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SAVING, ASSET-PRICE INFLATION AND
DEBT DEFLATION

National Income and Product Accounts (NIPA) measure the circular
w between production, consumption and new investment. Employers
profits which they invest in capital goods, and they pay their employees

ho spend their income to buy the goods they produce (Fig. 1).

el

Economy no. 1,
ction/ Consumption

duction and consumption represent only part of the economy. Govern-
nis levy taxes and user fees, which they spend and sometimes run budget
pluses (the government’s way of saving) that drain income from the
onomy’s flow of spending. But more often, governments inject spending
Bower by running deficits (financed by running into debt). The NIPA measure
se fiscal removals or injections of revenue by taxing and spending (Fig. 2).
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A half century ago econormisis anticipated that rising incomes and living
standards would lead to higher savings. The most influential view of the eco-
nomic future was that of John Maynard Keynes. Addressing the problems of
the Great Depression in 1936, his General Theory of Employment, Interest,
and Money warned that people would save relatively more as their incomes
rose. Spending on consumer goods would tail off, slowing the growth of markets,
new investment and employment.

This view of the saving function-— the propensity to save out of wages and
profits—saw saving break the chain of payments simply by not being spent.
The modern dynamics of saving—and the debts in which savings are invested-—
are more complex. Most savings are lent out. Nearly all new investment in cap-
ital goods and buildings comes from retained business earnings, not from
savings that pass through financial intermediaries. Under these conditions,
higher personal saving rates are reflected in higher indebtedness.

Since World War I1, in fact, each new business upswing has started with a
higher set of debt ratios. A rising proportion of savings find their counterpart
more in other peoples’ debts rather than being used to finance new dire
:nvestment. The net savings rate has fallen, even though debt ratios and gross
savings have increased.

To understand these dynamics it is necessary to view econormnies as com
posed of two distinct systems. The largest system is that of land, monopo
rights and financial claims that yield rentier returns in the form of interes
other financial fees, rents and monopoly gains (which can be viewed either
economic rents or super-profits). These returns far overshadow the profi
carned on investing in capital goods and employing labor to produce goods
and provide actual services. This reflects the fact that the value of rentier pro
erty and financial securities far exceeds that of physical capital in the form’
factories and machinery, buildings, or research and development.

Keynes was not careful to analyze how the savings functions associateg
with financial securities and rentier claims—and the property rights backi
them as collateral— differed from personal savings functions. Some help, ho
ever, is provided by the NIPA, which break out the distinct flow of property
financial income that accrues to the FIRE sector, an acronym for Finani
Insurance and Real Estate.

To fill out the picture from the investor’s vantage point, especially th
FIRE, it is necessary to recognize the increasingly important role playe:
capital gains rather than current earnings. The economy’s wealthiest layers
their “total returns” primarily in the form of capital gains, not profit, int
or rental income.
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regular measures of capital gains are published, but they can be estima-
the basis of the Federal Reserve Board’s balance-sheet data published

le Z of its annual Flow-of-Funds statistics on financial assets (stocks,
"and bank deposits and loans) and tangible assets (land, buildimgs and
a] goods). These statistics show that capital gains and the returns to prop-

and finance —rent, interest and capital gains—far overshadow profits.
ors and the rest of

‘his distinction between the property and financial sect
economy is not immediately apparent, however. NIPA statistics follow

n “value-free” economics in conflating all forms of current income

cluding capital gains) into the single category of “earnings.” Interest, rent,

rance and financial fees are treated as payments for current services, not

s by property, credit or monopoly power that find no counterpart in direct

days.

These forms of revenue are not inherently necessary €Xpenses of produc-

&n; but are best viewed as being institutional ir éharacter. Returns to finance

property may be viewed as transfer payments rather than as actual costs

iled by producing goods and services. This contrast makes the savings and

s and gro bt functions of these rentier sectors differ from those associated with the
ages and profits paid to labor and tangible capital investment (Fig. 3).
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Monetary Considerations

H:a;ms.« and agriculture, transport and power, and similar production and wil

consumption expenditures account for less than 0.1 percent of the economy’s les:

flow of payments. The vast majority of transactions passing through the New the

A York Clearing House and Fedwire are for stocks, bonds, packaged bank loans, she
. options, derivatives and foreign-currency transactions. The entire stock-market

value of many high-flying companies now changes hands in a single day, and oft

the average holding time for currency (rades has shrunk to just a few minutes. ne

The value of these financial ransactions cach day exceeds that of the entire pr

we

come. It therefore seems absurd to relate the money

anaual U.S. national in
excluding asset prices.

supply only to consumer and wholesale prices,

Today’s Anomalies That Need to Be Explained
oday’s world requires more variables to be analyzed. The (net) savings rae
has moved in the opposite direction from what Keynes had anticipated
The NIPA report a zero-savings rate for the economy at large. If the recycled
dollar holdings of foreign central banks are excluded, the domestic U.S. savings
rate is a negative 2 percent. A time series of the LLS. propensily to save since

1945 shows a steady decline in (net) /Y.
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ak = Keynes' expected rise in saving
2a'= Actual net domestic U.5. Savingofir NIPA)

=S = Net Debt (Dis-saving)
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* As eported in the National income anddiiuct Accounts (NI,

Fig. 4: Actual Saving® vs. Keynes’ Expected Saving
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Despite a falling savings rate, however, the economy never has been flusher
avings and credit. The growth of savings, wealth and net worth is less and
- result of new direct investment in tangible capital formation, but rather
roduct of rising asset prices for real estate, stocks and bonds. In balance-
terms, gross savings are soaring while net savings are zero or negative.
his growth in net worth occurs despite the fact that most new saving is
on the liabilities side of the balance sheet by growth in debt. The rise of
orth is the result of savings being lent to borrowers who bid up asset
s by using new loans and credit to buy property and securities, that is,

alth and financial claims on wealth.

n balance-sheet terms, gross
savings are soaring while net
savings are zero or negative.

| These features of today’s economy appear to be an anomaly as compared
o the formulae that Keynes traced out in 1936. Today’s economy is best seen
is a financial bubble, just the opposite of the deflationary Great Depression
lescribed by Keynes. Credit—and hence, debt—is being created to inflate
the bubble rather than to finance direct capital formation. In this respect the
anking and financial systems have become dysfunctional.

Monetary expansion and prices in the commodity and asset markets move

- asymmetrically. Today’s asset-price inflation goes hand in hand with com-
- modity-price stagnation and a deflation of labor’s spending power. Upon closer
examination this inverse relationship is not an anomaly. But the phenomenon
shows that the savings problem has become more serious than Keynes feared,
for reasons that he had little reason to discuss seventy years ago.

For one thing, the volume of savings compounds by being recycled into
the creation of new interest-bearing debt as savers or financial institutions use
their accrual of income, dividends and capital gains to buy more securities,
make more loans or buy property rather than to spend this reventue on current
output. The growing debt overhead —and the savings that form the balance-
sheet counterpart to this debt-—bears interest charges that divert income to
debt service rather than being available for spending on consumption and
direct investment.
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The FIRE Sector in Relation to the Rest of the Economy

he institutions that distinguish one national economy from another are

the property and financial institutions that sieer saving and investment,
and the public tax policies that shape markets. These policies determine the
character of the FIRE sector. The largest and defining features of any economy
are those of the property and financial sector, whose rent, interest, monopoly
revenue and “capital” gains (most of which are real-estate gains) rise relative
to overall national income.

Instead of examining these contrasting financial and fiscal policies, most
economics texts concentrate on abstract technological production and con-
sumption dimension of economic life. It is as if the property and financial
dimension —tangible wealth and financial claims on property and income —
lie somewhere on the far side of the moon, nvisible to earth or at least wrapped.
in a cloak of invisibility.

When Keynes viewed individuals as saving a poriion of the income th
earned, he defined (S) as a function of income (Y) multiplied by the margin
propensity to save (mps, or simply s), so that S=sY. Keynes thus derived th
savings function s = 8/Y for economies as a whole.

This formula does not acknowledge that financial institutions tend to sav
all their income. Furthermore, over time a rising proportion of this inflow of
interest, dividends and rent is plowed back into new loans rather than investe
in tangible capital formation.

Keynes recognized that wealthy individuals save a higher portion of the
income as they earn more. He feared that as economies grew richer over tim
the propensity to save would rise. But he did not describe corporaie financi
institutions as having a distinct propensity of their own to save all their interes
and dividend receipts. :

Today we can see that the problem with saving is not simply that it is no
spending,” A rising proportion of savings are lent out or invested in loans ag
securities, dividend-yielding stocks and rent-yielding properties, to become in
est-bearing debts owed by the economy at large. These savings expand of th
own accord as their interest receipts are recycled into new loans and other inco
yielding assets, growing in an exponentially rising curve.
rising curve is that of compound interest, o that S,= 8.}
sents the rate of interest. Meanwhile, the growth of debt grows pari pass
Keynes would have put it.

It thus is helpful to distinguish between the propensity o save (1)
and industrial firms out of income earned by producing goods and servi
and (2) by the FIRE sector out of debt service and rental charges. Dra

(11
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the economy itself be viewed as a combination of
arating the FIRE sector from the rest of the
o sectors as (1) the production and consumption
and (2) the economically larger
me (defined to include finan-

nction requires that
parate parts, by se€p
my. 1 refer to these tw
oy comprising fixed capital and labor,

1 another
d investrm

any coond Tty mﬁﬁwmﬂmﬂwﬂw& sector Teceiving reniier Inco
- ervice  1€€S).
est, mong 3 R . .
is) rise :&w though net saving does not increase M such cases, the volume of loanable
expands. These funds are built up as interest, dividends and rents accrue
that these revenues accruc

ers of securities and property. 1o the extent
e financial institutions—-insurance companies, pension and mutual

—the propensity o save such returns is nearly 100 percent. To be sure,
ers pay interest to their depositors while insurance and pension funds pay

olicy holders. However, most of these interest and dividend accruals are
ate. The result 1s an Q%oﬁ_ommmf rising curve of

policies,

f accounts 1o accumul

\e income th ngs at compound interest. i
y the margi The idea of a propensity to consume 1s appropriate only for consumer
me, not that of the financial, insurance and real estate (FIRE) sectors. Con-
do indeed consume soIme part of their rentier in-

mers, especially retirees,

e, but this is not tru€ of institutional Investors. Keynes recognized that the

althiest income brackets have a high propensity to save, while less affluent

er than investe mwﬁw have a lower propensity. Today, the wealthiest 10 percent of the pop-

4tion holds most of the savings in every econonmy The bottom 90 percent
4 to be net debtors rather than net savers in today’s highly financialized

%MH_WMINM times oﬂoawo.m of North America and Europe. .
porate finan - Additional saving is created when banks create credit. Most finds 1ts coun-
. all their interes erpart in the new debts that borrowers Owe, SO that the net saving rate is not

affected. Keynes concerned himself almost entirely with net saving, not gross

13

Savings and their counterpart debt.
tment, he did not emphasize

- When Keynes defined saving as equal to inves
n tangible capital goods and loans

the distinction between direct investment i
n-financial sectors. Failure to draw

at became the debts of the economy’s N0
gross or net saving. National

his distinction led to an ambiguity between
income accounts define saving net of the growth In debt, so that no increase

net saving OCCUTS when savings are lent out.
This condition has become more and more the case for the U.S. economy

in recent decades. Today’s propensity t0 save :< less than zero as the economy
' is running into debt faster than it is building up new savings. Keynes did not
" address this possibility, and indeed it wasnota pressing concern back in 1936

* when he wrote his General Theor).

ly that it is “non-
sted in loans and
, to become inter-
s expand of their
and other income-
mﬂwm exponentially
Y where 1 repre-
ows pari passu, as

m

> save (1) by labor
sods and services,
charges. Drawing
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Modern national income accounts also combine the wages and profits that

labor and industry €arn with the interest and rent that finance and property
receive. The basic ideais that providing Jand, the radio spectruim, subsoil min-
erals and even monopoly goods supplies a «gervice” alongside the goods and
services produced by labor and capital goods. But it is equally possible to view

finance and property not as “factors of ?.o&c.omoss producing services that
earn interest, fnancial fees and rent, but as receiving transfer payments or
what Henry George called “value from obligation.” This distinction enables
the classical distinction between “carned” and «ynearned” income to be pre-
served in a way that I believe Keynes would have appreciated in view of his call

for “authanasia of the rentier.”
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This chapter proposes & model to integrate the analysis of asse

tion with debt deflation and Say’s Law, Viewing savings and debt in their ios
tutional context, it relates the behavior of banks and institutional investor
the dynamics of asset-price inflation and debt deflation. A central theme
that most lending and credit creation are directed into the capital mark
via borrowers who buy property of Gnancial securities. As the econont
assets are loaded down with debt and its interest charges, this credit gro¥
extracts interest payments that divert revenue away from current

goods and services. That is why asset-price inflation usually involves
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insufficient market demand to provide

ewed saving as causing
at scemed to be that as economies grew
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m, subso 1, people would save more, disrupting the circular flow of spending
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1g services’ cen creditors and debtors.
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producers and other labor, increasing the volume of debt.
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Keynes’s discussion of savings led him to re-examine Say’s Law, which
described circutar flow of spending between producers and consumers. Under
normal conditions producers would hire workers, who would spend their wages
on buying what they produced. This was the basic meaning of the phrase
“gupply creates its OWI demand.” But savings threatened to interrupt this cir-
cular flow by diverting the purchasing power of consumers away from the
demand for goods and services, and that of employers away from the purchase
of capital goods.

Keynes found saving to be the main culprit for the economic slow-down of
the Great Depression on the ground that it fed to reduced market demand,
deterring new direct investment and hence slowing the growth of employment.
But in today’s U.S.-centered bubble economy the problem has become more
complicated. To the extent that savings are lent out (rather than invested out
of retained earnings to purchase capital goods, erect buildings and create other
tangible means of production), they divert future income away from consurnp-
tion and investment to pay debt service. In this respect the growth of savings
in financial form (that is, in ways other than new direct capital formation) adds
to the debt overhead and hence contributes to debt deflation. This 1
occurs with nearly all the savings intermediated and lent out or rei
the banks, insurance companies and other financial institutions.

Keynes did not devote much attention to the accrual of interest on past
savings. His General Theory was ambiguous with regard to the spe i ,
that savings might take. They were identified stimply as investment,
the macroeconomic plane, §=1. The implication by many Keynesi
is that savings actually cause investment. The reality is that savings I
directly in new means of production were invested indirectly in stocks,
and real estate. Investment in securities and property already in exis
no positive employment effects. But there was not much m_dsig in eithe
ing or this kind of indirect investment back when the General Theory
lished. The tendency was for savings to sitidle, as did much of the lab

The Self-Expanding Growth of Savings through Their Accrual of Interest

]

HAR financial system exists in a symbiosis with the “real” economy. B
system has its own sct of growth dynamics. Financial systems tend to g
exponentially at compound interest. The cumulative vatue of savings gro
through a dynamic that Keynes had litile reason to analyze in the 1930s—V
Richard Price described as the “geometric” growth of a penny investe
5 percent at the time of Jesus’s birth, growing to a solid sphere of gold ext
ing from the Sun out beyond the orbit of Jupiter by his day (1776). He
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is “geometric” growth of savings invested at compound interest to
 «arithmetic” growth of a similar sum invested at simple interest.
the metaphor that Malthus adopted to describe the growth of human
ons in contrast to the means of subsistence.”
people saved money back in the time of Jesus. But nobody has ob-
- vings amounting to anywhere near a solid sphere of gold. The reason
vings that are invested in debt tend to stifle economies, causing down-
wipe out the debts and savings together in a convulsion of bank-
s was what happened to the Roman Empire, and on a smaller scale
haracterized business cycles for the past two centuries. Yet this dynamic
has been related to the bankruptcy phenomenon although it is a key
& countering the growth of savings.
nomies do grow faster than “arithmetically,” but not “geometrically.”
typica} growth pattern s that of an S-curve, tapering off over the course
¢ business cycle. The exponential growth of savings and debts thus tends
cally to exceed that of the “real” economy. Unless interest rates decline,
ebt burden will divert income away from spending on goods and serv-
turning the economy downward (Fig. 5 & Fig 6).

Lk

Savings

& Debt
Exponentiat
Compound
inteest™
y=2x

Net Debt

Net Claims

Saving
NES

o= SV R 1,73

ig. 5. How the Risc in Debt Expansion of Economy #1 (the "Real Economy"}
rhead Slows Down the e Exponential Gowth o Debt & Savings

Husiness O%nwn. * All compound intest is exponential.

The General Theory recognized saving as arising out of current income, not
s growing through the compounding of interest, doubling and redoubling at
ompound interest by their own inertia. They accrue interest independently of
he course of incomes when invested in bonds or left in savings accounts, as

2 { review how economists have treated this phenomenon in “The Mathematical Economics
of Compound Interest: A Four-Thousand Year Overview,” Journal of Economic Studies 27
(2000): 344-363.
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well as accruing dividends if invested in stocks, or rental income if invested in
property. This is especially true of “forced savings” in the form of paycheck
withholding for Social Security; pension and retirement accounts, along with
insurance policies segregated In a way that makes them unavailable for current
spending.

Savings
& Debt

Financial

WZmﬁ £33 Net Debt
| Saving &y Claims

. -
Mg goan 13 e i

Fig. 6: F Fmﬁ&m._ Crisis Pattern | ey Frae-Market Business Cycle Theory
versus Business Cycle | emmeeme Actual Financial Crisis Patier

Not being limited by the course of income or the ability to pay, the expon
tial growth of savings tends to exceed growth of the real economy. This is wha
occurs when economies are loaded down with debts, which could equally w
be thought of as the savings overhead that is lent out. Rising savings on |
asset side of the balance sheet connote a rising debt overhead on the habi
side. In this case saving does not necessarily reflect an increase of product
powers and the means of production, nor does it tend to employ labor. Ra ]
the debt service that results from lending out savings tends to shrink ma
and employment.

It should be noted that while the financial sector represents itself as p
viding credit to consumers and producers, it also absorbs income by char
interest, in amounts that are as large as the entire loan principal every doub
period—seven years at 10 percent interest, 13 years at 3 percent. Ultimatel
financial sector extracts revenue from the economy. That is why it is in
ness, after all: to “make money from money.”

Money cannot be made from money, of course. It is itself sterile, as
totle noted long ago. But it can charge interest from the rest of the eco
that does perform the work. Levying interest, rent and other property
financial charges is not to be confused with making money through la
capital investment. The perception of classical economics that the p
and financial system is different has been lost in today’s economic thou
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owth of Net Worth through Capital Gains

5 alon E.E.n volume of savings w_mo grows kuoc.mw a m.%nma.wo that
e for ¢ : Keynes had E@.m reason to analyze 1 the .ﬂwmom” nm“?ﬁﬁ gains. wﬂo_uﬂ._@
, nancial securities tend to appreciate in price over time. The main cause

his price appreciation is that the physical volume of assets grows slowly,

the financial volume of loanable funds grows exponentially.
¢ us return for a moment to Richard Price’s example of a penny saved
he time of Jesus being worth a sphere of gold extending from the sun out
upiter. Few investors buy gold, as it does not yield an income. The largest
estment—and the most heavily debt-financed asset these days—is land.
does not expand the volume of land, which is fixed, but it does

ore credit
< its market price. A rising volume of savings is channeled to buy a fixed

w%q of land. The financial system thus creates capital gains as the finite
1ume of property and supply of buildings and financial securities expands

ore slowly than the potentially infinite volurme of loanable funds.
d not anticipate that savings would be channeled in a way that bid

ry ~ Keynes di
p asset prices for securities and property without funding tangible capital for-

ation. In the 1930s net worth was built up mainly by saving, not by asset-price -
as is occurring today. In traditional Keynesian terms, revenuc or

flation such
edit spent on buying property in place represented hoarding, not investment.
ers and investors imagine themselves growing nicher as prices

Homeown
se for their assets. Their net worth rises without their having to save. How-

avings on

1 the liabi ever, this rise tends to require more income set aside to pay debt sexvice on the
oans taken out to buy their property. Credit lent out in this way does not
‘labor. Rathé nerease consumption and direct investment. It creates debts whose carrying

charges shrink markets. Savings and debts rise together, so that there is no

ncrease in net saving,
New saving does occur as
service into new loans, whose carrying charge

financial institutions recycle the receipts of debt
s absorb yet more future income.

1e by chargin

avery doubling The result is that gross savings (and hence, indebtedness) rise relative to national

Ultimately th income. Stated another way, saving for many homeowners takes the form of

1y it is in paying off their mortgages. This is not the same thing as hoarding (in Keynes’s
sense), but it plays much the same function, as it is not available for spending

sterile, as Aris-. on current output.

f the economy As savings rise and are lent out, debt service absorbs more income. But the

- property and net economic surplus available o service these savings—by p2 ing interest

and dividends on the debts and securities in which they are invested— tends

not to keep pace with their stipulated debt service. This debt problem there-

deflationary economic role that Keynes attributed to savings.

rough labor or
it the property
nic thought. fore plays the
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How Asset-Price Inflation Aggravates Economic Polarization

HA&SQW favored inflation as eroding the burden of debt. He saw inflation as
the line of least political resistance to wiping out the economy’s debt
burden. His idea was that inflation would leave more income available for con-
sumption and for new direct investment. But asset-price inflation works in a dif-
ferent way. Instead of eroding the purchasing power of wealth relative to
commodities and labor, it increases property prices without increasing con- .
sumer prices or wages. At least this has been the pattern since 1980. Wealth dis-
parities have increased even more than have disparities among income
brackets. The net worth for the wealthiest 10 or 20 percent of the population
has soared, while the rest of the economy has fallen more deeply into debt and
many of its gains have turned out to be short-term.

Keynes recognized that rich and poor income and wealth brackets had dif-
fering margjnal propensities to save. But today’s financial polarization has gone
beyond anything he anticipated, or what anyone else anticipated back in the
1930s, or for that matter even in the 1950s.

Long before the General Theory, economists recognized that wealthy peop
did not expand their consumption in keeping with their income growth. T
image of widows and orphans living off their interest was relevant only for
small part of the economy. Renters always have tended to save their incom
and reinvest it in the financial and property markets. This occurs also with sa
ings deposits, which banks lend out or invest directly in financial securitic
Most of the interest and dividends credited to savers thus is left to grow
being lent out or plowed back into indirect securities and property investmet
increasing asset prices. __

The ability to get an easy ride from the resulting asset-price inflatio
coupled with an easy access to credit and favorable tax treatment —— prom
investors to take their returns in the form of capital gains rather than cur :
‘ncome. In real estate, the economy’s largest sector, property OWNers use t
rental income to pay interest on the credit borrowed to buy properties, lea
no taxable earnings at all. The same phenomenon characterizes the corpo
sector, where equity has been retired for bonds and bank loans since 198
Ambitious CEOs, managers of privatized public enterprises and corpo
raiders have bought entire companies with debt-financed leveraged buy
Interest charges have absorbed corporate earnings, leaving little remainin
new capital investment. The name of the game has become capital ,z
which have been spurred more by downsizing and outsourcing than b
corporate hiring.




SAVING, ASSET-PRICE INFLETION AND DEBT DEFLATION 311

es for property, stock, and bonds have soared relative to wages, forcing
yers to spend a rising multiple of their annual incomes to buy housing,
ing has been the cost of acquiring companies relative to corporate

s price/earmngs ratios increase.
apital gains make the inequality of wealth and property more extreme
ncome inequality. The wealthiest layer of the population derives its
“from capital gains, while using its income to pay interest—as long as
«t raies are less than the rate of asset-price inflation. The ratio of wealth
roperty has risen relative to the value of goods and services, wages and

“Lis, while the debt overhead has grown proportionally.

“Asset-Price Inflation “Crowd Out” New Direct Investment?

he FIRE secior has been expanding at the expense of the “real” economy.

¢ drains revenue in the form of interest, rental income and monopoly
fits, which are paid out increasingly as interest and financial fees. This trig-

a fresh cycle of saving and re-lending by the FIRE sector itself, not so
by the rest of the economy. The more interest accrues in the hands of

itors, the faster their supply of loanable funds increases, thanks to the

gic of compound interest.” This revenue is lent out and accrues new

crest (“interest on interest”), which is recycled into yet new loans. :

“This growth of savings and loanable funds in the hands of financial insti-

tions is lent out mainly to buy property in place and financial securities, not

fund tangible capital formation. This financial dynamic spurs asset-price

ation, which in turn reduces the incentive to invest directly in capital goods,

- cause it is easier to make capital gains than to earn profits.

tion— These developments have prompted investors to seek “total returns”—cap-
tal gains plus profits or earnings — rather than earnings alone. Under Federal

 Reserve Board Chairman Alan Greenspan as “Bubble Maestro” in the 1990s,

tock prices for dot.com and internet companies soared without a foundation

eaving. il earnings or dividend-paying ability. Balance-sheet maneuvering was decou-
porate pled from tangible investment in the “real” economy. Companies such as
Enron prided themselves in not having any tangible assets at all, just a balance
porate heet of speculative contracts. People began to ask whether wealth could go on
Iyouts. = increasing in this way ad infinitum.
Em.mou. = Keynes’s analysis implied that the income “multiplier” (Y/S, or 1/mps)
gains, would increase as prosperity increased and people consumed a smaller portion
'y new of their income. What was being multiplied, bowever, was not national

income— wages, profits and other earned income —but the volume of credit
and hence the pace of capital gains in the asset markets.
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Tax Policy and Financial Bubbles

nlike the industrial sector, real estate does not report a profit—and hence

pays no incore taxcs. Property owners do pay state and local real estate "
taxes, to be sure, but they have been joined by the financial and insurance lob .
bies to shift local government budgets away from the land and onto the shoul
ders of labor, through income taxes, sales taxes and various user fees for
municipal services hitherto provided as part of the basic economic needs and
infrastructure.

Although land does not aoﬁaonwmﬁol.mﬁn.wmu wear out and become obso
lete—-by far the bulk of depreciation tax credits are taken by the real estat
sector. This is because the economic theory underlying tax obligations has
become essentially fictitious. Fach time a property is sold, the building is assume
to increase in value, rather than the land’s site value generating the gain.

Nothing like this could happen in industry. Machinery wears out an
becomes obsolete — think of computers and word processors bought a decad
ago, or even three years ago. Technological progress reduces the value ¢
physical capital in place. But the prosperity that progress brings increases t
market price of land. _

Keynes pointed to the desirability of preventing the diversion of incorm!
into the purchase of securities and property already in place. He hoped:
restructure the stock market and financial system so as {0 direct savings an
credit into tangible capital formation rather than speculation. He deplored |
waste of human intelligence devoted merely to transferring property oWIi
ship rather than creating new means of production.

Today’s financial markets have evolved in just the op
that advocated by Keynes. New savings and credit are ch
satisfy the rush to buy real estate, stocks and bonds for speculative purp
cather than into the-funding of new direct investment and employment. &
ters are aggravated by the fact that financial gains are taxed at a lower ¥
thanks to the growing power of the financial sector’s political lobbies. |
prompts companies o use their revenue and go into debt to buy other cort
nies (mergers and acquisitions) or real estate rather than to expand their me
of production.

Going into debt to buy assets with borrowed funds experienced a quan
leap in the 1980s with the practice of financing leveraged buyouts with
interest “junk” bonds. The process got underway when interest rates we ;
hovering near their all-time high of 20 percent in late 1980 and early 1
Corporate raiding was led by the investment banking house of Drexel Burnl
and its law firm, Skadden Arps. Their predatory activities required a 1008

g
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s to make it legal to borrow funds to take

s and repay creditors by, emptylng out their corporate treasuries

ew York’s laws of fraudulent conveyance

a’s racketeering (RICO) law:
' wm&o
erfunded” pension plans. N
+ 1o be modified.

. g Interest was allowed to be counted

ws promoted this debt leveragin:
“deductible expense, encouraging leveraged buyouts rather than equity
funding out of retained earnings. Depreciation of buildings and

catedly, whenever a property was sold.
tor by making absentee-owned buildings and
ally exempt from the income tax. To top mat-

educed below taxes on the profits earned

This diverted savings to fuel asset-price inflation. By the

dynamic. The more prices rose for

the more mortgage borrowing rose for homes and other
d for mergers and acquisition.

aghta
; . i . Meanwhile, the more gains bemng made off the bubble, the more powerful
increasé eneficiaries grew. They urned their economic power into political power
ver taxes and deregulate speculative finance = along with fraud, corrupt
on of in ounting practices and the use of offshore tax-avoidance enclaves—even
* ter, This caused federal, state nd local budget deficits while shifting the tax
nto labor and industrial income. Markets shrank as a result of the

debt overhead.
ht frand occurred in what became a golden

ag Or

ets was permitted to occur rep

vored the real estate sec

he re L ommercial properties virtu
; 2 ¥, capital gains fax rates were T
ngis as : ct investment.
Eh s the process had become 2 self-feeding

\s and real estate,
erty, while corporai€ borrowlng soarc

- : cen o
Fcal drain as well as the financial

e deplored :
operty owii Abuses of arrogance and outrig
for Enron, WorldCom and other “high flyers” akin to the S&L scandals of
direction fro 2e mid-1980s. But free-market monetarism draws no distinction between tar-
dinto loans ble direct investment and purely financial gain-seeking: Opposing government
ative purpo gulation to favor any given way of yecycling savings as compared to any other
loyment v, the value-free ethic of our Gmes holds that making money is inherently
t a lower raté roductive regardless of how it is made. “Free-market fundamentalism” came
i 1o shape neoliberal tax policy in a way that favored finance, not industry or labor.

7 other compa _
Can Economies Iinflate Their Way out of Debt?

rtunities for ?.omﬁm_uﬂn new direct investment

nly a limited repertory of oppo
ced 2 quantunt exists at any given point in time. The exponential growth in savings tends
outs with ?%.T to outstrip these opportunities, and hence is lent out. This lending—and 1ts
t rates were still mirror image, borrowing— may become self-justifying at least for a time O
”um early 1981. the extent that it bids up asset prices. Homebuyers and investors feel that it
rexel Burnham ~ pays them to g0 into debt to buy property; and this is viewed as “prosperity,”
industrial in character.

ired a loosening although it is primarily financial rather than
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About 70 percent of bank loans in the United States and Britain take the
form of real estate mortgages. Most new savings and credit creation thus enables
borrowers to bid up the price of homes and office buildings. The effect is to
increase the price that consumers must pay to obtain housing, as new con-
struction loans account for only a small proportion of mortgage lending: Over-
extended families become “house-poor” as Tising financial charges for housing
diverts income away from being spent on new goods and services, “crowding
out” consumer spending and business investment.

alance sheets improve as the pace

D of capital gains outstrips the rate of

¥ interest. Debt gervice can be paid

out of rising asset values, either by selling

off assets or by porrowing against the
higher asset prices as collateral.

Governments may try to mitigate the inflation of housing prices by raisin
interest rates. But this will increase the carrying charges for borrowers Wit
floating-rate mortgages, as well as debtors throughout the economy. {Also, 25
Britain discovered in spring 2004, the increase in interest rates also raises th
currency exchange rate, making its eXporters less competitive in world market
For fixed-rate mortgages, higher interest rates may squeeze the banks, lead
to losses in their portfolio values and prompting calls for the governmen
bail out losers (at least depositors, if not t rescue S&Lsand commercial b

Perception of this problem leads central bankers not to raise interest
and take the blame for destroying financial prosperity by pricking the bubk
Instead, they try to keep 1t from bursting, This can be done only by inflating
all the more. So the process escalates.

Balance sheets improve as the pace of capital gains outstrips the.r
of interest. Debt service can be paid out of rising asset values, eithet
selling off assets OF by borrowing against the higher asset prices as col
eral. The problem occurs when current income No longer can Carry
interest charges. The Gnancial sector absorbs more : ncome as debt service
it supplies in the form of new credit. Asset prices turm down—but the d
remain on the books. This has been Japan’s condition since its bubble p
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. 690. It may result in “negative equity” for the most highly leveraged mort-
thus enalfe : orrowers in the real estate sector, followed by debt-ridden companies.
Jen interest charges exceed rental income, commercial borrowers hesi-
{o use their own money or other income to keep current on their debts.
ding, O . mited liability laws let them walk away from their losses if markets are
Sted, leaving banks, insurance companies, pension funds and other financial
tutions to absorb the loss. Sell-offs of these properties to raise cash would
Jerate the plunge in asset prices, leaving balance sheets “hollowed out.”

avings do not appear as the villain in

_M | such periods. The zero net savings
dd |  &¥ rate has concealed the fact that gross
n ' savings have been relent to create a corre-

h sponding growth in debt.

GF ey e RS Ralyde S e e e e B R e S ST

Savings do not appear as the villain in such periods. The zero net savings
e has concealed the fact that gross savings have been relent to create a
rresponding growth in debt. America’s national debt quadrupled during

12-year Reagan-Bush administration (1981-93). This increase in debt was
ilitated by reducing interest rates by enough so that the unprecedented

. crease in credit rose without extracting more interest from many properties.
i0 raises th i . . .
The natural limit to this process was reached in 2004 when the Federal

“mmﬂww_mmm eserve reduced its discount rate to only 1 percent. Ogo.uﬁmm hit this nadir,
irther growth in debt threatened to be reflected directly in draining amorti-
ation and interest payments away from spending on goods and services,
owing the economy accordingly. Further debt growth would require a rising
roportion of disposable personal income to be spent on debt service.

rcial banks). -
1terest rates |
the bubble. -

s inflating 1t .
ow Long Can Bubbles Keep Expanding?

ps the rate ‘H—H‘ he potential credit supply is limited only by the market price of all existing
3, either by property and securities. The process is. open-ended, as each new credit
s as collat- creation inflates the market value of assets that can be pledged as collateral for

1 carry the new loans.

iervice than Until bubbles burst, they benefit investors who borrow money to buy assets
1t the debts that are rising in price. Running into debt becomes the preferred way to make
sble peaked money, rather than the traditional first step toward losing the homestead. The
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motto of modern real estate investors is that “rent is for paying interest,” and
this also applies to corporate raiders who use the earnings of companies bought
on credit to repay their bankers and bondholders. What real estate investors
and corporate financial officers are after is capital gains.

There is no inherent link with making new direct investment. Indeed, the
after-tax return from asset-price inflation exceeds that which can be made by
investing to create profits. Retirees, widows and orphans do best by living off
capital gains, selling part of their growing portfolios rather than seeking a flow
of interest, dividends and rental income. The idea begins to spread that people

can live off capital gains in an economy whose incomes are not growing.

sset-price inflation reaches its limit
) when interest charges absorb the
& cntire flow of earnings.

%%MW%WM@& me
i

R R R :?%%%ﬁ%%%&%@%&; i

Asset-price inflation would be a rational long-term policy if economi
could inflate their way out of debt via capital gains. The solution to debt wo
be to create yet more debt to finance yet more asset-price inflation. -
dynamic is more likely to create debt deflation than commodity-price it}
tion, however. It is true that a consumer “wealth effect” occurs when ho
owners refinance their mortgages by taking new “home equity” loans to sp
on living, or at least to pay down their credit-card debt so as to lower the mo
ly diversion of income for debt service. If this were to Jead to a general
tion, interest rates would rise, prompting investors to shift out of stocks:
bonds. Foreign investors and speculators bail out, accelerating the price de
This threatens retirement funds, insurance companies and banks with ca
losses that erode their ability to meet their comrmtments.

The more likely constraint comes from asset-price inflation itself asp
earnings ratios rise. Interest rates and other returns slow, making it diffi
pension plans and insurance companies to earn the projected returns P
to pay retirees. In any event, asset sales exceed purchases as the propo
retirees to employees grows, causing stock and bond prices to decline.
funds must sell more stocks and bonds— or employers must sct aside
their revenue for this purpose, in which case their ability to pay divide
reduced.
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price inflation reaches its limit when interest charges absorb the entire
arnings. Umdvmﬁmsona bubbles remove more ﬁﬁnﬁm&ﬁm power from
tom 900" of the population than they supply- Debt spurs rising
rices but reduces consumer demand as 2 result of the need to service
es. Likewlise, financing for jeveraged buyouts, mergers and acquisi-
y increase stock prices, but the interest charges absorb corporate ¢ar-
serowd out” nEW direct investment and employment.
drive for capital gains thus complicates the traditional macroeconomt
ian categories. Although these gains are not included in the national
statistics, they have become the key to analyzing how asset-price infla-
cads to debt deflation of the “real” econony. One thus may ask what
my is more “real” and ﬁoiﬁ.?r that of tangible produc-
or the financial sector which 1s wrapped around it.

# the Deb! and Savings Overhead Be Supporied Indefinitely?

. ichard Price’s dlustration of the seemingly magical powers of compound
\ interest 1s 2 reminder that mary people saved penni€s (and much more) at
me of Jesus, and long before that, but nobody yet has obtained an expand-

1 globe of gold. The reason is that savings have been wiped out repeatedly
L aves of bankruptcy:

The reason is clear enough. When savings, lending and “indirect” financial
vestment grOW by compound :nterest in the absence of new tangible invest-
ent, something nust give. The superstructure of debt must be brought back
to a relationship with the ability to pay.
. Financial crashes occur much more quickly than the long buildup- This is
what produces 2 catchet pattern for business cycles—2 gradual upsweep and
iidden collapse of fnancial and property prices, leaving econOMIEs debt-ridden.
Many debts are wiped out, 10 be sure, along with the savings that have been 16-
(ested in bad loan " anless the government bails out savers at taxpayer expensc.
Tinancial crises aré not resolved simply by price adjustments. Almost all
crises involve government intervention, solving matters pofitically. As the finan-
Gal and property SECtors gain political power celative to the increasingly
indebied ﬁwoaﬁnmos, and consumption sectors, their lobbies succeed in low-
ering tax rates of rentier INCOME relative to taxes on wages and profits. Tax
rates on capital gains have been slashed below those on “earned’ Wages and
- profits, whereas the two rates were equal when America’s income-tax laws first
were introduced-
Financial lobbies also have gotten law-makers L0 adopt the «oral hazard”
policy of m:mﬂmawn.ﬁm savings. Debtors still may g0 bankrupt, but savings are
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t)

to be kept intact by making taxpayers liable to the economy’s savers. Ever since
the collapse of the Federal Savings and Loan Insurance Corporation (FSLIC)
in the late 1980s a political fight has loomed over just whose savings are (o be
rescued. Unfortunately, the principle at work is that of “Big fish eat little fish.”
Small savers are sacrificed to the wealthiest savers and institutional investors.

The mathematics of compound interest dictates that such public guaran
tees to preserve savings cannot succeed in the long run. Financial savings an
debits tend to grow at exponeniial rates while economies grow only by S curves
cansing strains that cannot be supported as credit is used to buy assets rathe
than to invest in capital goods or buildings.

CrER R R Sl e et L v A Bt T R

g1 he mathematics of compound
| interest dictates that public
gL guarantees o preserve savings

cannet succeed in the long run.

e e i A

Financial strains become further politicized as large institutions and the “up
10 percent” of the population account for nearly all the net saving, which isl
out to the “bottom 90%” and to industry. The balance-sheet position of .
wealthiest Jayer increases as long as capital gains exceed the buildup of d
The bottom 90% also benefit for a while during the early and middle sta
of the financial bubble. Workers are invited to think of themselves as finai
capitalists-in-miniature rather than as employees being downsized and
sourced. But much of what they may gain in the rising market value of
homes (for the two-thirds of the US. and British populations that are h
owners) is offset by the debt deflation that bleeds the production-and-cons
tion economy.

Throughout history societies that have polarized between creditors anddg]
ors have not survived well. Rome ended in 2 convulsion of debt foree
monopolization of the Jand and tax shifts that reduced most of the popd
to clientage. Third-world countries today are being \
domain and public enterprises by the international debt buildup,
and real estate in the creditor nations themselves are becoming debt-

Today’s bubble economy is seeing interest charges expand to absor
and rental income, leading to slower domestic direct invesement and:
ment. Much as classical economists believed that rent would expand to.
the entire economic surplus, it now appears that interest-bearing debt:
this role.




15

AMERICA’S MONETARY IMPERIALISM

ot hard to find examples of coercive exploitation in today’s global
Sy The International Monetary Fund (IMF) imposes austerity on
pnomies, shrinking their investment and production. This causes un-
ent and 2 domestic fiscal cnisis, while making them more dependent
i suppliers. A widening trade deficit ensues, financed by further
ig whose interest charges aggravate the overall payments deficit in a
fating spiral. .
World Bank demands that debtor countries raise money by privatizing
lic domain, despite the notorious underpricing of assets, exorbitant
writing fees, . nsider dealings, and falling wom?ﬁa.zmmwmagﬂ service stan-
"he World Trade Organization (WTO) blocks governments from taxing
rofits and rents generated by these privatized assets. Its neoliberal agenda
4t turning control over markets 0 the multinational corporations, while
poting tax codes that enable compamnies 1o deduct from taxable profits all
rest and insurance charges, management fees, and the fatal slack variable of
ompany transfer pricing through offshore tax havens. This starves govern-
fiscally, forcing them tO borrow more even as they slash public services.
Jebtor countries thus suffer from a ﬁﬂommmamﬁ.ﬁm debt mozﬁwoalnﬁro build-
£ debts beyond their ability to pay, as well as suffering from ecological
dards being cut back by economic-aistress” cotiditions. Austerity blocks

lrk.l\||“|1.‘|l\|l -

chments from making the social investment needed to avert long-term

eational cleanup costs tO repair a broken social systeni, debt cleanup costs

ope with the creditor leverage held over their heads, and the physical

anup costs that result from hosting some of the world’s most environmen-
y destructive industries.

The thrust of the Washington Consensus enforced by the IMF, World Bank

d WTO is to dismantle the regulatory and fiscal power of governments

d. Not only are debtor-country governments blocked from

deficits that the United States runs freely in response O its

t, but even the European Central Bank (ECB) blocks

country governments from running sustained budget deficits of more

DP, despite the continent’s unemployment and balance-
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These payments-surplus nations find themselves unable to cope with the
influx of dollars stemming from America’s trade deficit, now overlayered by a
military deficit that threatens to escalate as the United States expands its adven-
turism in the Near East. In exchange for these excess dollars, Europe and Asia
supply exports and sell off their companies and other assets. But what do they
get in return? _

A double standard has been implicit in the world’s economic rules since
the dollar was decoupled 1d in 1971, when the U.S. trade deficit of §
billion deficit was the equivalent of more than half the US. gold stock. By
today there is no gold convertibility and hence no major constraint on U.

- spending abroad or at home. The United States has not subjected itself to an
of the distressing fiscal conditions that all other countries feel obliged to follo
What makes this asymmetry so ironic is that it was made possible by w
scerned o be a fimamcial-defeat Tor the United States. Once America stop
paying gold; tiere was not much that other central banks could ask for as the
found themscives fiooded with dollars obtained hy private-sector exporters aii

asset sellers in excess of their needs.

“Ainerica Wwas tiot abotit to yield control of its strategic sectors to for
holders of these dollars, even as foreign countries have privatized their m
public-sector utilities and infrastructure. In 1973, U.S. diplomats made it ¢
that if OPEC countries tried to use their doflars to buy out major comp
this would be treated as a belligerent act. The Isfamic couritries were tol
they could earn interest by leaving their money in American banks, o
could buy U.S. Treasury bonds or—considering their religious strictures a
usury—they could buy minority shares of U.S. stocks, an activity that

i bid up the stock
\ they could not buy enough shares to dominate these companies.
ibuy real estate, Japan-style, helping to inflate the U.S. property mar.
one way or another, OPEC and other dollar holders would have to keej
dollar inflows in the form of dollars. There was no alternative, politicall
indeed militarily speaking. o T
So much for the patina of free-market rhetorical glove in which thi
fist was wrapped! Now that gold has been demonetized, all that foreig
tral banks can do with thelr excess dollars is to send them back to
Tovernment by buymg Ireasury bonds. If they do not do this, their,
cies will surge against the dollar, threatening to price their manufactuf
w food exporters out of foreign markets.
What may cause a break between the United States and forei

holders is 2 non-economic strain: America’s war in Iraq and its thre
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that is, unprovoked) attacks on Iran, North Korea, Syria and North

the 1960s military spending in Vietnam pushed America’s balance V.
s into deficit, drained the gold stock that had been the source of
onal power since World War L. Back then at least the private sector was
ce. But today it is deep in deficit, while military spending is frightening
d not merely by financially undercutting the dollar’s already deterio-
slue, but by the political adventurism that is sparking popular protests
the entire world. Other countries now fear America’s military aggres-
s as well as its unchecked financial unilateralism. Although the Traq War
the most recent cap to the unconstrained growth of America’s trade
ayments deficit, the anti-war protests around the world have given the

m-a highly political coloration.

world still remembers how it was the Vietnam War that forced America
d, as the U.S. balance-of-payments deficit during the 1960s stemmed
y from overseas military spending. By 1971 the United States stopped
ming foreign-held dollars in gold, and the dollar ceased to be a gold
'As the U.S. payments deficit shifted to the private sector, it expressed
~If'in the form of a demand for foreign products. This was welcomed by
gn countries on the grounds that at least it helped spur their domestic

loyment. But America’s new military adventurism has no visible side |
éfits for Europe, Asia or other countries. It has given the U.S. Treasury-bill
nidard the coloration of a political and military threat as well as being merely

conomic form of exploitation.

Having taken over three decades for the crisis to reach today’s critical mass,
pultilateral character of international finance is now beginning to crumble
use other countries are now coming to see that the Dollar Standard has
bled the United States to obtain the largest free lunch in history. Whereas
world’s financial system formerly rested on gold, central bank reserves now
Id i the formi of US. Treasury IOUs that are being run up without limit.
ierica has been buying the exports and even the companies of Lurope, Asia
other region whose volume niow exceeds America’s
-ar fates has made it clear that it haslitde

ahiti :
tenition of paying off. That is the essence of today’s “paper goid.”

The widening U.S. payments deficit and the dollar’s consequent plunge
pose the question of whether any practical balance-of-payments constraint
exists —or can be imposed —to the United States spending as much as it

ants. The problem is that it is paying for non-U.S. goods and services 1n
xchange for Treasury IOUs that are rapidly losing the fiction that they ocﬁ.v

will be paid. _
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ay. If Latin Amer- its Sterling A
ected to pay their virtually into
been used ag
the foreign-e
providing ra

“This is where the unfair double standard comes into pl
tries —and now, Iraq— cannot be exp
debts and ask for debt write-offs, can the United States
the U.S. debt is written off, what will Europe and East
r having provided a rising torrent of automobiles
everr thesale of their companies for dollars? The - " investment g

got a free Tide, even as its economists promise When the
ended. Most

era had ende

largest debto

tation has been created. As Henry vmmon_ on Am
tries asserted

sia Times, “Dollar hegemony is a . ¢
ade in which the United States it be permitt
duces things dollars can buy.”
mperialism is turning th

ican and African coun
exponentially growing
be far behind? And if
Asia have got in exchange fo
and other mariufactures, and
United States for its part will have
the world that there is no such thing as a free lunch.

What Makes Super Imperialism Different from Past “Privale Enterprise” Imperialisn
>5n€ mode of international exploi
C.K.Liu has noted recently in the 4
ral condition in world finance and tr:
s dollars and the rest of the world pro
nancial in character, this new kind of 1
rms of imperialism upside down. Unlike former modes
a strategy that only one power, the United States, has bee fobally symm.
novel is the fact that E..w US. ﬁ,.mmmcjrvon& .mﬁm.:am_. ised on colmm
orate profits or the drives of private companies inve .
extract profits and interest. Monetary imperialisi - ced on cosme
e balance of payments and central bank agree
nment functions. It occurs between the U, resOurces
ks of nations running balance-of-paymer nt abroad.
row, the more U.S. Treasury securitl e major corr

{structu
roduce
Primarily fi
more classical fo
imperialism, it is
able to employ. Also
does not rely on the corp
ing in other countries to
operates primarily through th
ments, which ultimately are gover
Government and the central ban
surpluses. The larger their surpluses g

they are obliged to buy.

I recently have updated and republished a book that 1 wrote when this countries ca

cess was just getting underway, in 1972: Super Imperialism: The Origins owing a corr

Fundamentals of U.S. World Dominance. Tt gives a fuller explanation than L ¢ effect is to
afford bere of how America went off gold in 1971, obliging the world’s ce tries
banks to finance the U.S. balance-of-payments deficit by using their sw Xploits low-ws
dollars to buy U.S. Treasury bonds. %5 there is little Euro i

Asia can do about the situation except reject the dollar. The problem is thal

do that would lead their currencies to aporeciate, hurting their own €Xpo

in world markets.
= Gold was the source of America’s financial power since World Warl,
arms sales and related material exports to the Allies turned the United S

from a debtor into a creditor nation. From 1917 through 1950 the U
States used its creditor position to &oﬁwsn@ﬂ.wm.mmmmwmmmﬁ.mﬁ_.m&mn
British Loan of 1944 was gramted Ot recondiGon that the British Empirg
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,?pm Area would be wound down after World War 11 ended and made

ly in
sed again

reign-exchange reserves built up during World War IT as
ing raw materials to the Allies

ment goods to import.

to an extension of the U.S. economy. Similar creditor power has
st third world debtors since the 1950s, once they exhausted

a result of
and not finding many consumer or

en the United States was forced off gold it appeared that this era had

m Maost observers assumed th:

at creditor nations would call the tune. An

d ended, in the sense that the United States was becoming the world’s
<t debror. But what replaced its creditor power was a.ne debtor power,

“%d on America’s power 1o wre
; AS5€

ok the world financial system if other coun-
rted their own creditor interests at the expense of U.S. demands that

vn_,E.EaQ to become a reckless debtor.

& Classical Imperialism

Globally &MEBmc.mnm_ oppertunities

: o . .
Bi-d on commercial trade and investment,

splemented by international loans.

mperiali
ed on cosmopolitan creditor power
bank a ; P P
5 AL imperial-nation trade surplus provides
F- resources to sustain a capital invest-
ent abroad.
y securt . o
he major competition is for export
arkets
en this p . . N
Ori countries can become imperialistic
gimns ar following a common pattern
id he effect is to underdevelop dependent
ouniries
Exploits low-wage labor in less developed
Ctountries
m 1s that t Fxoloitation |
Tevnor Exploitation is measured by the wage
porters differential

| .
Var I, when mperial power enforced by gunboeats

ited States -
he United
nacy. The
mpire and

Dellar Hegemony
under the Treasury-Bond Standard

Geopolitically asymmetrical, and hence unstable

Based on U.S. dollars supplying central bank re-
serves via the U.S. Treasury-bill standard

Based on America’s unique debtor power

The U.S. economy runs a deepening trade deficit
in addition to a capital and military deficit

The object is to import as much as possible .
without having to give a quid pro quo

Only the United States can play the new dollar
game

The effect is to make foreign central banks arms
of the monetarist Washington Consensus

Fxtracts forced credit and rent from Europe and
Asia

The aim is to get the entire product for nothing

Tmperial power enforced by air and missile power
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The Seignorage Benefits of Dollar Hegemony

r _ She free ride that America receives from its ability to run a balance-of-pay-

ments deficit has been likened to the seignorage a government gets when
it prints paper currency and spends it on goods and services. More U.S. paper
currency is held abroad than that of any other country, more even than is held
ted States itself. Most consists of 100 bills. Russia accounts for a

the world’s drug traders, tax dodgers and other criminals
et paper, while Ameri-

in the Uni
large proportion, and
have absorbed most of the balance. Foreign countries g

cans get their goods and services.
But most of the benefits of U.S. dollar credit have come from foreign cen-

tral banks receiving bank drafts denominated in dollars. Over and above what
their private sector spends to buy U.S. exports, pay interest and dividends to
U.S. investors or remit profits to U.S.-owned firms, nearly a trillion dollars have:
mounted up in the world’s central banks for which the private sector has no use;
and hence has turned them over in domestic currency.
Central banks find themselves with the equivalent of the § 100 bills collected
by the Russians. At least the central banks are able to get interest credited to
these holdings, for they return these dollars to the United States to buy i
Treasury bonds. These form the growth in their international reserves.
Europe, China and Japan have been the major regions building up such
reserves. They finally are beginning to ask themselves just what practical u
and how much value these dollar claims will retain as th

these reserves are,
become increasingly fictitious. When it comes down to the essence of matt

what will today’s U.S. Government let foreign governments spend their mor;
etary reserves on? The U.S. econonty has been hollowing itself out by treatin
its industry as a financial vehicle to turn profits into interest payments. Tts lab
is rendered high-cost not only by its current living expenses paid for goods an
sexvices, but for its sharp rise in debt service, headed by mortgage-debt servie
on the increasingly expensive cost of buying homes. :
Although the U.S. real estate and financial bubble has been welcomed

@Omﬁ-msaﬁmam_ “wealth creation,” it is rendering the American economy
e to pay off its foreign debt

competitive in world markets and hence unabl
running a trade surplus. US. labor is obliged to pay for high-cost housing 2
rvice on the loans needed to stay afloat in today’s econoniy.

s the mainstay of U.S. exports, but the nation’s farm pr
oming under criticism by food-deficit countries. It has
ew global trade negotiations ever since the Common

cultural Policy triggered U.S.-European rivalry 45 years ago.

pay debt se
culture remain
tionism finally is ¢
a sticking point in n

The I
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weaki
lion d
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.of Dollar Hegemony: Power and Unlimited Dredit through the Threat of

iy
Tnited States achieves hegemony not by its creditor status as it did
+ to the Korean War, but by its payments-deficit status. This seeming
s enables it to run a trade deficit that is now approaching half a tril-
i s annually and shows no sign of abating. The world finds itself con-
5y America running this deficit without constraint, importing as much
ats from abroad and permitting its investors to buy as many foreign
ies, stocks and bonds as they want, without limit.
5 iyithout limit” T mean without having to provide a quid pro quo beyond
ry IOUs whose prospects for repayment are diminishing as their volume
As fewer and fewer economic analysts are able to see a way for these
obligations to be paid, the question becomes which nations will suc-
 dropping the dollar first, and what political upheavals may result as
taw the line against accepting more dollars in their reserves.

9 he larger the balance-of-payments
deficit grows, the more money

central banks have to recycle o
finance America’s budget deficit.

R R ST R R

ar as domestic US. fiscal and monetary relations are concerned, the gov-
ment can finance its budget deficit by foreign central-bank demand for U.S.
asury securities rather than borrowing from or taxing U.S. citizens. The
er the balance-of-payments deficit grows, the more money central banks
ave to recycle to finance America’s budget deficit. Both deficits thus can
crease together, financing each other.
. The Treasury-bond standard is thus a more specific term than doilar hege-
ony. It explains how this hegemony is achieved. Other countries running
idget deficits are obliged to raise interest rates. But America has lowered its
iterest rates, pursuing a tax policy and related fiscal and monetary policy of
benign neglect” in the face of its trade and payments deficit. The United
tates alone is able to lower its interest rates to Spur domestic economic activity,
ven to the point of spurring a stock market and real estate bubble. This
freedom is not available to European, Asian or other countries. No country
ever before has been able to do this.
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When other countries run sustained trade deficits, they must finance these
hy selling off domestic assets or running into debt —debt which they actually
are obliged to pay. It seems that only the Americans are so hold as to say “Screw
the world. We're going to do whatever we want.” Other countries simply
cannot afford the chaos from which the US. economy 1 positioned to with-
stand as a result of the fact that foreign trade plays a smaller role in its economy
than in those of nearly all other nations in today’s interdependent world.

Using debtor leverage to set the terms on which it will refrain from causing
monetary chaos, America has turned seeming financial weakness into strength,
US. Government debt has reached so large a magnitude that any attempt to
replace it will entail an interregnum of financial chaos and pohtical instability.
American diplomats have learned that they are well positioned to come out on
top in such grab-bags.

No other country is able to play the game of international finance in this
way. Other countries running balance-of-payments deficits are obliged to sell
off the assets in their public domain and run up debts that indeed must be paid.
Free of such constraint, America keeps on supplying paper or electronic
dollars to the world at will.

The upshot is that although at first appearing as a sign of weakness, the
US. trade and payments deficit supplies its consumers and companies with
foreign goods, while spending abroad militarily and lowering its interest rates
to inflate a bubble economy without international constraint. This asymmet-
rical ability to exploit is a double standard that is implicit in the dollar standard.
It enables America to play both sides of the creditor-debtor street.

As a debtor country the United States exploits Europe and Asia by running
a balance-of-payments deficit now approaching half a trilhon dollars annu-
ally. It pays for its net imports and buyouts of foreign industry by with Treasury
bonds that its diplomats have long hinted they have little intention of paying
off. Central banks end up with paper or electronic IOUs bearing 4 or 5 per-
cent interest, which the U.S. Treasury simply adds to the balance of what it
owes, while US. investors buy foreign companies, resources and hitherto public
enterprises expected to yield in the neighborhood of 20 percent in earnings
and capital gains. :

Meanwhile, the United States uses traditional “hard-money” creditor
leverage toward third world debtor countries. Through the IMF and World
Bank it forces these countries to pay foreign debts by privatizing their natural
resources and public enterprises which, for thousands of years, have been col-
sidered to be the national patrimony and guarantee of self-determination 1

economic and fiscal policy.
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hat much of the foreign debt being used as leverage over third

ries can be traced to capital flight and interest accruals building up

2 s to kleptocracies and client oligarchies backed by the United States

fther note of asymmetry to illustrate America’s remarkable ability to

. of both worlds in applying this dual international strategy. It buys

mports and foreign companies it wants, with a line of credit that

ave no end, and whose modest interest charges are simply added

alance hypothetically due, while using its ability to create bank credit

at will as leverage over the governments of indebted countries.

rnative is to suffer the fate that Cuba, Iraq and other exiles from the
teton Consensus have suffered.

- Global Economic Growth, or Financial Explottation?

rican diplomats represent U.S. foreign spending as an “engine of
wih” pumping dollars into the world economy to provide a source of
demand that saves other nations from unemployment and recessior.
gic is that foreign labor would not be employed without U.S. consumer
d, as if Europe and Asia could not replace U.S. imports with growth in
wn markets.

ihis were true, it would be an indictment of Europe’s central banking
, reflecting the extent to which the ECB and central banks throughout
orld have become part of the monetarist Washington Consensus——2a
netary stranglehold outside of the United States while the US. banking
m creates credit freely and cut taxes as foreign central banks finance the

ting budget deficit.
related euphemism is that the U.S. economy is doing so well that it
acts” money, which provides it with the resources to buy more abroad
it sells. The implied line of causation turns what is happening inside-out.
der today’s geopolitical conditions these dollars have nowhere to go except
ick to the U.S. economy, which pushes dollars on the world in the knowledge

1 st return them.
No active steps are needed to attract these dollars back. All that is needed
o prevent the euro and sterling, the yen and yuan from being used to expand
omestic market demand and finance social democratic programs, creating
ccurities that other countries could hold as alternatives to U.S. Treasury debt.
Vot to see that depicting the dollar as the world’s “engine of growth” is a
uphemism for dollar hegemony and the American free ride is to lose touch
with financial reality by reversing the actual arrow of causality at work.
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The question that needs to be asked is how the rest of the world came to
be dependent on the US. trade and payments deficit to obtain enough money
to spend domestically. Money historically has been 2 government creation. I
also is an instrument of debt— today, mainly debt owed by the U.S. Govern.
ment. How did the creation of international monetary reserves pass out of the
hands of all governments except that of the United States?

Part of the answer is IMF and World Bank imposition of the Washingt
Consensus. When American advisors were given a free hand in Russia in
mid-1990s, the insisted that the central bank hold U.S. dollars as counterpar
to their creation of rubles to pay domestic labor. The central bank notorious
paid 100 percent interest for these dollars— dollars that had nothing whats
ever to do with the ruble credit being created to pay labor, but everythin:
do with creating huge profits for well-connected U.S. investors and spec
tors. The problem is ideological, not economically necessary.

In all such questions the surest answer is supplied by following the mo
As Willy Sutton is said to have remarked, he robbed banks because that’s wi
the money was. Empires follow the same strategy. A century ago John Hobs
pointed out that the imperial nations invested mainly in each other. It is thy
that have the money and markets, after all, and whose real estate, stock
bond markets offer the best opportunities for asset-price gains. The pro
is not rich exploiting the poor as much as the rich exploiting other rich na
That has been the key to empire-building throughout history.

Tt was not labor that America wanted when it sent its advisors to Russ
investors wanted the country’s raw materials, its oil and gas, mineral
especially its urban land, as land and subsoil resources are still the major.
of every economy. This is why they are the main objectives of imperi
yielding rent and capital gains whose magnitude exceeds the profits gai
employing wage labor.

Was the Oil War in Fraq about the Dollar Standard?

he 2003 Traq War has inspired speculation that it is was fought

OPEC oil priced in dollar rather than in euros. The problem w1
theory is that when OPEC-held dollars or U.S. Treasury bonds are ¢
securities denominated in euros, yen or yuan, these dollar securities a
on to the central banks of Europe, Japan and China respectively.
tral banks then find themselves obliged to do just what they have be
all along to prevent their currencies from rising against the dollar: They I
the dollar inflows into U.S. Treasury bonds. If they receive balanc
ments inflows as a result of OPEC purchases, overall global central b
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iSUry securities will not decline, but will merely shift out of OPEG

Z ks to those of FEurope and East Asia. OPEC will have divested itself

.problem by passing the problem on like the proverbial hot potato.

-ans that concerns about the euro threatening the dollar have been

If the oil-exporting countries shift their :nternational reserves from

ros, they will do so by selling U.S. Treasury bonds and buying the

t bonds or other securities of European countries. This would force

’5 exchange rate against the dollar, confronting Furope with the

ma it has faced since the dollar was cut off from gold in 1971 If it

ng its surplus doltars —that is, its trade and payments surpluses—

back to the U.S. Treasury, its currencies will 1ise, hurting its exporters.

e dilemma spelled out in the final two chapters of Super Imperialism.

ffect of a shift out of dollars into euros by OPEC would be much like

exporting more goods directly to the United States or other dollar-

untries, or selling more companies, stocks and bonds to .S, investors.

guro rises against the dollar, European exporters already are com-

g that products denominated in their own currency were being priced

world markets. To prevent this from occurring, European countries

g central bank inflows from the Organization of Petroleum-Exporting

es (OPEC) already are coming under pressure to hold down the euro’s

ge rate by using these dollar inflows to buy yet more U.S. Treasury bills.

e 2003 Oil War therefore is not part of a currency rivalry between the

t and euro, for Europe and East Asia remain the residual absorbers of

vorld’s surplus dollars. No opposition has arisen as yet t0 U.S. dollar hege-
y because, as Ms. Thatcher might put it, there is as yet o alternative.

‘But this does not mean that one is not in the gestation stage. As the United

es works both sides of the creditor/ debtor street, Europe, Asia, Latin

1 d Africa (and even Canada) find themselves obliged out of self-

create a fairer system of world debt and payments.

s toward a Counter-Sirategy

ne tempting response would be to revert to the old system of two exchange

rates, one for rade and another for financial movements. This would
ave to be done in a way that did not let speculators arbitrage between the two
ates by selling proxies and matching buy and sell orders. Such a task would
nvolve a complex regulatory management that would run the risk of futility.
A simpler option is to do what the United States did in 1922 when it was
hreatened by low-priced imports from Germany 2s the mark’s exchange rate
ollapsed under the burden of paying reparations. Gongress restored the 1909
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American Selling Price (ASP) tariff against countries with depreciating cur-
rencies. A floating tariff was imposed equal to the price advantage of foreign
imports below U.S. domestic prices. This denied Germany and other coun-
tries a price advantage resulting either {from depreciation or even from supe-
rior efficiency. Europe and Asia could impose such a retaliatory tariff, and use

the proceeds or other dollar inflows to subsidize its exports in markets com- - Hi
peting with U.S. exports to offset the price benefit from the depreciating dollar.
Most important, foreign co do not need dol- -

antries must realize that they
Jars in order to re-inflate their home markets. Their Treasuries can create their .
own money based on their own economic needs rather than letting their cen- G C
(ral bank reserves be a derivative of the U.S. payments deficit. : i A
To date, U.S. diplomats have used the clash of political cultures to their: their co
own advantage. [tis as if only the United States acts in its own national interest,
while Europe, Asia and the third world acquiesce in the Washington Consensu: rate tak
as if they were client oligarchies. Only by pushing back can they create a mor ;
equitable arrangement between the dollar, the euro and the yen and yuan
And only by running a balance-of-payments deficit can Europe and East Asi
g a vehicle for other countries to hold thei

follow the U.S. path in providin

international monetary reserves. This requires an abandonment of the world’

dependence on the Washington Consensus and its imposition of monetari —
Xpan

austerity outside of the United States.
esenta
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_oowmo.?ﬂzm THE RENTIER SECTORS
INTO A FINANCIAL MODEL

that the Bubble Economy has given way t© debt deflation, the world

covering the shortcoming of models that fail to explaint how most

ation today (1) inflates asset prices without raising commodity prices
evels, and (2) creates @ ﬂmoﬁunoo& flow of debt cervice. This debt
ends {0 rise as a proportion of ﬁnqmosmw and business income, out-
-the ability of debtors to ﬁﬂﬂn\wnm&ﬁm to (3) debt deflation. The only
srevent this phenomenon from plunging economies 100 depression
ping them there is (4) tO write down the debts so as to free revenue for

1g ONCe again on goods and services.
promoting 2 misleading view of how the economy Works, the above
onsleadto 2 policy that fails to prevent debt bubbles of deal effectively
e ensuing depression. To avoid & replay of the recent inancial crisis—~
deed, to extricate economies from their present debt strait-Ja ket that
+dinates recovery © the overhang of creditor laims (that 15, saving the
e om taking a loss 01 their bad loans and mmagmmu\.: is necessary 10
ain how credit creation inflates housing and other asset prices, while
rest and other financial charges deflate the «real” econonty, holding down
amodity pricess shrioking markets and employment; and holding down
ges In 2 downward economic spiral. We are dealing with two price trends
tgo in opposite directions: asset prices and commodity prices. 1t therefore
cessary {0 explain how credit expansion pushes asset prices up while simul-

eously causing debt deflation.

- The typical MV = PT monetary and price model focuses o commodity
+ices and wages, not on the asset prices inflated by debt leveraging In the
eal world most credit today 1 spent t0 buy assets already in place- Some
0 percent of bank loans in the Englis -speaking world are real estate mort-
ages, and much of the balance is lent against stocks and bonds already jssued.

Wmdwm lend to buyers of real estaté corporate raiders, ambifious financial

on.:.m.UcwEnnm, and to management for andﬁoedawmn@ buyouts-

Extending credit t© purchase assets already in place bids up their price.

Prospective homebuyers need to take oD larger mortgages (o obtain a home:
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The effect is to turn property rents into a flow of mortgage interest. These
payments divert the revenue of consumers and businesses from being spent
on consumption or new capital investment. The effect is deflationary for the
economy’s product markets, and hence consumer prices and employment, and
therefore wages.

Debt-leveraged buyouts and commercial real estate purchases turn busi-
ness cash flow (ebitda: earnings before interest, taxes, depreciation and amor-
tization) into interest payments. Likewise, bank or bondholder financing o
public debt (especially in the Eurozone, which lacks a central bank to mone
tize such debt) has turned a rising share of tax revenue into interest payments
It was to extricate themselves from this situation that nations created central
banks, starting with the Bank of England in 1694. The aim was to avoic
reliance on commercial banks for credit, by creating money by the state itself:

As creditors recycle their receipts of interest and amortization (and capi ;
gains) into new lending to buyers of real estate, stocks and bonds, a rising sha
of employee income, real estate rent, business revenue and even governme
tax revenue diverted to pay debt service. By leaving less to spend on goods a
services, the effect is to reduce new investment and employment. So wage
not increase, even as prices for property and financial securities rise. This pri
divergence has become the major characteristic of the post-2001 Bubble E¢
nomy, and indeed of the post-1980 period throughout the Western econo

It is especially the case since 1991 in the post-Soviet economies, wi
neoliberal {that is, pro-financial) policy makers have had a free hand to sh
tax and financial policy in favor of banks (mainly foreign bank branches
Latvia is cited as a neoliberal success story, but it would be hard to fin
example where rentier income and prices have diverged more sharply fi
wages and the “real” production economy. .

The more that credit creation takes the form of inflating asset pri
rather than financing purchases of goods or direct investment emplo?
labor— the more deflationary its effects are on the “real” economy of pr
tion and consumption. Housing and other asset prices crash, causing ne;
equity. Yet homeowners and businesses still have to pay off their deb
national income accounts classify this pay-down as “saving,” although
enue is not available to the debtors doing the “saving.”

The moral is that using homes as what Alan Greenspan refer
“piggy banks” to take out home-equity loans was not really like drawi
a bank account at all. When a bank account is drawn down there is le
available, but no residual obligation to pay. New income can be spent
cretion of its recipient. But borrowing against a home implies an oblig;
set aside future income to pay the banker—and hence a loss of fut
tionary spending.
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fig a more realistic model of today’s (inancialized economies to trace
ipenon requires a breakdown of the national income and product

PA) to sce the economy as a set of distinct sectors interacting with

+ These accounts juxtapose the private and public sectors as far as
pending, saving and taxation is concerned. But the implication is that
.nt budget deficits inflate the private-sector economy as a whole.
. budget deficit that takes the form of transfer payments to banks,
case of the post-September 9008 bank bailout, the Federal Reserve’s
Fon in cash-for-trash financial swaps and the 700 billion QEII credit
by the Federal Reserve to lend to banks at 0.25 percent interest in
 a different effect from Jeficits that reflect social spending programs,
SiSecurity and Medicare, public infrastructure investment or the purchase
r goods and services. The effect of transfer payments 10 the financial
as well as the $5.3 trillion increase in U.S. Treasury debt from taking
Mae and Freddie Mac onto the public balance sheet-—is to support
(above all those of the banking system), not inflate commodity

payment for imports
and foreign investment

military spending "%

< i L
- government
. sector

. international

foreign investment
central bank reserves

payment for exports
and foreign investment

Fig, 1; Privatc sectos, government sector and international sector
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Most models treat the international sector either as a “leakage” (as Keynes .
termed foreign trade and capital flows) or as a balancing item in the private/
public sector surplus or shortfall (as in the Levy Institute model). But the inter- :
national sector involves not only export and import trade and other current
account items (emigrants’ remittances, and above all, military spending) but
also foreign investment and income—and foreign central bank reserves hel
in US. Treasury and other securities, that is, in loans to the U.S. Governmen

So the international sphere may either provide inflows or record an outfle
to the U.S. economy and its financial markets. For instance, U.S. consume
and businesses ran a trade deficit, and banks used the entire § 700 billion QFIJ
supply of Fed credit for foreign currency arbitrage and other internation
speculation, not for lending to the domestic U.S. economy. But the U
Treasury received an inflow from foreign central banks building up their doll
reserves by buying Treasury securities and other U.S. financial securities. -

This model can be used to trace U.S. transactions with China. The econo
runs a trade deficit with China, and also a private-sector investment outfl
to China. There is some return of earnings from these investments to
companies. But on balance, there is a dollar outflow to China—which 3

payments for imports from China and
US. Investment in China

U.S. military spending in Asia

¢ private sector moﬁwﬁwwoa international

China’s build-up of U.S, treasury
and other securities _

earnings paid by China to US. investors

Fig. 2: US. transactions with China, broken down between private and government
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ars from its exports to third countries. China’s central bank has
st of these dollar receipts tO the U.S. Treasury (and eartlier, into
o bonds and kindred investments), but was not permitted t0 buy
anies such as Unocal’s refinery omunwm&osm.
blic/private/ ;nternational model may be made more realistic by
;e financial, insurance and real estate (FIRE) sector as distinct from
production and consumption econony. The FIRE sector deals
economy’s balance sheet of assets and debts, real estate, stocks and
0rtgages and other bank Joans— and the payment of interest, money
ment commissions and other fees to the financial sector, as well as
¢ payments and also rental payments for housing.
rinciple, monopolies should be included in this renfier sector, as they
ivi (control over markets, especially for necessities)
prices and income in excess of necessary costs of
omic rent, that is, 2 transfer payment rather than
ed” income.
assical political economists from the Physiocrats through Adam Smith,
Stuart Mill and their Progressive Era followers were reformers in the
‘that they treated the rentier SECIOTS 88 extracting transfer payments rather
earning a return for producing actual output ﬁ:mognomsv. Their labor
of value found its counterpart in the seconomic rent theory of prices”
distinguish the necessary costs of production and doing business (reduced
hately to the value of labor) from “ynearned income” consisting mainly of
rent, monopoly rent, and financial interest and fees. The various cate-
sies of rentier income were depicted as the «hollow” element of prices. Land
_ natural resource rent, monopoly rent and returns to pri ilege (including
cial interest and fees) had no counterpart in necessary costs of production.
hey were historical and institutional products of privileges handed down
rgely from the medieval conquests that created Europe’s landed aristocracy
nd banking practice that developed largely by insider dealing. What legit-
riized interest was, wnmmaw&nmb& lending to kings to finance war debts, inan
poch when money and credit were the snews of war. 50 banking as well as
tnilitary rivalries for land essentially :nvolved the foreign sector:
The political aim of classical analysis was to minimize the economy’s Cost
tructure by freemng industrial capitalism from these carry-overs from feu-
dalism. The reformers’ guiding idea was to minimize the role of rentier income
‘economic rent) by () direct public investment in basic infrastructure, including
education, transportation systems, communication Systems and other enter-
- prises that were long kept in the public domain or publicly regulated from the
late 19th century onward, (2) tax policy {taxing land and natural resources), and
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(3) regulatory policy to keep the prices charged by natural monopolies such as
railroads, power and gas companies in line with actual production costs plus
normal profit.

mterest

H

real estate
Cand
monopolies

Yig, 3: The FIRE scctor’s role in the domestic cconormy

The financia! sector has become the leading renizer sector. Tts “product;
debt claims on the “real” economy, underwriting, and money management ol
a fee basis. For this it receives interest and dividends from rea) estate and bus
ness borrowers, and from consumers. Over time, real estate buyers typiC 1l
pay more in interest to their mortgage lenders than the original purchase ptl
paid to the property seller. *

In its interactions with the government, the financial sector buys bor 5
(and also makes campaign contributions). The Federal Reserve pumps mo.
into the banking system by purchasing bonds and, when the system bre
down, makes enormous bailout payments 1o cover the bad debts run 92
banks and other institutions to mortgage borrowers, businesses and constt
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TiER SECTOR INTO A FINANCIAL M

INCORPORATING THE REN

4: Interaction between the FIRE and government sectors

enhances the real estate sector by providing transporta-
ure that enthances the site value of property
ts as direct purchaser of monopoly
eutical companies and other
receives a modicum

e government also
on and other basic infrastruct
ng the routes. Finally, the government ac
ervices from health insurance providers, pharmac

Its “product : . Ll
“an % ement 6 ‘monopolies. In the other direction, the US. Government
8 f taxes from real estate {mainly at the local level for property taxes), not much

estate and bus i . . )
{ncome tax but some capital gains taxin good years.
the financial sector prefers tom

EERLS

ake itself invisible —not

Juyer:
. vwaowmﬁ_wwwuﬂnm - Hardly by surprise,
only to the tax collector and government regulators, but to voters. What the
tor buys bon &. classical reformers nm.bn& €COTOMIC rent is oW called “earnings.” So the failure
. pumps money to break out the renfier S€CLOT .m.oa the rest of the economy and hence, bal-
. system breaks ance sheet and debt transactions from the purchase of goods and services—
has helped soften criticism of shifting the tax burden off land and monopoly
t the NIPA report that some 40 percent of US. cor-

lebt:
ebts run up by rent, and ofl finance. Ye

and consumers. . . .
porate profits in 2010 were registered by the financial sector.
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This reflects the fact that interest and other financial charges have risen -
steadily as a proportion of GDP. Credit card companies report higher returns -
from late fees and penalties than they receive in interest. And other payments .
to the FIRE sector also are increasing as a rising proportion of employee
budgets is spent on housing (largely for mortgage interest), other debt service,
and payments to the government in the form of FICA withholding, taxes and
user fees that have been shifted off FIRE onto employers and employees in the

14 LH]

real” production sector.

t
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distinction between rentier and “earned” income was not incorporated
NIPA. This is largely the result of along political and ideological fight
the real estate and financial sectors against the Progressive Era’s eco-
reforms. Financial and real estate interests preferred descriptions of an
smy in which all income was earned by playing 2 productive role, and in
money (and hence, credit and debt) was “pentral,” only a “yeil,” that
ot affect the distribution of income and wealth. Credit was spent only on
and services, not on assets. And the financial sector’s loans always took
.m of productive credit, enabling businesses pay back the loans out of
earnings while consumers paid out of rising future incomes. There thus
1o explanation of how a credit bubble could inflate real estate prices and
collapse into 2 negative equity disaster. Finance seemed only to creaté
th, not impoverish the underlying economy.
r was there any way for mainstream models to distinguish government
fer payments {0 the financial sector (e.g., the $13 (rillion in post-2008
iricial bailouts in the United States) from Keynesian-style deficit spending
& transfer payments did not “jumpstart” the cconomy. They turned a polit-
Ity well-connected financial elite 1n{o NEW vested interests.
One can understand why the financial sector has had so little interest in
ing the effect of rising money and credit on diverting income from the cir-
far flow between producers and consuners, diverting business revenue from
w capital formation, and suipping industrial assets and natural resources.
<t model builders isolate these long-term structural, environmental and
aphic feedbacks as «externalities.” But they 2r€ part and parcel of
ity. So one 1 tempted to say that the financial element of economic models
oo important to be left to the self-interested tunnel vision of bankers.

Environmental Asset Stripping as an Analogue for Debt Deflation

4t as debt deflation diverts income to pay interest and other financial
s— often at the cost of paying so much corporate cash flow that assets

to pay creditors—so the phenomenon leads to stripping the

hatural environment. This is what occurs, for instance, when the IMF and
) ank act on behalf of global banks to demand that Brazil pay jis foreign
debt by privatizing its Amazon forest sO that loggers can earn enough foreign
exchange {0 pay foreign bankers. The analogy is absentec landlords who pay
their mortgages by not repairing their property but letting it deteriorafe. In all
these cases debt deflation caused by extracting interest affects not only

hmwosa.:ﬂmqlmsm hence current prices —but also the economy’s long-term
“ability to produce. It eats into natural resources and the enviropment as well

 as society’s manmade capital stock.
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Demographically, the effect of debt deflation is emigration and other neg-
ative effects. For example, after Latvian property prices soared as Swedish bank
branches fueled the real estate bubbte, living standards plunged. Families had
to take on a lifetime of debt in order to gain the housing that was bequeathed
to the country debt-free when the Soviet Union broke up in 1991. When
Latvia’s government imposed neoliberal austerity policies in 2009-10, wage
levels plunged by 30 percent in the public sector, and private-sector wages fol-
lowed the decline. Emigration and capital flight accelerated. In debt-strapped
Iceland, the census reported in 2011 that 8 percent of the population had emi-
grated (mainly to Norway).

The Effect of Credit-Financed Asset Prices on the “Real” Economy

Hsmwacnr as investors today have come to aim more at “total returns
(net income -+ capital gains) rather than simply income by itself, a realistic
model should integrate capital gains and investment into the current production-
consumption model. Producers not only pay wages and buy capital goods as.
in “current economy” models; they also use their cash flow (and even borrow)
to buy other companies, as well as their own stock. When they make acquisi-
tions on credit, the resulting debt leveraging finds its counterpart in interes

payments that absorb a rising share of corporate cash flow.

This has an effect on the government’s fiscal position, because interest is
tax-deductible expense. By displacing taxable profits, creditors receive the bust
ness revenue hitherto paid out as income taxes. The result in the early 1980
when debt-leveraged buyouts really gained momentum, was that financi
investors were able to obtain twice as high a return {(at a 50 percent corporats
income tax rate) by debt financing than they could get by equity financin
This tax incentive for debt leveraging rather than equity investment is t
reverse of what Saint-Simon and his followers urged in the 19th century
become the wave of the future.

Only a portion of FIRE sector cash flow is spent on goods and servic
The great bulk is recycled into the purchase of financial securities and ot
assets, or lent out as yet more interest-bearing debt—on easier and eas
credit terms as the repertory of bankable direct investrnents is exhausted
the pressing task today is to trace how directing most credit into the asset I
kets affects asset prices much more than commodity prices. Loan stan
deteriorate as debt/equity ratios increase and creditors “race to the bott
to find borrowers in markets further distanced from the “real” economy.
increasingly unproductive character of credit explains why wealth is bein
centrated in the hands of the population’s wealthiest 10 %. It is the dyst
tional result of economic parasitism. ‘
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G THE RENTIER SECTOR INTO

CORPORATIN

I and’g; S recognized a “leakage” in the form of saving (specifically, hoarding).
as § - e time he wrote in the midst of the Great Depression there was hitle
ed. F £ = | 10 focus on debt service, or on the distinction between direct capital
was'h nt (tangible capital formation) and financial securities speculation or
m 19 o te speculation (which had all but dried up as asset markets were
20 L g to reflect the economy’s shrinking). Saving took the form of non-
sector : ig, not of paying down debt. There was little lending under depression
n debt: B S
ulatiot e ay’s post-bubble attempts (0 incorporate balance-shect analysis into
. o crude. Stock averages do not give an

ics on current activity are to

tatist
ative measure distinguishing the flow of funds into land and

Ciate quantit
Y _ ‘improvements or industrial capital formation in contrast to speculation
“total 1 . ncial securities. So monetary analysis needs (o be reformulated along
itself, a : better structural breakdown of NIPA to distinguish between money and
rent prod spent on goods and services from that spent on financial assets and debt
capital go
1d even bo

Juity financing;
vestrment is th
9th century t&

Is and service
ities and othet
sier and easier
exhausted, So
) the asset mar-
.0an standards
:0 the bottom”
economy. This
mw is being con- .
1s the dysfunc-



