negative Bancor balances for countries in the union, and it acknowledged that periodic adjustments in a country’s exchange rate my be required if its balance exceeded a certain limit.

When one nation’s currency is used as the de facto international reserve currency it is not possible for that nation to adjust its exchange rate to counter mounting trade imbalances. Any adjustment in the dollar is ineffective if all the other currencies are pegged to the dollar.

It is worth noting that in 2009 Dr Zhou Xiaochuan, Governor of the People’s Bank of China wrote a paper entitled “Reform the international monetary system,” in which he advocated an implementation of a clearing union based on an international reserve currency:

The desirable goal of reforming the international monetary system, therefore, is to create an international reserve currency that is disconnected from individual nations and is able to remain stable in the long run, thus removing the inherent deficiencies caused by using credit-based national currencies. 

1. Though the super-sovereign reserve currency has long since been proposed, yet no substantive progress has been achieved to date. Back in the 1940s, Keynes had already proposed to introduce an international currency unit named “Bancor”, based on the value of 30 representative commodities. Unfortunately, the proposal was not accepted. The collapse of the Bretton Woods system, which was based on the White approach, indicates that the Keynesian approach may have been more farsighted. The IMF also created the SDR in 1969, when the defects of the Bretton Woods system initially emerged, to mitigate the inherent risks sovereign reserve currencies caused. Yet, the role of the SDR has not been put into full play due to limitations on its allocation and the scope of its uses. However, it serves as the light in the tunnel for the reform of the international monetary system. 

2. A super-sovereign reserve currency not only eliminates the inherent risks of credit-based sovereign currency, but also makes it possible to manage global liquidity. A super-sovereign reserve currency managed by a global institution could be used to both create and control the global liquidity. And when a country’s currency is no longer used as the yardstick for global trade and as the benchmark for other currencies, the exchange rate policy of the country would be far more effective in adjusting economic imbalances. This will significantly reduce the risks of a future crisis and enhance crisis management capability.120

Perhaps the exchange rates with the international currency could be set so that minimum wages in all countries were equivalent. Surely this would go a long way towards discouraging “outsourcing” or relocation of plants to cut labor costs, even if other measures were required to insure a domestic economy remained prosperous.

	[image: image]
	 	[image: image]


[image: image]

Taxes
 

[image: image]


If the government can “print” all the money it needs to pay for its activities, why do we need taxation? Eliminating taxes would surely be a campaign platform that everyone would love to vote for. Unfortunately, except for libertarians who view all taxation as theft, no one believes it is possible to eliminate taxes. Even Modern Monetary Theory includes a strange justification for taxes. Stephanie Kelton recalls how Warren Mosler explained the need for taxes with a story about a deal he made with his kids. 

Since the U.S. government is the sole source of dollars, it was silly to think of Uncle Sam as needing to get dollars from the rest of us. Obviously, the issuer of the dollar can have all the dollars it could possibly want. "The government doesn't want dollars," Mosler explained. "It wants something else." 

"What does it want?" I asked. 

"It wants to provision itself," he replied. "The tax isn't there to raise money. It's there to get people working and producing things for the government." 

"What kinds of things?" I asked. 

"A military, a court system, public parks, hospitals, roads, bridges. That kind of stuff." 

To get the population to do all that work, the government imposes taxes, fees, fines, or other obligations. The tax is there to create a demand for the government's currency. Before anyone can pay the tax, someone has to do the work to earn the currency. 

My head spun. Then he told me a story. 

Mosler had a beautiful beachfront property with a swimming pool and all the luxuries of life anyone could hope to enjoy. He also had a family that included two young kids. To illustrate his point, he told me a story about the time he sat his kids down and told them he wanted them to do their part to help keep the place clean and habitable. He wanted the yard mowed, beds made, dishes done, cars washed, and so on. To compensate them for their time, he offered to pay them for their labor. Three of his business cards if they made their beds. Five for doing the dishes. Ten for washing a car and twenty-five for tending to the yard work. Days turned into weeks, and the house became increasingly uninhabitable. The grass grew knee high. Dishes piled up in the sink, and the cars were covered in sand and salt from the ocean breeze. "Why aren't you doing any work?" Mosler asked the kids. "I told you would pay you some of my business cards to pitch in around here." "D-a-a-a-a-ad," the kids intoned. "Why would we work for your business cards? They're not worth anything!" 

That's when Mosler had his epiphany. The kids hadn't done any chores because they didn't need his cards. So, he told the kids he wasn't requiring them to do any work at all. All he wanted was a payment of thirty of his business cards, each month. Failure to pay would result in a loss of privileges. No more TV, use of the swimming pool, or trips to the mall. It was a stroke of genius. Mosler had imposed a "tax" that could only be paid using his own monogrammed paper. Now the cards were worth something. Within hours, the kids were scurrying around, tidying up their bedrooms, the kitchen, and the yard...

Mosler used this story to illustrate some basic principles about the way sovereign currency issuers actually fund themselves. Taxes are there to create a demand for government currency.121

Mosler also cites a project by the economics department at the University of Missouri at Kansas City which created a currency called the Buckeroo. It was used to “pay” students for doing community service volunteer work and established a “tax” requiring each student to submit 20 Buckeroos at the end of the semester in order to receive their grades.122

This is a fine example of economic explanation via analogy and narrative of origin. Unfortunately it strikes me as nonsense, and I think it risks discrediting the rest of Modern Monetary Theory. First of all it was absurd to think the kids would regard the business cards by themselves as any kind of motivation to do the work. Presumably they had reached the age where awarding a gold star in recognition of a performance of some task was no longer an effective incentive. Secondly the threat of loss of privilege would probably have sufficed as an incentive without the “currency.” All that was needed was some kind of accounting system for keeping track of who had done what. Instead of paying business cards Dad could just make a note in his little book when he was presented with evidence of a job completed. The only thing that the business cards added was perhaps the possibility that the siblings could sell or lend them to each other to cover shortfalls.

The idea that taxes are there to create a demand for government currency seems to an explanation of the origin of taxation and “government currency.” Surely various forms of taxation existed long before there was any fiat currency. There is apparently some scholarship which ties the introduction of money in ancient societies to the introduction of taxation, but I am more inclined to believe that taxation began as confiscation by feudal lords as a means of aggrandizement. What makes a government currency work is the legal system enforcing its recognition as “legal tender” for the settlement of any debt.

What Mosler’s analogy is really trying to do is reframe the functional analysis of taxation in a system based on a fiat currency that has no “intrinsic” value and to underscore the ability of a government to pay for things by “printing” money. He even defines fiat currency as “a tax credit not backed by any tangible asset.”123 

The key insight of Modern Monetary Theory is that the government of a nation with its own currency is a unique economic entity and should not be viewed like a household or a business in terms of its income and expenses. It does not need income in order to pay expenses, but it does need a form of money which will be accepted as payment for goods and services. Mosler’s notion of the government needing to “provision itself” and therefore imposing taxes in order to insure the legitimacy of its money seems to me to put the cart before the horse. It might make sense if a newly issued government currency had to compete with a host of other well established forms of currency used in the nation’s economy, but this is hardly the case with any contemporary nation. Kelton, however, seems to find the argument convincing:

If the British government stopped requiring its people to settle their tax obligations using British pounds, it would rather quickly undermine its provisioning powers. Fewer people would need to earn pounds, and the government would have a harder time finding teachers, nurses, and so on who were willing to work and produce things in exchange for its currency.124

Surely all these teachers and nurses would still need to earn pounds to buy food, clothing and shelter, just as people do whose income is so low that they do not have to pay income tax. Modern Monetary Theory does not need this myth to justify its perspective on deficit spending, and in fact Mosler and Kelton also cite other functions served by taxation.

In 1946 Beardsley Ruml, who was chairman of the Federal Reserve Bank of New York, published an article called “Taxes For Revenue Are Obsolete” in which he attempted to explain the real purpose of taxation:

What Taxes Are Really For 

Federal taxes can be made to serve four principal purposes of a social and economic character. These purposes are: 

1. As an instrument of fiscal policy to help stabilize the purchasing power of the dollar; 

2. To express public policy in the distribution of wealth and of income, as in the case of the progressive income and estate taxes; 

3. To express public policy in subsidizing or in penalizing various industries and economic groups; 

4. To isolate and assess directly the costs of certain national benefits, such as highways and social security. 

In the recent past, we have used our federal tax program consciously for each of these purposes. In serving these purposes, the tax program is a means to an end. The purposes themselves are matters of basic national policy which should be established, in the first instance, independently of any national tax program. 

Kelton’s three other justifications for federal taxation are essentially identical with Ruml’s first three: inflation, distribution of wealth or income, and encouraging or discouraging certain behaviors and endeavors, although Ruml’s concerns about subsidies or penalties was primarily a matter of tariffs and subsidies to industries rather than the sort of excise taxes Kelton may have in mind.

Mainstream economics does not regard taxation as an effective means of controlling inflation because raising taxes is politically difficult, and it thinks inflation can be controlled by monetary policy. Nonetheless the most immediate objection to a simplified notion of Modern Monetary Theory is that “printing money” is a surefire way to undermine the value of the currency and put us on the road to hyperinflation. Inflation prevention is surely the principal justification for taxation in Modern Monetary Theory and is the main caveat overlooked by many critics of the theory. What is involved is a shift in focus from deficit or surplus in the federal budget to inflation or deflation caused by direct changes in the amount of money circulating in the economy.

The use of taxation to redistribute wealth or income and its use as a form of behavior control are both political hot potatoes that many economists shy away from. They are clearly derived from policies that are beyond the scope of economics as such to evaluate – although some economists would argue that the accumulation of wealth in the hands of a minority is a way to promote growth. Excise taxes such as taxes on alcohol or tobacco have been justified by cost benefit analyses given the effect they have on healthcare costs, but I suspect PR campaigns about the dangers posed by both have been more effective in curtailing their use than the economic disincentives represented by a slightly higher cost to the consumer. A more relevant example might be the proposal for a carbon tax as a way to fight climate change.

The textbook explanation of taxation is a bit broader or more general:

In taxing, government is in reality deciding how to draw the required resources from the nation’s households and businesses for public purposes. The money raised through taxation is the vehicle by which real resources are transferred from private goods to collective goods.125

This explanation is, of course, based on the assumption that the government must have revenue from taxes or loans in order to have money to spend in the acquisition of goods. The transfer of resources from private to public (collective) occurs when the government spends the money regardless of whether it is fresh off the printing presses or existing money raised by loans or taxation.

It must be emphasized that Modern Monetary Theory applies only to sovereign currency. State and local governments that do not generate their own currency must raise money the old fashioned way i.e. by taxes or loans. One implication of this may be that it would make sense to have state and even local currencies in addition to the national currency. To some extent the introduction of the Euro has backfired because it has become more difficult for countries in the European Union to deal with their own domestic fiscal issues even though the Euro has streamlined international trade within the union.

Taxation is not the only tool for preventing inflation. If money is created by credit extended then the amount of new credit extended to companies or individuals can be tailored to prevent excess money in circulation. Control over money creation is probably a more immediate and effective method for preventing inflation caused by excess money in circulation. It is the equivalent of the monetary policies currently used, but it has the advantage of being a more direct control over the amount of credit available. There is no “pushing on a rope” with lower interest rates.

Relying primarily on money creation rather than taxation to prevent inflation would probably mean that the main justification for taxation is the redistribution of wealth or income. Everyone decries the outrageous imbalance in the distribution of wealth in the US, but few seem to want to vote for a level of taxation that would seriously alter it. Eliminating interest-bearing loans and stock market speculation might go a long way towards reducing income inequality, but it may only be through radical changes in income tax rates and estate taxes that the distribution of wealth can be restored to anything like a reasonable level. Before any of this could happen, though, we need a fundamental change in our understanding of money and finance.
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Markets
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To market, to market to buy a fat pig.
When a metaphor like “the market” is used to describe something as complex as the institutions and practices associated with the producing and selling of goods in a modern economy, the term will inevitably carry with it the feelings of familiarity and ordinariness associated with the more literal meaning of a market like the one where we buy groceries. Farmers markets which have become so popular in recent years are probably the closest approximation to the village markets which were so central to local economies in the past and which still live in our imaginations thanks to nursery rhymes, songs and stories we heard as kids. Some might want to claim that a shopping mall is the modern equivalent of the village market, but a shopping mall exists on top of a vast network of businesses that have nothing in common with the individuals selling their own produce in an old-fashioned village market.

Adam Smith, who is generally regarded as the father of modern economics, was a moral philosopher and colleague of David Hume. Late in his career he became interested in how nations manage to grow and prosper, partially inspired by the ideas of French physiocrats. He began his analysis by assuming individuals who were each striving to better their own condition through their labor and through barter or trade with others. By comparing the entire economy of an nation to a village market, he was able to conclude that technological progress, division of labor and various forms of infrastructure, made it possible for the total output of everyone’s labor to grow and be distributed in a way that benefited everyone. The idea of a market where supply and demand determine prices became the central tenet in almost all economic theory.

In the mid 20th century mathematicians became interested in modeling Adam Smith’s idea of a market economy and came up with a general equilibrium theory which gave free market theory a stamp of approval from higher mathematics. Not all economists thought the simplified model was adequate for the task of analyzing a modern economy. Hyman Minsky was among the “post-Keynesian” economists who took the imprimatur of mathematics with a grain of salt:

Arrow and Hahn (1971, pp. vi, vii)126 rightly emphasized that mainstream economists from Adam Smith to the present "have sought to show that a decentralized economy motivated by self-interest and guided by price signals would be compatible with a coherent disposition of economic resources." Smith's insight of genius was to associate processes that yield a coherent result in a decentralized market economy with the trading that takes place in a village's market square. To this day, formal economic theory makes this demonstration by investigating the characteristics of an abstract trading process. But its validity depends on showing that the "coherence" property demonstrated for the abstract trading process can be preserved when the model is altered to allow for the formalized concepts of production, labor, capital assets, monopoly, and money.

As Arrow and Hahn noted in chapter 14, the proposition that a decentralized market yields a coherent result has not yet been shown to hold for an economy where money is represented by contracts created through banking processes, and capitalist financial practices are required to support the purchase of expensive, long-lived capital assets.127

Apparently the math suggests that the nature of money and finance in a modern economy renders the metaphor of a market obsolete.

The textbook definition of a market economy is

An economy in which the what, how, and for whom questions concerning resource allocation are primarily determined by supply and demand in markets. In this form of economic organization, firms, motivated by the desire to maximize profits, buy inputs and produce and sell outputs. Households, armed with their factor incomes, go to markets and determine the demand for commodities. The interaction of firms’ supply and households’ demand then determines the prices and quantities of goods.128

What this implies is that the two things driving this theoretical market are the profit motive and the preferences of individuals. Economics makes no attempt to evaluate either. It assumes that the profit motive is a primary element in human interactions, and it professes to be neutral about the relative merit of individual preferences or what impact they may have on society.

The profit motive is often described as the driving force of capitalism or its life blood. It is the aspect of the individual's self-interested behavior which forms the basis for economic transactions. As an idea the profit motive is subject to extreme interpretations ranging all the way from an almost mystical force which creates society to a moralistic condemnation as a cynical interpretation of human nature which believes "greed is good." Mainstream economics simply accepts it as an obvious component in the way things work.

In examining the forces determining the supply curve, the fundamental point to grasp is that producers supply commodities for profit and not for fun or charity.129 

Profits in a market-based economy also serve another function beside lining the pockets of the successful entrepreneur:

Like a farmer using a carrot and a stick to coax a donkey forward, the market system deals out profits and losses to induce firms to produce desired goods efficiently.130

This may seem commonplace and obvious, but somewhere along the way something changes as the desire of individuals to better their condition morphs into profit maximization in large businesses or the focus on shareholder value in publicly held corporations. The most obvious problem is that the profits for successful enterprises are not based on all the costs actually incurred in terms of effects on the environment or society. Supply and demand in a market cannot prevent pollution. As it maximizes profits, corporate agriculture is not only destroying the viability of smaller family-owned farms but also depleting aquifers, destroying the top soil in the midwest and polluting water as far away as the Gulf of Mexico where polluted runoff has travelled down the Mississippi to create a "dead zone" in the Gulf the size of New Jersey.131

Economics addresses such "externalities" by recognizing the need for regulation. In many cases, though, the harm done to the environment or society by a profitable enterprise is questioned in passionate political debate or is simply viewed as less important than the benefits provided by the enterprise. Moreover large corporations often have enough influence in government to prevent regulations that would damage their bottom line.

Markets are also regarded as a key ingredient of the “capitalist” or “free enterprise” system that has proved so effective in improving the “standard of living” for so many people during the last two centuries. Somehow markets and capitalism are responsible for the industrial revolution and the development of the technology that has so enriched our lives. It is not immediately clear to me whether capitalism fosters technology or technology fosters capitalism, but the prevailing belief is that history proves “capitalism works.” It may not be perfect, but it is better than any other economic system known to man. Some might be inclined to note that the last two centuries have also brought us war and genocide on an unprecedented scale, working conditions comparable to slavery for masses of people and environmental destruction that threatens the very possibility of human life on the planet. None of this, however, suggests a better mechanism for allocating resources than the market. Marx and others have tried to imagine an economy without profits, but efforts to supplant the profit motive seem to devolve into oppressive re-education.

A market economy is often presented as the only form of social organization that permits individuals to remain autonomous, and any attempt to limit its functioning may be viewed as a threat to individual “liberty” or “freedom.” Belief in free markets supports the illusion that we can decide how to live our lives without being subject to some authority. Even if it contributes to the concentration of enormous wealth and power in a tiny portion of the population and forces millions to live in dire poverty, we continue to believe a market economy represents the only form of social organization that fosters individual liberty.

Economists tend to present “the market” as a natural eco-system that has spontaneously evolved over the centuries. The implication is often that given its spontaneous evolution it is best left alone to function naturally rather that being subject to “interventions.” The problem with this assumption is, of course, that the market itself is produced by “interventions” – the social customs and legal framework which permit it to function. A truly “free” market has probably never existed and certainly never existed on any scale other than a small primitive community.

Since mainstream economics aspires to be “scientific” it attempts to understand and model the market as though it were a natural phenomenon using abstractions like supply and demand. Some critics insist that the market can never be understood as a “natural” phenomenon because it involves human choice. The market is an institution based on cultural customs and political choices. The givens that economics uses in modeling such as individual preferences are not fixed givens in the way the behavior of molecules may be. They are influenced by trends, fads, advertising, propaganda, education, religious beliefs and other practices. One might say that molecules are influenced by their context as well such as temperature and the presence of other molecules, but the range of possible behaviors for a molecule seems nowhere near as infinite as the range of behaviors possible for a human being.

The market often seems to be conflated with “democracy” as a form of social organization. In a democracy each citizen theoretically has an equal vote in determining public policies. In a market, however, individuals have radically differing numbers of “votes.” The person with more money has more influence over the allocation of resources than his less well-off neighbors, and he is deemed to be entitled to that extra influence due to the fact that he has more money, however he may have come by it. Democracy is theoretically opposed the concentration of power in the hands of a single person or a select group. Revolutions may have eliminated monarchy and an hereditary aristocracy, but market economies foster plutocracy.

Prior to the financial crisis, financial markets were touted as a way of democratizing the market economy. Everyone could become a part-owner of whatever business suited his fancy. Risks and benefits were shared by all. I have the impression that a similar attitude was common in the ‘20s before the crash. Anyone could get rich by being smart. Apparently most people weren’t quite smart enough, and the risks and benefits were not quite equally shared.

Any community or society which recognizes private property and uses money will have some form of market. Perhaps the only real alternative to a market economy is the “gift economy” found in some small primitive societies, but it hardly seems feasible in a large developed economy. Advocates of a society in which all the natural resources, real estate and means of production are owned by “the state” distinguish between “private property” and “personal property” to explain how such a society can still have markets for consumable products. In societies that attempt to control markets too tightly it seems inevitable that “black markets” will emerge. Even in prisons money may take the form of cigarettes in order to permit an orderly market for whatever goods are available. It seems that the whole point of money is to enable markets.

The question then seems to be how to regulate markets and whether there are any limits to the kinds of things sold in markets. There is a more or less universal consensus that human beings are not a suitable “good” to be sold in markets. We don’t want “slavery” or “human trafficking.” There is, of course, a kind of market for children in that a couple wanting to “adopt” can pay money to the right people and acquire a child legally to raise as their own. Economists also like to talk about “labor markets,” but we prefer to think that what is being sold in a labor market is not a person. It is simply – what? – their “services” or some of their time. Wage-earners are not slaves because they can theoretically walk away from the job with the hope of finding another way to earn a living. Whether that hope is groundless will depend on external factors influencing the market. 

A market transaction is rarely a negotiation between autonomous individuals on an equal footing. For one thing markets are susceptible to “leverage.” A worker with financial reserves can afford to quit while his colleague might not be able to survive while he looked for a better job. Standard Oil could afford to sell gas at a loss in order to bankrupt the competition and eventually acquire a virtual monopoly in some areas. Amazon could lose millions of dollars for years in order to corner the market in book sales and then expand into virtually every other consumer market. Unions can force employers to improve working conditions or pay higher wages. Economies of scale enable Walmart to attract all the customers away from local mom-and-pop businesses. 

There is another way in which economists like to tout the market. It is seen increasingly as an information system enabling individual producers and consumers to optimize the use of their resources and maintaining a balance between supply and demand for every conceivable type of “good.” Just as the stock market seems to be based on the assumption that investors know more about the value of a company than the company’s own managers and accountants, the market at large is seen as an unimpeachable source of knowledge about all kinds of things. The most absurd extreme example of this faith was probably the idea that a futures market in terrorism could be used to help formulate public policy.

The Pentagon, in defending the program, said such futures trading had proven effective in predicting other events like oil prices, elections and movie ticket sales.

''Research indicates that markets are extremely efficient, effective and timely aggregators of dispersed and even hidden information,'' the Defense Department said in a statement. ''Futures markets have proven themselves to be good at predicting such things as elections results; they are often better than expert opinions.’'132

What exactly is this extremely efficient, effective and timely aggregator of dispersed and even hidden information? Is it simply like Ebay where anyone who has something to sell can make it available and set the price based on what others are charging for similar items or even let the buyers establish a price by bidding? The dispersed information which the market reveals is for the most part simply consumer preferences. Sales are a good indication of the “demand” for a product, and watching the effect of raising and lowering prices can enable a seller to find the sweet spot that maximizes his profit. Market research and polls may help anticipate the demand for a product, but actual sales are the only true measure that reflect all the factors involved in the consumers’ decisions. 

What is the “demand” that the market reveals. If the price for something goes up and demand for it goes down, does that mean the fewer people really want the product? It means that fewer people can afford the product, but those who would buy it if it were cheaper presumably still would like to have it. So demand is not just an indication of consumer preferences but of consumer preferences tempered by financial resources. That is really the point of market theory, of course, since the measure of the market’s effectiveness or efficiency seems to be the extent to which it maximizes producers’ profits. It is not to maximize consumer satisfaction. 

Suppose you did want to maximize consumer satisfaction. Other than redesigning airliner interiors, how would you do it? Is the satisfaction of owning a 200-ft. yacht greater than the satisfaction of feeding and clothing a child? Is the number of people who own cell phones more or less significant than the number of people who receive proper medical care? Do homeless people count as consumers?

One argument in favor of free markets is that no planner can anticipate the diversity of consumer “demand” as well as individual entrepreneurs who are willing to take a risk to fill a demand that they believe is latent. Or at least it is safer to let individuals take these risks and hope that the ones who are wrong can just go back to their day jobs. No central planner would risk his job betting on a demand for hula hoops, pet rocks or $20,000 handbags. What the market will tell the entrepreneur eventually is whether it is worth his while to sell some product. He may, of course, decide that having a larger customer base is worth more in the long run than maximizing profit in the short run, but he is still hoping to make a profit in the long run. 

The individual entrepreneur may say that he really is motivated by a desire to satisfy others, and perhaps his epitaph will be some form of “He provided us with what we wanted.” There is undoubtedly satisfaction to be found in giving pleasure to others or providing for their needs, and perhaps economic theory can include that kind of satisfaction under the rubric of “self-interest.” Most people would assume, though, that business is about making money. If you want to help others, donate to charity.

I am perfectly happy to let the availability of most consumer products be determined by the supply and demand mechanisms of a market. I am not so sure I feel the same way about things like food, clothing, shelter, healthcare, education and other things which strike me as “necessities.” The need for someone to make a profit is not sufficient justification for letting people go hungry.

Minsky puts it nicely at the outset of his analysis in Stabilizing An Unstable Economy:

The general view sustained by the following analysis is that while the market mechanism is a good enough device for making social decisions about unimportant matters such as the mix of colors in the production of frocks, the length of skirts or the flavors of ice cream, it cannot and should not be relied upon for important, big matters such as the distribution of income, the capital development of the economy, and the education and training of the young.133

“Market forces” are really just the tip of the iceberg dependent on a host of other institutions and social conventions. The ties that bind us together as a society are not just economic. The nature of our “economic” transactions is an expression of our culture, customs and morality. There is nothing given or inevitable about the functioning of our markets. At some level we have agreed to do things this way, and we could agree to do things differently. We could agree that everyone is entitled to a decent paying job and there are limits to how much “wealth” an individual or company can retain, if our goal was not to maximize profit but to promote the well-being of everyone.

When Minsky attempted to analyze how the economy could be stabilized, he did so with "a recognition that market capitalism is both intrinsically unstable and can lead to distasteful distributions of wealth and power."134 The key term here is perhaps “distasteful.” Most economists seem willing to live with some degreee of instability, but if I find the concentration of wealth and power in the hands of a minute percentage of the population “distasteful,” what am I really saying? I am pussy-footing around a moral condemnation rooted in values I believe are part of the core foundation of the society in which I want to live. 

The economic activity of our society is destroying the viability of life on earth and enabling a minute minority to accumulate vast wealth and power while much of the human race struggles with poverty and insecurity. We have an inhumane economic system which is rooted in ideas propagated either by those who stand to gain from the system or by well-meaning people who have been persuaded that the current system represents centuries of evolutionary progress. Exploring the way we conceive of money is one way to free our minds from the prison cell of dogma to which we have consigned ourselves.

Mainstream economics conflates the creation of surplus goods through technology with the accrual of "profits" to individuals or corporations. It fails to see that money should not be a commodity with a price determined by supply and demand and that the only thing achieved by financial markets is the concentration of money and power in the hands of a few along with an unending series of "crises" that destroy lives. It justifies all this with a simplistic model of human interaction and the pretense of being a science based on mathematical models. 

Economic theory is a branch of moral philosophy, and the economic system we live under is an expression of our culture. It is not divinely mandated or the product of inevitable evolution. It is a matter of human choice. The moral arc of history does not bend towards justice unless we are pulling in the right direction with all our might. 
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Appendix: What About Cryptocurrency
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“My hope is that it creates world peace or helps create world peace.
135
My initial impression of cryptocurrency was that it served two functions: it facilitated money laundering, and it provided a speculative investment. It seemed to me to be an extreme example of the absurdity of having a form of money be a tradable asset. The whole idea that a single Bitcoin, whose value was set at 30¢ in 2011, could have a market value of over $68,000 in 2021 is preposterous.

What exactly is cryptocurrency and why is anyone interested in it other than as a way to hit the jackpot? Theoretically it is a medium of exchange, but paying someone with cryptocurrency is so inconvenient and even expensive that it is not yet a practical way to pay for everyday expenses. I have heard that it is possible to use Bitcoin these days to buy a car, but the main use for cryptocurrency as a medium of exchange has been international transfers of very large amounts of cash where the real benefit seems to be that the transactions are untraceable for all practical purposes.

Bitcoin was not the first cryptocurrency, but it is certainly the most prevalent one at present, and the “Bitcoin White Paper” written by the creator of Bitcoin136 may be a good place to start in evaluating its potential. To some extent cryptocurrency seems like a solution in search of a problem, but the most important characteristic of Bitcoin is that it is, as the title of the white paper says, “a peer-to-peer electronic cash system.” The idea of electronic or digital “cash” is not new, but most forms of electronic cash transactions require an intermediary such as a bank or credit card company not to mention a large infrastructure behind the money and some institution supporting it.

The object of Bitcoin is to enable one individual to pay another in a secure manner without an intermediary. Much of what is written about cryptocurrency focuses on how the transactions can be secure rather than why it is advantageous to eliminate the intermediary. Part of the reason that Bitcoin became so popular after it was introduced in 2009 was the 2007-2008 financial crisis. Many people became convinced that there was something fundamentally wrong with the current financial system, and it seemed natural to blame the government and the large banks that controlled the supply of money. Cryptocurrency offered a way to take the monetary system out of their hands.

One way to understand the point of cryptocurrency is to view it in the context of how money has evolved. When money consisted of coins made from “precious” metals, it was possible when someone paid you to verify that you had in fact been paid. The metal used for the coins was considered valuable in itself and its weight and purity could be tested. The term “acid test” derives from one method of testing the purity of gold. Gold is also soft enough that one can test a coin by biting it.

Once paper currency replaced precious metal coins, an element of trust was required for transactions. Paper currency may have unique serial numbers and elaborate engraving techniques to make it difficult to counterfeit, but the institution issuing the currency must be trustworthy and have the means to enforce the use of the bills as “legal tender.”

With cryptocurrency the object is to make the currency self-verifying by having it contain a record of its provenance and transaction history. This would prevent someone from using the same Bitcoin in different transaction or just generating counterfeit Bitcoins, and it is achieved with blockchain technology and a network of computers. This is not the place (nor am I the person) to explain blockchain technology. Suffice it to say, blockchain is a method of encrypting data which requires a lot of computing power distributed over a network of computers. Elements of the theory had been available for 25 years, but Bitcoin was the first application of it to a decentralized network. The network is an essential element in the security of Bitcoin, and the number of computer processors verifying the validity of a transaction needs to be greater than the number of computers trying to hack the system.

The creation of a new Bitcoin is the first transaction stored in it and requires similar computing power to the verification of later transactions. Anyone with sufficient resources can create Bitcoins which they then own, although there is an algorithm embedded in the scheme which limits how fast the number of Bitcoins can grow. Anyone who puts their computers on the network to verify transactions may also received transaction fees in Bitcoin. Both creation and verification are referred to as “mining” in a comparison to gold mining where anyone who extracts gold from the ground or a stream is the owner of a form of money. The resources required for Bitcoin mining are computer hardware and enough electrical energy not only to run the computers but to keep them cool. Computer installations devoted to Bitcoin mining can consume enormous amounts of electricity, and, even though computer processors are always becoming more efficient, the difficulty of verifying a cryptocurrency transaction grows as the cryptocurrency becomes more widely adopted.

If we ignore any technical obstacles, what are the reasons for adopting a self-verifying digital currency? It seems to me that the only conceivable reason is that it severs any connection between the currency and a government or some other centralized authority. Whether this is advantageous is a matter of debate. The main argument against having a government issue and regulate money is that the government cannot be trusted to maintain the value of the money rather than simply increasing its supply to pay for wars or for institutions designed to subjugate the population. Control over money gives the government too much power, and individuals in the government can use monetary policy to increase their own power.

Crptocurrency involves what is called a “decentralized autonomous organization” (DAO). Verification of transactions is not done by a centralized process but requires the involvement of many computers on a network operating independently of any human intervention. It is difficult to appreciate the significance of this. A credit or debit card authorization also involves a large network of computers and any given transaction is authorized without any human intervention. I can easily imagine that no human hand touches anything between the time I swipe or insert or tap my card at the grocery store checkout counter and the time when I receive my monthly statement. It is certainly hard enough to speak with a human being when questioning a transaction on a statement.

Does the fact that every Bitcoin contains a unique record of its provenance make a given transaction any more secure than one using a credit card or debit card? It prevents “double spending” of the Bitcoin. In fact the prevention of “double spending” seems to be the principal justification for Bitcoin.

A purely peer-to-peer version of electronic cash would allow online payments to be sent directly from one party to another without going through a financial institution. Digital signatures provide part of the solution, but the main benefits are lost if a trusted third party is still required to prevent double-spending. We propose a solution to the double-spending problem using a peer-to-peer network.137

I suspect that trying to eliminate trust from social interactions is as self-defeating as the attempt to eliminate risk from investing. I can understand why individuals do not trust large institutions that use their power to benefit a small group of people, but perhaps the solution is to regulate the institutions rather than eliminate the need for trust. This of course requires trust in the government that must enforce the regulations.

I actually do not understand why one would trust the security of a cryptocurrency transaction more than a credit or debit card transaction. The problem with banks and credit card companies is not that their involvement in transactions makes them less secure, but that their other activities can have devastating effects on the economy and often benefit only the extremely wealthy. If cryptography can provide a way to securely embed the provenance of a given amount of cryptocurrency, surely it can provide an equally effective method for insuring the security of credit and debit card transactions and bank accounts. The issue of “double spending” is a problem introduced by a digital currency for peer-to-peer transactions. Solving that problem is not a justification for adopting a digital currency capable of peer-to-peer transactions. The critical lack of trust lies in the method for creating and regulating the currency itself.

Cryptocurrency is created by “mining,” and the system design includes some method for limiting the rate at which the amount of currency in circulation can grow. Someone or some group has to determine the appropriate rate for the currency to grow if its purchasing power is to be stable.

When Satoshi Nakamoto created Bitcoin, he installed a strict limit on the number of Bitcoin that could ever exist. There will never be more than 21 million bitcoin. This limit, known as the hard cap, is encoded in Bitcoin’s source code and enforced by nodes on the network.

Bitcoin’s hard cap is central to its value proposition, both as a money and an investment. Like gold and real estate, Bitcoin is a successful store of value because it is difficult to increase its supply. Thanks to the halving, bitcoin becomes more difficult to produce every four years, and eventually, it will become impossible.138 

According to coinmarketcap.com there were 19,013,687 units of Bitcoin circulating on April 16, 2020. The limit on the number of Bitcoins in circulation may be an essential element in its value as an asset, but it does not means that its purchasing power can be stabilized. Bitcoin rapidly became an extremely speculative asset for investors. Apparently the earliest use of Bitcoin to purchase something was in 2010 when an early adapter persuaded his local Papa Johns pizzeria to sell him two pizzas for 10,000 Bitcoins, which he regarded as worth $40. By 2021 those Bitcoins would have been worth $680,000,000. On the other hand an investor who watched the trading value of Bitcoin rocket from $1 in April 2011 to $29.60 in June could have bought it only to see its value plummet to $2.05 in about five months. Some advocates of cryptocurrency, of course, say that it will gradually stabilize, but it is worth noting that the investors in Bitcoin who have made fantastic amounts of money have done so by selling the cryptocurrency for dollars or some other established currency. The idea that a cryptocurrency can function as a store of value because it is a scarce resource seems undermined by the fact that it is a tradable asset whose value is determined simply by a market created by speculators. The success of Bitcoin seems also to have given rise to the “nonfungible token” (NFT) which uses the same technology to create a unique digital object whose only value is that it is a tradable on a market comparable to the market for collectibles like baseball cards.

The number of Bitcoin in circulation may be limited, but there is nothing to stop other cryptocurrencies from being created. 

Since the 2008 invention of the first cryptocurrency, Bitcoin, cryptocurrencies have proliferated. In recent years, they experienced a rapid increase and subsequent decrease in value. One estimate found that, as of March 2020, there were more than 5,100 different cryptocurrencies worth about $231 billion.139 

Wikipedia lists only 180 currencies recognized at legal tender by nations or their dependencies. Bitcoin is one of these since it has been recognized as legal tender by El Salvador. Wikipedia also says there are another 300 “complementary” local or regional currencies. One has to wonder what the economic impact would be if there were 5,000 different currencies used globally.

Among the commonly cited benefits of cryptocurrency are

	Transaction speed


	Transaction costs


	Accessibility


	Security


	Privacy


	Transparency


	Inflation protection 


Transaction speed. Comparisons of the speed of a cryptocurrency transaction are often made to the speed of a wire transfer, which can sometimes take several days to go through. Often a check issued electronically by Quicken can take three or four days to be fully processed as well. Other forms of electronic payment, however, seem virtually instantaneous to the payer. If I buy something online using a credit card, I only have to wait few seconds for the payment to be verified, and, if I authorize a bill to be paid by supplying my bank account information to the payee, it seems to be credited the same day.

It seems as though the verification of a Bitcoin transaction can take anywhere from 10 minutes to 7 days, depending on how many other transactions are waiting to be verified and how much of a transaction fee the sender is willing to pay. The computational difficulty of the verification of a Bitcoin transactions is systematically modified with a view to keeping the time required around 10 minutes. 

Transaction costs. Transactions costs are paid by the spender, and generally someone initiating a cryptocurrency transfer has the option of increasing the transaction fee to secure a higher priority in the cue of transactions waiting to be processed by the computer network. Transactions costs for Bitcoin transfers have varied dramatically over the years, rising as high as $54 in 2017 and an all time high of $62 in April 2021. As of April 18, 2022, the Bitcoin average transaction fee was $1.04.

Transaction costs in other forms of electronic payment are often paid by the merchant rather than the customer, though the cost of the transaction may affect the retail price of the good. The Dodd-Frank Act included a provision for limiting the transaction fees charged to vendors when a purchase is made with a credit card. Generally these fees range between 1.5% to 3.5% of the purchase amount. Banks charge the sender for wire transfers, and they may charge a monthly fee for processing electronic checks from Quicken, but they do not seem to charge a transaction fee for bill-paying when it is done directly with the bank.

With cryptocurrency the transaction fee is the incentive for “miners” to put their computers on the network to verify transactions. According to Statista.com “The average energy consumption for one single Bitcoin transaction in 2022 could equal several hundreds of thousands of VISA card transactions. “ Another source estimates the average amount of electrical power required to verify each Bitcoin transaction as 1,173 kilowatt hours, an amount comparable to the power consumed in about 6 weeks by an average household. It is difficult to see how earning a transaction fee of $1.04 every ten minutes provides sufficient incentive. Other forms of cryptocurrency require significantly less power to verify transactions. Ethereum is said to require 87.29 kilowatts per transaction, and its average transaction fee as of March 10, 2022, was $15.

Accessibility. Motley Fool describes the accessibility of cryptocurrency as an advantage for people who do not or cannot deal with a traditional bank in managing their money:

Anyone can use cryptocurrency. All you need is a computer or smartphone and an internet connection. The process of setting up a cryptocurrency wallet is extremely fast compared to opening an account at a traditional financial institution. There's no ID verification. There's no background or credit check. 

Cryptocurrency offers a way for the unbanked to access financial services without having to go through a centralized authority. There are many reasons a person may be unable or unwilling to get a traditional bank account. Using cryptocurrency can allow people who don't use traditional banking services to easily make online transactions or send money to loved ones.140

Sending money to loved ones conjures up an image of refugees or undocumented workers sending money back home to support their family, and in fact there is some indication that this is a growing use of Bitcoin.

Security. There are two aspects to the security of a cryptocurrency. One is the difficulty of generating false transactions because of the nature of the network involved in verifying transactions. The larger the network becomes, the more difficult it is to hack it and the more secure the currency transactions are. The other factor affecting the security of a cryptocurrency is how the owner of the currency stores it in his digital “wallet.” He has a private “key” which gives him access to his own currency and which is distinct from the public key employed when the currency is involved in a transfer. If someone else discovers what your private key is, he or she can access your currency as easily as you can. If you lose or forget you private key, you lose your money. Some people apparently write their private key down somewhere rather than store it on a digital device.

Privacy & Transparency. There is something incongruous and ironic about the way in which proponents of cryptocurrency tout both its privacy and its transparency. Cryptocurrency transactions are said to be transparent because anyone can see all of the transactions for a given currency. For example, there is a website called blockchain.com which updates information about Bitcoin transactions in real time. As I write I can see there there is a transfer of $76,724,684.46 initiated a couple of minutes ago and still waiting for verification. During the time it has been waiting to be confirmed the value of the Bitcoin involved has apparently increased by $45,667.51. I can see the “address” of the sender (a 64-character string) , but I cannot see any real information about the person or company behind that address. This is because of the main source of privacy with cryptocurrency: the sender is always using a pseudonym and may in fact use a different pseudonym for every transaction. 

Inflation Protection. The design of Bitcoin includes a hard clip limiting the number of Bitcoin that can be created to 21 million. While there is a convoluted process by which this limit could be altered, the prevailing attitude at present seems to be that it will not because having a fixed limit on the amount of Bitcoin in circulation is protection against inflation. Most economists will say that excessive supply of money is a major cause of inflation. One the other hand if productivity increases while the supply of money remains constant, the money becomes more valuable in terms of its purchasing power. Ideally, of course, the supply of money should somehow track with fluctuations in productivity so that the purchasing power of the money remains constant.

Apparently not all cryptocurrencies are designed with this type of limit on the supply of currency, and obviously the main appeal of cryptocurrencies so far is not that they are form of money whose value is stable, but rather that they are a type of financial asset whose market value is highly volatile.

Any argument that cryptocurrencies are better at preventing inflation would also have to factor in the way in which any number competing currencies can be created.

To my mind, the only coherent justifications for cryptocurrency are the separation of money from government or large banks and the supposed elimination of the need for trust in financial transactions. It is unclear to me that current forms of cryptocurrency can even achieve these goals. Their use depends on the ability to exchange the cryptocurrency for whatever currency is regarded as legal tender and accepted in the society in which one lives. One might even say that the elimination of a trusted intermediary is an illusion since the currency seems to rely on large installations of dedicated computers mostly owned, operated and maintained by a relatively small number of individuals or companies seeking to make a profit off mining and transaction fees.

Some advocates of cryptocurrency are very enthusiastic about the concept of decentralized autonomous organizations in general and the descriptions of how such organizations function sounds very much like the functioning of a cooperative or even a democratic or representative form of government. For some reason it seems to be easier to put ones trust in an anonymous “node” of computer processors than in the person owning it. There may be a lot to be said in favor of decentralizing many aspects of how a society is organized and, as the example of Sardex illustrates, there are clearly some advantages to localized currencies. The problem with cryptocurrencies, though, is that they designed to be global and are not in any way connected to a local economy.

Aside from the waste of energy resources involved in supporting a cryptocurrency, the biggest objection I have to the concept is that is repeats the mistake of assuming that money itself can be an asset that trades on an open market. While there may be nothing inherent in the concept of a cryptocurrency that requires it to be a tradable asset whose value is determined by a market, all of the current implementations seemed to be designed to encourage that. Money can function as a store of value without being a tradable commodity. The techniques involved in cryptocurrency could conceivably used to facilitate international transfers of money without having the currency itself be an “asset” whose value fluctuated according to the expectations of speculators. Whether the degree of secrecy (aka “privacy”) currently possible with cryptocurrency transactions is desirable is another matter.
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