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				It is impossible to escape the impression that people commonly use false standards of measurement – that they seek power, success and wealth for themselves and admire them in others, and that they underestimate what is of true value in life. … We are so constituted that we can gain intense pleasure only from the contrast, and only very little from the condition itself. ... The time comes when each of us has to give up as illusions the expectations which, in his youth, he pinned upon his fellow-men, and when he may learn how much difficulty and pain has been added to his life by their ill-will. ...

				What a potent obstacle to civilization aggressiveness must be, if the defence against it can cause as much  unhappiness as aggressiveness itself ! “Natural” ethics, as it is called, has nothing to offer here except the narcissistic satisfaction of being able to think oneself better than others. … so long as virtue is not rewarded here on earth, ethics will, I fancy, preach in vain. The element of truth behind all this, which people are so ready to disavow, is that men are not gentle creatures who want to be loved, and who at the most can defend themselves if they are attacked; they are, on the contrary, creatures among whose instinctual endowments is to be reckoned a powerful share of aggressiveness.

				


				Sigmund Freud, Civilization and its Discontents (1930)

				


				




			

			
				


				


				


				Preface

				


				Since 2003 I have been giving a series of interviews to get on record my analysis of debt deflation to explain how the economy’s debt overhead eats into the production-and-consumption economy. These interviews elaborate the economic analysis I have published in The  Bubble  and  Beyond  (2012). The first were with Standard Schaeffer on Counterpunch. Over the ensuing decade I gave more interviews with Bonnie Faulkner on Guns and Butter at KPFK, with Eric Janszen on i-tulip, and most recently with Paul Jay on the RealNews  network.  Subsequently,  I wrote  many articles  for Counterpunch, Global Research, Naked Capitalism, and the University of Missouri at Kansas City (UMKC) economics blog New Economics Perspectives. Abroad, I have been writing a series of policy articles and historical reviews in the Financial Times, Frankfurter Allgemeine Zeitung, and numerous foreign-language papers. Most other interviews included in these two volumes are one-time occasions with foreign news media and film documentaries. These all are posted on my website michael-hudson.com, run by Karl Fitzgerald of Prosper Australia.

				My usual procedure was to edit the transcripts for clarity, and that is the version that appears here. Lynn Yost helped prepare the book for press. I have worked closely in developing my ideas with Steve Keen (Australia), Dave Kelley (the United States), Dirk Bezemer (the Netherlands), and my colleagues Jeff Sommers (University of Wisconsin at Milwaukee), Randy Wray (UMKC) and Terry Dwyer (Australia).

				I could not have produced this work without the support of my wife, Grace Hudson, who has provided an ideal home and working environment and has been a constant source of love and inspiration.

				


				


				


				


				


				


				


				


			

		

	
		
			
				


				Productivity, compound interest and poverty

				Modern Money Theory: Teach-in on February 24, 2012 at Rimini, Italy.

				This grassroots event was organized by Italian investigative journalist Paolo Barnard, and attracted 2,181 participants, whose contributions enabled him to bring over my UMKC colleagues Stephanie Kelton, Bill Black and Marshall Auerback, as well as Alan Marquez from France.  Bonnie Faulkner supervised and prepared the audiotape for broadcast on her Guns and Butter program on Pacifica Radio on March 9, and Filipe Messina of Media Roots transcribed it. 

				I have edited my lecture to clarify the distinctions between sovereign money creation and bank credit; commodity-price inflation and asset-price inflation; and between productive and unproductive credit.

				Suppose you were alive back in 1945 and were told about all the new technology that would be invented between then and now: the computers and internet, mobile phones and other consumer electronics, faster and cheaper air travel, super trains and even outer space exploration, higher gas mileage on the ground, plastics, medical breakthroughs and science in general.  You would have imagined what nearly all futurists expected: that we would be living a life of leisure society by this time.  Rising productivity would raise wages and living standards, enabling people to work shorter hours under more relaxed and less pressured workplace conditions.

				Why hasn’t this occurred in recent years? In light of the enormous productivity gains since the end of World War II—and especially since 1980—why isn’t everyone rich and enjoying the leisure economy that was promised? If the 99% is not getting the fruits of higher productivity, who is? Where has it gone?

				Under Stalinism the surplus went to the state, which used it to increase tangible capital investment—in factories, power production, transportation and other basic industry and infrastructure.  But where is it going under today’s finance capitalism? Much of it has gone into industry, construction and infrastructure, as it would in any kind of political economy.  And much also is consumed in military overhead, in luxury production for the wealthy, and invested abroad.  But most of the gains have gone to the financial sector— higher loans for real estate, and purchases of stocks and bonds.

				Loans need to be repaid, and stocks and bonds receive dividends and interest.   For the economy at large, people are working longer just to maintain their living standards, which are being squeezed.  Women have entered the labor force in unprecedented numbers over the past half-century—and of course, this has raised the status of women.  Mechanization of housework and other tasks at home has freed them for professional life outside the home.  But on balance, the workload has increased.

				What also has increased has been debt.  When World War II ended, John Maynard Keynes and other economists worried that as societies got richer, people would save more.  For them, the problem was to keep market demand high enough to buy all the output that was being produced.

				And indeed today, markets are shrinking in many countries.  But not because people are saving out of prosperity.  The jump in reported “saving” in the National Income and Product Accounts (NIPA) in recent years has resulted from repaying debts.  It is a negation of a negation—and hence, a statistical “positive.”

				Paying off a debt is not the same as building up liquid savings in a bank.  It reflects something that only a very few economists have worried about over the past century: the prospect of debts rising faster than income, leading to financial crashes that transfer property from debtors to creditors, and indeed polarize society between what the Occupy Wall Street movement calls the 1% and the 99%.

			

			
				What also was expected universally fifty years ago—indeed, until about 1980—was that governments would play an increasingly important economic role, not only as forward planners but as direct investors in infrastructure.  To Keynesians, government spending served to pump money into the economy, maintaining demand and employment in cyclical downturns.  And for hundreds of years, governments have undertaken basic infrastructure spending so that private owners would not use monopoly privileges to charge economic rent.

				Nearly all observers expected the fruits of technology to trickle down, not be siphoned up to the top, to the banking sector whose “financial engineering” played no directly technological role in the production process.   Textbook  models  describe—or  rather,  assume—that rising productivity will be passed on to labor in the form of lower prices (reflecting falling costs of production, enabling wages to buy more) or, if prices are “sticky,” higher wages.

				According to what the textbooks called Say’s Law, there is a circular flow between producers and consumers.  Workers must be able to buy the results of what they produce.  This correlation between output and consumption goes back  to the Physiocrats prior to the French Revolution, who created economics and account keeping.  Their founder, François Quesnay, was a medical doctor and a surgeon.  He created the basic format of national income accounting on the analogy of the circulation of blood within the body.  An increase in production had to find its counterpart in increased consumption, creating its market by paying workers who spend their wages on buying the products they produced.

				Working harder, producing more, but going into debt to buy it

				After World War II many women stayed home and raised families.  But since the 1950s they have been forced increasingly into the labour force for what are called two-job families—and now, three-job families (with only two family members).  If you project labor participation rates, by the year 2020 every woman will have to work 18 hours a day or economic trends will falter.

				What was applauded as a post-industrial economy has turned into a financialized economy.  The reason you have to work so much harder than before, is to carry your debt overhead.  You’re unable to buy the goods  you produce because  you need to pay your bankers.  And the only way that you can barely maintain your living standards is to borrow even more.  This means having to pay back even more in years to come.

				That is the Eurozone plan in a nutshell for its economic future.  It is a financial plan that is replacing industrial capitalism with finance capitalism.

				Industrial capitalism was based on increasing production and expanding markets.  Industrialists were supposed to use their profits to build more factories, buy more machinery and hire more labor.  But this is not what happens under finance capitalism.  Banks lend out their receipt of interest, fees and penalties (which now yield credit card companies as much  as interest) in new loans.

				The problem is that income used to pay debts cannot simultaneously be used to buy the goods and services that labor produces.  So when wages and living standards do not rise, how are producers to sell—unless they find new markets abroad? The gains have been siphoned off by finance.  And the financial dynamic ends up in austerity.

				To make matters worse, it is not the fat that is cut.  The fat is the financial sector.  What is cut is the bone: the industrial sector.  So when writers refer to a post-industrial economy led by the banks, they imply deindustrialization.  And for you it means unemployment and lower wages.

				Financial dynamics versus industrial dynamics

				The accumulation of payments on interest-bearing debt leads companies to search for new loan markets, just as industrialists seek out new markets for their expanding output.  This search means looking for assets in place to be pledged as collateral.  The largest asset in any economy is real estate—mainly the land’s site value.  So about 80 percent of bank loans are mortgage loans.  But by 1980 property prices had turned down as interest rates rose during the Vietnam War and the general Cold War buildup throughout  the world.  Overseas military spending obliged the Federal Reserve to raise interest rates to borrow abroad to prevent the dollar’s exchange rate from declining.

			

			
				So in the 1980s banks found a new market: corporate raiders treated companies much like real estate, to be bought on credit and managed to create a capital gain.  The rise in interest rates to 20 percent by 1980 forced most states to revoke their usury laws, and credit card companies played states against each other in a race to the bottom when it came to protecting consumer rights.  So the high-interest  junk bond was  born, largely at the hands  of Michael Milken’s gang at Drexel Burnham.

				American industry began to be financialized (and in the process, criminalized).  But running a company to make a financial gain is different from running an industrial firm to expand production.  Cash flow that was not paid to bankers and bondholders for the credit to buy out stock holders was used for purposes other than direct capital investment—above all for stock buybacks to support their price, and for mergers and acquisitions to acquire yet more companies.

				The aim was not to increase production but to increase balance-sheet wealth—while extracting revenue from companies much like landlords bleeding a building.  That is the time frame of finance capital, in contrast to industrial capital.  It is short-term, not long term.  This is why it is extractive rather than productive.  T he revenue has no counterpart in new direct investment in output, but rather in overhead debt extracting a rising flow of  interest from the economy.

				“Wealth creation” by debt leveraging—that is, asset-price inflation—was celebrated as a post-industrial economy, as if this were a positive and natural evolution.  But in reality it is a lapse back into a rentier economy, and even into a kind of neofeudalism.  The post-2008 bailouts have vested a new rentier elite to lord it over the 21st century, thanks to the fact that most gains since 1980 have gone to the 1%—mainly the financial sector, not to the 99%.

				In the end this shrinks the economy—and that means that more and more loans will go bad, until crisis levels are reached at the point where lenders realize that there is no more room to extract more, and stop lending.  But in the absence of Keynesian-type government spending on good and services and social progress, bank lending became the only support for demand.  This is the point at which banks demand bailouts—to give them the money, rather than government spending into the economy to pull it out of depression.  Government debt is increased by giveaways to the banks, not by spending into the “real” economy.

				Economics textbooks teach supply and demand curves.  Every marginal increase in supply lowers the price of what is being supplied.  For the job market this means that the higher the unemployment rate, the lower wages will fall.  Conversely, the more workers you hire, the more you have to pay to attract workers.  Government officials and bankers are indoctrinated in these textbooks and conclude that the less employment there is, the more wages will fall— thereby presumably leaving a wider profit margin, assuming that the goods can still be sold at a steady price.  So employers seek to earn more by keeping employment low enough to prevent wages from rising.  This maximizes the power of wealth over labor.  

				Economists conclude that to make economies more competitive, they need to keep wages low so as to undersell other countries.  So a race to the bottom develops.  But what seems to help countries compete actually hurts their domestic market.

				Back in the 19th century this was called the reserve army of the unemployed.  Unemployment keeps labor down.  And even more important, to the extent that incomes do rise, they are paid out as debt service.  A dynamic is put in place in which debt keeps labor down—not only by eating up its wages in debt service, but in making workers suffer sharp increases in the interest rates they have to pay or even risk losing their homes if they miss a payment by going on strike or being fired.  Alan Greenspan explained that unemployment was not needed to keep labor down these days.  All that is needed is to traumatize and disable them politically by debt leverage.

				This is why, despite the fact that productivity has risen so dramatically, the real economy and its wage levels have tapered off in an S curve.  The magic of compound interest has increased debt (and the savings of the 1%) to more than absorb the productivity gains.  And this financial overgrowth has accrued to the 1%, not to the 99%.

				Finance is what makes today’s economy different from that of 1945.  We are at the end of a long cycle.  Back in 1945 the private sector in every country was relatively free of debt.  There was little civilian output for consumers to buy during the wartime years.  Companies had little reason to invest, except for the government’s military demand.  So most families had little debt—and a lot of savings, and good job opportunities after the return to peace.  But today the economy is in reverse.  Savings have been run down and consumers, real estate and industry are left in debt.

			

			
				Untaxing land rent and monopoly rent so that  it can  be paid to the bankers, not to government

				To stop this reversal, it is necessary to understand its causes.  They are not only financial.  The banking interests have gained sufficient power to distort tax policy, creating a dual fiscal-financial problem.  Taxes have been shifted off the major bank customers—real estate and monopolies—onto labor and consumers.  In the United States, two-thirds of state and local tax revenues in the 1930s came from the property tax.  Today the proportion has fallen to only one-sixth.  States and cities replaced property taxes with income and sales taxes.  Europe and the post-Soviet economies have adopted the most anti-labor tax of all—the value added tax.

				The rationale is that it is easy to collect.  But it falls on consumers, not on the economy’s free lunch of economic rent as advocated by classical free market economists.  The value added tax adds to consumer prices and shrinks the market, preventing labor from buying the goods it produces.  This is done simply to free more land rent, natural resource rent and monopoly rent from taxation so that it can be paid to bankers as interest.

				When voters threaten to elect politicians to pursue less bank-friendly policies, the EU announces that the country needs a technocrat to impose more taxes to bail out the banks for their bad loans.  It is all in vain without changing the system, because today’s financial business plan cannot work for more than a short time.  Being extractive rather than productive, it leaves a swath of bankruptcy in its wake.  Yet it is the banks that the technocrats are saving, not labor and industry, the “real” economy’s employment, social spending and public wealth.

				Changing Social Security from being paid out of  progressive taxation to a regressive labor tax

				In 1982, bank lobbyist Alan Greenspan was appointed to head a U.S.  commission to shift Social Security out of the public budget (where it was funded largely by progressive taxation) and fund it by user fees that fall on employees and employers.  The aim was to privatize it Chilean style.  Wall Street’s dream is to turn wage set-asides over to money managers to buy stocks and create a stock market boom (and in the end, siphon off commissions and push contributors into high-risk bets on the losing side of the deal with large financial institutions, Goldman Sachs style).  In effect, Mr.  Greenspan’s position was that Social Security should not be a public service.  It should be a user fee, so that prospective retirees would pay for it in advance.  Their savings were to be lent to the government to enable the Treasury to slash taxes on the higher income and wealth brackets.  So the effect was to reverse the long trend toward progressive taxation.

				The upshot of the Greenspan tax increases (only on labor, not on wealthy earners) was to create a budget surplus for the Social Security Administration, enabling the government to cut taxes on real estate, on finance, and for the rich in general.  Capital gains taxes in particular were cut in half.  And real estate investors (absentee owners, not homeowners) were allowed to pretend that the value of their holdings was depreciating rather than rising in price, by junk accounting based on junk economics.

				The end game came when the Bush and Obama administrations announced, in effect, “We’re broke.  So now we have to balance the budget by cutting social spending and raising the Social Security tax further.  We’ve cut taxes on the rich by so much that the workers have not paid enough to cover this give-away, not to mention fighting the Bush-Cheney war in Iraq and the Obama Administration’s war in Afghanistan—or for that matter, the class war against labour.

				Under Pension Fund Capitalism, employees are encouraged to think of themselves as capitalists in miniature—and provide for their retirement by employee stock ownership programs rather than saving up their wages themselves or having pensions financed on a pay-as-you-go basis out of future production.  The idea is to make money from money (M->M´), not by producing commodities (M–C–M´).  In America, half the employee stock ownership plans (ESOPs) have gone bankrupt, mainly by being grabbed by the corporate employers.  Corporate raiders borrow credit from bankers and bond investors to fund management buyouts.  The plan is to buy out stockholders, pledging the earnings to pay out as interest.  And not only earnings;  they loot the employee pension plans.  George Akerlof won the 2001 Nobel Prize for describing this.  But novelists have recognized it more than economists.  It was Balzac who said that behind every great family fortune is a great theft, often long forgotten to be sure.

			

			
				Today’s economy is based on theft under the euphemism of “free enterprise.” It’s sometimes called “socialism for the rich” because they receive most government subsidy.  But it’s not the kind of socialism that people talked about a hundred years ago.  It is a travesty of social democracy and socialism.  In a word, it’s oligarchy.  We are living in an Orwellian world.  No party calls themselves fascist today, or even anti-labor.  They call themselves social democracy.   But it’s the opposite of what social democracy meant in the 19th and early 20th century.

				Social Security has not yet been privatized, but education has— not only privatized, but financialized.  Students no longer get free or low-priced education.  In order to qualify for professional jobs in America, they have to take out loans that put them deeply in debt.  Then, when it comes time to start a family, they have to take on a lifetime 30-year mortgage debt.  They need to take out an auto loan to buy an automobile to drive to work, especially where public transportation has been dismantled as in Los Angeles.  And when their paychecks are squeezed more, they can maintain their living standards and social status only by taking on credit card debt.

				Paying the carrying charges on this debt diverts spending away from the goods and services that employees produce.  The result is debt deflation.  Employees have less and less ability to buy what they produce—except by taking on even more debt.  That’s why banks and bondholders have ended up with the increase in productivity— almost synonymous with the 1%.  They are the core of the Finance, Insurance, and Real Estate (FIRE) sector that now absorbs most of the economic surplus in the form of various types of economic rent: land and natural resource rent, monopoly privilege and financial overhead.

				The inversion of classical free market reform to its diametric opposite

				Classical political economy sought to mobilize democratic government to tax the rentiers: landlord, monopolists and bankers.  The objective was to create an industrial surplus and, in the process, raise productivity,  wage levels and living standards.  To keep prices low and hence national economies competitive, governments were to undertake society’s largest spending programs: basic infrastructure such as transportation, power production, communications—all of which happen to be natural monopolies as well.  So the aim was not only to provide basic infrastructure needs freely or at subsidized prices, but to prevent private owners from erecting tollbooths on roads and charging monopoly prices for power or phone systems (as in Telmex in Mexico or similar phone monopolies in the post-Soviet kleptocracies).

				Post-classical economics (deceptively called neoclassical) seeks to untax the rentiers, and shift the costs of government onto labor and even onto industry.  To achieve this, democracy is rolled back to oligarchies.  But this time they are controlled not by landlords as in the case of Europe’s landed aristocracies, but bankers and financiers.   And their aim is  to privatize the public domain with its monopolies.  Bankers advance the credit to buyers, who install tollbooths and raise prices for basic needs.  By paying out their revenue in a tax-exempt form, as interest, they keep their income out of the hands of government—forcing national treasuries to tax labor and industry, consumers and producers rather than finance, insurance and real estate.  Governments thus become the protectors of monopoly and its financing.

				It is a short-term policy.  By raising domestic price levels, financialized economies price themselves out of global markets—unless they can create a world order in which all economies are symmetrically debt-burdened.  This is where the International Monetary Fund, World Bank and World Trade Organization are brought into play—to financialize globalization, excluding countries as pariahs if they do not join this self-destructive and self-terminating system.

				An object lesson of the shift from classical democracy to postclassical oligarchy is a country that is held out to you  as a success story: Latvia, where neoliberals had a completely free hand, as they did in Russia.  What they call a neoliberal paradise turned out to be debt-ridden kleptocracy.  The country has a set of flat taxes on employment of 59 percent—and only a 1 percent real estate tax.

				You can imagine what happened with real estate taxed so low and labor taxed so high.  Employment was high-cost—but there was a real estate bubble.  When I was Research Director at the Riga Graduate School of Law, I visited the government agency in charge of property assessments, and asked how they got the 1 percent.  I was told that they based it on the most recent real estate appraisal they had.  This turned out to be back in 1917, before the Russian Revolution.  (The lead assessor had written her doctoral dissertation on this survey.) Whatever the tax collector gives up and relinquishes in taxes, is available to be paid to the banks as interest.  So housing prices are bid up in price—on credit—while the tax collector has to turn to labor and industry for the revenue that has been given up.  Instead of paying land taxes, new homebuyers pay interest to the bankers.  The upshot is that the banks end up with the rent that used to accrue to the landed aristocracies of Europe.  This is making bankers the new aristocracy.

			

			
				When I headed an international investigative economic team in 2010, we visited Latvia’s bank insurance agency and were told that they had anticipated a collapse of the bubble.  Their response was to advise banks to back their mortgage loans not only with the property as collateral, but to get as many family members as possible to co-sign the loan.  That way, if and when default occurred, the parents, siblings or other relatives would be personally liable.

				The bank regulators did not urge the government to tax real estate more.  That would have squeezed homeowners on their bank loans—and left less new rental income to be capitalized into new bank loans.  But it would have enabled the government to reduce its heavy taxes on employment.  This was not the bank regulators’ concern—and bankers themselves saw their main business in lending to fuel real estate, not industry, given what the neoliberals did to Latvia’s economy and that of the other Baltic states!

				Unfair? Economically polarizing and destructive? Of course.  But the bank insurers said that their task was to protect bank solvency, not create an optimum economic structure.

				One result is that a recent EU survey found that one-third of Latvia’s population between the age of 20 and 35 either had emigrated or was planning to do so.  As of 2012 the country’s population has shrunk by 15 percent.  Marriage and birth rates are falling off, as they are throughout the post-Soviet economies.  After all, who can marry and buy a house when your wages are taxed at 59 percent and you have to take on a debt?

				Iceland provides another object lesson.  Even more than Latvia, it became a rogue banker’s paradise—and also one for vulture banks.  Their loans are indexed to the consumer price index—which means in practice to the foreign exchange rate.  The krónur plunged after the banks crashed in 2008.  The result is that a 1,000 krónur debt has become perhaps 1,800—against property that has fallen from the equivalent of 1000 krónur down to perhaps 400 krónur.  This leaves many families in negative equity.  And they are personally liable.

				When the crooked banks of Iceland went under (and they’ve only recently begun to arrest some of the crooks) the government took them over and, on European advice, sold them to vulture investors, for around ten cents on the dollar.  Despite the fact that Iceland’s constitution said that they were not allowed to increase debts by indexing, this is just what the banks did.  If the government had run them, it could have written down the debts to the ability to pay.  But the new vulture  banks have not done this.  And the Social Democratic government backed their rights to make  as much as they can, rather than giving priority to the welfare of the Icelandic people.

				What I find so striking is how far to the right wing of the political spectrum the Social  Democratic and Labour parties  have moved.  Iceland’s Social Democratic leadership explained that it wanted to be part of Europe.  But this meant acting on behalf of the British and Dutch bankers, not democratically on behalf of Icelanders.  They acted on behalf of the emerging financial oligarchy.

				I’ve known many of the social democratic leaders of America and the world since I was a young boy.  My father was a socialist labor leader and political prisoner from Minneapolis, which was the high point of American labor history as a result of its great General Strike in the 1930s.  I watched the Socialist Party in America come to support the Vietnam War, and Michael Harrington ban criticism of the war in its youth magazine—driving it to quickly lose most of its members.

				Harrington and his mentor, Max Shachtman, took this position because they believed that the West could not be persuaded to be Marxist until the world was freed from the Stalinist travesty that claimed to be Marxist.  So the Social Democratic Party of America joined the Cold War effort.  Politics was turned upside down by the triangulation of socialism, Stalinism and the ability of the United States to back and finance European social democrats to support the banks and “centrists.” This became the tragedy of the old non-Stalinist left in America and other countries.  So the Social Democratic leadership imagined (or simply sold out to pretend to believe) that “free financial markets” would lead the world into economic progress.

				This was just the opposite from the Progressive Era and indeed, what industrial capitalism promised.  The Social Democratic parties of Iceland, Britain, Greece, Scandinavia and other European countries have adopted the position that the way to re-employ labor is to impose austerity.  Budgets are to be balanced by lowering wages by 30 percent, and shifting taxes off the finance, insurance and real estate sector onto consumers.

			

			
				Taxes on labor add to its cost.  So competitive power would be maximized by untaxing labor and consumer goods, by getting rid of the value-added tax.  But not all taxes are bad.  The classical free market economists endorsed taxes on unearned income: land rent and natural resources, monopoly rent and financial privilege.  These categories of income have no counterpart in a cost of production undertaken by the rent recipient.  The more that governments can shift the tax burden onto land and property, the lower housing prices will be—and the less governments will need to tax labor by income and sales taxes.

				Bankers back anti-government ideology because they want to obtain all of the untaxed rental revenue as interest.  So taxes that otherwise would be paid to the government will be paid to the bankers.  The result—what you’re seeing today in Europe and North America—is an economic grab that is in many ways like that which gave birth to European feudalism.  But this time around it is financial, not military.

			

		

	
		
			
				The road to debt serfdom

				This  edited transcript is expanded from a phone interview by Dimitris Yannopoulos for Athens News, September 2012.

				Dimitris Yannopoulos: As an academic with a strong grounding in economic history as well as banking Professor Michael Hudson has built his own school of thought—distanced from both Keynesians and neoliberals—with regard to the stark options facing a contemporary Western world drowning in unsustainable debts of governments and households at the mercy of global banks and financiers.

				Options for the indebted amount to a choice between  feudal-like servitude and freedom, because “debts that can’t be paid, won’t be.” That has become Prof.  Hudson’s well-known tag line.  He explains his logic in this interview with the Athens News, on the occasion of publication of his latest book, The Bubble and Beyond: Fictitious Capital, Debt Deflation and Global Crisis (2012, available from Amazon.com).

				Q: How has the financial system evolved into the form of economic servitude that you call “debt peonage,” negating democracy as well as free-market capitalism as classically understood?

				A: The hope of banking in the 19th century was that banks would make productive loans to finance industry.  This promised to be something new.  In the past, banks had made loans to ship and market goods once they were produced, but not to finance new capital investment by producers.  Investment always had been self-financed out of savings.  The new idea of industrial banking was for loans to be invested to earn profits, out of which to pay the interest and the principal back to the lenders.

				No such productive lending occurred in antiquity or the feudal period.  And as matters have turned out, instead of allying itself with industry, banking has moved into a symbiotic relationship with real estate, mineral extraction, oil, gas and monopolies to lend against economic rent.  This technical term is defined as unearned income, obtained by charging prices in excess of cost value.  Economic rent has no counterpart in the cost of putting means of production in place.  It is created by special legal privilege to install tollbooths on roads, education systems and other basic needs.  Land is provided by nature.  The only “cost” is the price of buying the right to charge rent on it.  Owners aim to charge as much as they can, without regard for how this may affect overall economic growth and balance.

				Banks have the privilege of creating credit and charging it.  Most credit is extended to buy property or rent-seeking privileges already in place, not new capital investment.  It is easier for investors to buy a privilege to extract charges without producing anything.  So banks back the ability of their customers to make money without new capital investment.  The easiest way to do this is to make loans for real estate at increasingly debt-leveraged, bank-inflated prices.  The time frame of banks is too short-term to develop production facilities, mount a sales campaign and develop markets for new goods.

				Classical economists from the Physiocrats down through the Progressive Era a century ago explained why land rent, natural resource rent and monopoly rent should be the source of tax revenue for cities, states and nations.  But instead of extending credit to increase tangible capital investment, about 80 percent of bank credit in the United States and most English-speaking countries is to buy real estate.  Instead of extending loans to build factories to employ people, bankers look simply at what can be pledged as collateral on which they can foreclose.  Buyers pledge their rental income to pay interest to the banks.  The more the tax collector shifts taxes off property onto wages, profits and sales, the more rental income is available to pay banks—for even larger loans.  This is why banks back untaxing real estate and deregulating monopolies, to maximize the economic rent that can be paid as interest.

				So instead of financing industry, U.S.  banks don’t lend against what may be produced in the future.  They make loans against collateral already in place—including entire companies.  Target companies are obliged to pay the debt that the corporate raider takes on with high-interest “junk” bonds.  The process is more extractive than productive.  The raider is free to downsize and outsource the work force, squeezing the budget in hope of coming out with a capital gain after paying off the banks and bondholders.

			

			
				Stock markets were supposed to supply equity investment capital, but since the 1980s they have been turned into a vehicle for leveraged buyouts (LBOs).  Raiders borrow money much like landlords borrow to buy a property and bleed it.  This turns corporate cash flow into interest.  Governments permit this to be tax-deductible, thereby encouraging debt financing over equity.  This worsens their fiscal position, forcing governments in turn to borrow in a deteriorating spiral.

				Q: When did this process get out of hand?

				A: The  turning point was  in 1980.  Right after Margaret Thatcher led Britain’s Conservatives into office and began privatizing at enormous commissions that made the financial sector richer than ever before, the Reagan Administration was elected in the United States.  Drexel Burnham led the transformation of the stock market into a vehicle for corporate raiders to take over companies, load them down with debt and pay out profits as interest.  Just as real estate speculators hoped to end up with a capital gain, so raiders sought to resell companies at a gain—by downsizing the labor force, shifting to non-union labor, and renegotiating employee pensions downward by threatening bankruptcy as an alternative (leaving the Public Benefit Guarantee Corp.  stuck with the bill).  As an added bonus, the raider might grab the corporate pension fund or Employee Stock Ownership Plan (ESOP) for a quick payout to creditors, as Sam  Zell did with the Chicago Tribune.  So corporate financialization became destructive instead of productive.

				This distortion of how stock markets were expected to raise equity capital is a result of perverse tax policy.  Debt it treated as a necessary cost of doing normal business.  That used to be the case when companies had to use export financing and extend 90-day sales credit but it is not the case in debt-leveraged buyouts.

				Banks have lobbied to keep interest tax-deductible regardless of whether it is to conduct normal production and sales or to buy assets.  This favors corporate borrowing via bonds and bank loans instead of issuing stocks, so corporate debt ratios rise.  And unlike stock dividends that reflect profits, interest must be paid without missing a beat or the company goes bankrupt.

				Predatory finance has concentrated wealth and used it to buy control of governments and their regulatory agencies.  It even has taken over the Justice Department and the courts, so that financial fraud in America has been decriminalized.  Bank lobbyists back the campaigns of politicians committed to deregulating banking and its major clients (real estate, natural resources and monopolies).  So there is no regulation of outright criminal behavior even by the largest banks such as Citicorp and Bank of America where fraud was concentrated.

				Q: How do they get off the hook?

				A: Nearly every large Wall Street bank has paid large sums of money to settle fraud cases without admitting criminal liability for their huge gains.  So no banker has gone to jail.  The top executives know that if they are convicted of billions of dollars of fraud, their banks will pay a fraction of this amount, not they themselves.  So the bank still makes a bundle even after paying the nominal fine, letting the culprits keep their salaries, bonuses and stock options for writing junk mortgages and operating in a manner that would have sent them to jail back in the 1980s.  My colleague William Black at the University of Missouri at Kansas City has described how S&L fraudsters were sent to jail back then for doing what commercial bankers, investment bankers and their brokerage agencies much higher on the social pyramid have done over the past decade.

				By now, the bankers know that the jig is nearly up, so they are giving themselves enormous new bonuses while they can.  The Treasury for its part argues that if it fines the banks to recover the full amount of the fraud, the banks will be driven under—and the government will just have to bail them out again.  In effect it would be paying the fine to itself.  So it does nothing, except receive more campaign contributions from Wall Street.

				Q: Is the so-called “financialization” of the economy an outcome of deregulating banking?

				A: Financialization means operating companies and the overall economy to “create wealth” by inflating market prices for paper claims on wealth (bonds, stocks and bank loans) rather than tangible capital formation.  The surplus is managed for financial purposes rather than to reinvest in the “real” economy.  The aim is to make money by financial engineering, not industrial engineering.

			

			
				Finance has expanded to absorb the entire economic surplus in the form of debt service to the banks.  This leaves it unavailable for capital investment to increase production or consumption.  The process began by taking over the real estate and insurance sectors, prompting national income economists to lump together what they call the FIRE sector: Finance, Insurance and Real Estate.  It also should include the legal sector, because most law these days is corporate law to defend, protect or even facilitate financial fraud and monopolies.  So  as reformers said a century ago, finance is the mother of trusts—and also of monopolies and ultimately, austerity.

				Savings banks and S&Ls were regulated to finance new home building and purchases.  Bank lending could be regulated to finance actual business needs.  Buying companies, creating derivatives to bet on prices by parties that have no direct business interest, easily could be ruled out of bounds, especially for banks, whose deposits are insured by government or are part of a conglomerate that takes insured deposits.  In the case of Citibank, for instance, the FDIC could not disentangle the bank from all the tangle of other Citicorp entities and off-balance-sheet constructs, footnotes and fine print.  This makes it almost impossible to draw the line between economically necessary banking, gambling and outright fraud.

				That should have been the lesson of the post-Lehman Brothers smashup of 2008.  But for the banks, the lesson was simply: “We won.  If we make our accounts complex enough, the government can’t regulate or even tax us.  Good work, Tim Geithner and Ben Bernanke.”

				Q: Isn’t this trend also because profits for financial investment in asset bubbles are much higher than profits in manufacturing?

				A: There’s a problem in terminology here between technical economic jargon and popular understanding.  Classical economists were careful to define the term “profit” to mean a gain made by investing in plant and equipment (capital) and hiring labor to produce goods to sell at a markup.  Profits were a return on tangible capital investment and current expenses on labor, raw materials and other inputs.

				This is not how the financial sector makes its gains, especially in bubbles.  Interest, fees, commissions and penalties are the result of standardized legal privileges.  Economists call these returns “economic rents” because unlike profits, they are independent of  the cost of  production.  Their “cost” consists of buying privileges, not making tangible capital investment.  The same is true of the other major element financial returns: the inflation of asset-price (“capital”) gains.  Buying and selling a company, real estate or privilege does not create means of production.

				A privilege is literally a “private law” (from the Latin privus ‘private’ and lex ‘law’), a monopoly right to impose a tollbooth.  The most lucrative privilege is being able to create bank credit and take deposits insured by governments, ultimately backed by the public right to tax.  These financial returns have a different dynamic from commercial and industrial profits.  They are made  off the economy and are  not part of the economy’s physical  and technological growth and capital formation.  They are an overhead charge paid out of profits and wages.  They absorb the surplus (profit).

				Here’s how it works.  When a company’s stockholders are bought out on credit, its profits end up being paid as interest rather than reinvested to expand production and employment.  Financialized companies are treated much as absentee-owned real estate: Raiders or other buyers pledge the income to the creditor.  Buyers may even pay depreciation (tax-deductible cash flow) to the banks and bondholders, hoping to squeeze out a capital gain by selling off the company’s parts for more than the whole is worth.  This may be done by closing down or selling low-return divisions.  What is important to recognize here is that the basic dynamic is shrinkage.

				Suppose that a company earns $1 million dollars of profit in a year.  About $400,000 must be paid in income tax.  A corporate raider now buys out its stockholders (equity owners), for $10 million, which he borrows in junk bonds at 10%.  The entire $1 million dollars of profit will now be paid to the banker or the bondholder in the form of interest, because there is no income-tax payment on this diversion of revenue.  Financial engineers—the class that has replaced industrial engineers—aim to get rich not by earning profits (which are taxable), but by capital gains, which are taxed at much lower rates.  So today’s financialized tax code encourages speculation rather than profit-making direct investment.

			

			
				The company won’t report a profit, but the financial manager hopes to increase its market price to re-sell it on the stock exchange.  This is done not so much by new investment or innovation, but by cutting costs and selling off its pieces to make a capital gain.  This is how Republican Presidential candidate Mitt Romney’s Bain Capital made money.  It is “balance sheet” engineering, not aimed at raising production or living standards.

				Interest is deemed a “cost of doing business.” But it is not a cost of  production; it is financial overhead.  Since the 1980s, growth in this overhead has absorbed and even outstripped the rise in productivity.  Instead of living standards rising, the economic surplus has taken the form of a return to the FIRE sector, mainly the financial sector—commercial banks, investment banks, mortgage packagers and brokers, and so forth.  Real estate owners gained during the bubble years as property prices rose faster than the bank debt that was inflating them.  But at some point more income was pledged to the banks than was being earned.  While dividends can be cut back when profits fall, the company faces bankruptcy when interest payments are missed on bonds or bank loans.

				The same is true in real estate.  The reckless junk mortgage lending and outright fraud led to a collapse of new lending after September 2008, leaving a residue of defaults, negative equity, bankruptcy, foreclosures and abandonments in its wake.  $11 trillion was wiped out of private sector balance sheets as “paper gains” turned into real-life losses.  This negative equity must now be paid to creditors out of actual earnings.  That leaves less to spend on goods and services.  So for the economy at large, production and employment, wages and profits shrink.

				Q: Can you elaborate on what makes capital gains so different from business profits?

				A: This is best understood in real estate, where the motto is “Rent is for paying interest.” A buyer will look at a property to see how much rent it pays off, and bid against other prospective buyers for a loan.  The winner usually is whoever will anticipate earning the most rent from tenants to pay the interest—and promise to pay this to the bank.

				For a corporate raider the motto is “Company profits are for paying interest.” What speculators and even longer-term investors want is a capital gain.  Yet this gain (or loss) does not appear in the National Income and Product Accounts (NIPA), despite the fact that this is how banks get customers to borrow larger debts to buy homes they hope will rise in price.  Borrowers thought they could get rich by becoming bigger bank customers.  The larger the home they bought—with  the largest  mortgage loan—the  more gains  they would make.

				The NIPA were not designed to analyze bubble economies making gains by inflating asset prices.  They were designed to track direct investment to create tangible assets, along with profits and wages, government spending and taxes—but not financial phenomena that affect balance-sheet assets and debts.  Yet financial engineering of balance sheets is what bubble economies are all about.  That is what makes today’s finance capitalism so different from the industrial capitalism analyzed by the classical economists.

				In this new world, property investors on credit appear not to be making any profit.  They “expense” their revenue as interest, while their “capital” gains are invisible in the National Income and Product Accounts (NIPA).  These asset price gains are taxed at much lower rates than are wage income and profits—and typically are not taxed at all if the gain is plowed back into buying yet more property.  The effect is to divert investment away from tangible capital formation into financial speculation.

				Q: Were derivatives and structured bonds the final stage in pumping up the financial bubble that burst in 2008?

				A: Well, at least it was the stage leading into austerity and debt deflation.  I call it Casino Capitalism.  But I hesitate to say that any decay into a “final” stage has occurred until debt levels decay through their radioactive isotope sequence and settle into a leaden state.  For the economy this means no more surplus is being created.  This is the Dark Age stage—the final stage of the creditor-run Roman Empire.  It is the Great Depression stage, and today’s New Austerity.

				In today’s “derivative” stage of finance capitalism, large Wall Street banks make money off their customers and counterparties by betting which way the economy will go, much like betting on a horse race—except that “fixing” the financial race is not illegal, or at least is not prosecuted.  As in other forms of gambling, the casino always wins and crime is rife.  So the cards are stacked in favor of banks, and bank customers are left holding the bag.  Credit default swaps are the easiest to manipulate in ways that were deemed illegal in the past.

			

			
				Investment banks that deal in these derivatives don’t count their capital gains as profits.  They are not part of the production process, unlike profits made by employing labor to work with capital equipment to produce output.  Financial derivatives don’t have much to do with production and employment—except to shrink markets.  They have to do with buying and selling assets to make a capital gain.  This is the increasingly dominant speculative part of the FIRE sector’s takeover of the production and consumption economy.  It has turned Industrial Capitalism inside out and made computerized gambling, debt extraction and raiding the most important part of stock and bond markets.

				Q: Is this why derivatives don’t appear on the balance sheets of banks? And does this make it difficult to discover whether or not they are solvent?

				A: Derivatives are bets on the price of assets and on which way interest rates—and hence, bond prices—will go.  Banks place arbitrage bets on stocks, currencies or anything they want to.  The result is a casino economy betting on which way prices will go rather than actually producing goods and services.  But the banks don’t use money for this, so the bet is a “contingent liability” with an elusive statistical appearance, like the Higgs boson in physics.  If you bet on the future but haven’t won anything or had to pay, the mere fact that a bet is outstanding doesn’t appear in your income-tax statement or even on your current balance sheet.

				The problem is that for every winner there is a loser.  So the economy as a whole doesn’t gain.  On balance it’s a zero-sum game.  In fact, large losers who can’t afford to pay the winners receive public bailouts.  The winners insisted in 2008 that the government keep the game solvent by TARP, the Troubled Asset Relief Program, which should have referred to troubled gambles—the “assets” of the winners.  The “crisis” only would have closed down the casino, not the “real” economy.  But the government capitulated and agreed to keep the financial casino’s big players solvent so that winners could collect on their bets.  So the central bank and Treasury print enough more public debt to make bad debts good.  The big players are made winners, but by leaving the government with more debt.  This debt is not a result of more current spending into the economy.  It is purely a balance sheet winner/loser phenomenon.

				Q: Hasn’t this system collapsed since 2008?

				A: Just the opposite.  Wall Street used the 2008 aftermath as an opportunity to panic Congress into taking the losses of big banks onto the public balance sheet, incurring $13 trillion of added federal debt.  The crisis became an opportunity to turn democracy into an oligarchy.  In effect the Obama administration told the real economy to drop dead.  The European Central Bank (ECB) that now rules the eurozone did the same thing to Ireland.  After banks made reckless insider loans, the government pledged to make the creditors and bondholders whole by demanding that the non-financial economy pay the bad bank debts out of higher taxes and lower social spending.

				Q: Isn’t the ECB taking over the function of bailing out EU governments, having done so with eurozone banks?

				A: The ECB is not bailing out governments to maintain democratic programs but to change their policy in an aggressive manner.  The aim is to replace democratically elected governments in Greece and Italy  (and ultimately, everywhere)  with oligarchy.  German Chancellor Angela Merkel and other neoliberal leaders claim that democracy puts the interest of people ahead of paying bankers and bondholders.  But there simply is not enough to maintain their living standards and sustain a growth in wealth at the top at existing rates, so something has to give.  As far as the ECB, the U.S.  Federal Reserve,  Republicans  and Democrats,  British  Conservatives  and Labour are concerned, what should “give” are living standards, not the debt overhead.  This is the leading demand of the oligarchic counter-revolution against democracy that plagues Europe and the entire Western world today.

				Putting the interest of commercial banks first is what central banks do these days.  That’s why the Federal Reserve Bank was made independent from the U.S.  Treasury in 1913, and why the ECB is restricted to lending only to banks, not directly to governments to monetize their budget deficits.  Central banks promote bank interests increasingly at odds with the rest of the economy— by “saving” them (and specifically, their bondholders) from having to suffer bankruptcy as a result of their bad loans.  Buying government bonds from banks is a far cry from monetizing government spending directly.  It gives banks interest returns on public debt that could be financed without such a charge.  The central bank bails out bankers, not the economy—which is left debt-ridden.  This makes the central bank pretense of acting to promote full employment hypocritical—because bailing out the banks while keeping debts in place has the effect of shrinking market demand and employment.

			

			
				The first ploy to serve bankers and bondholders is to place technocrats (a scientific sounding euphemism for bank lobbyists) in place of elected governments in Greece and Italy.  Today’s anti-democratic financial coup in Europe resembles the murder of the Gracchi and their supporters by oligarchic senators in Rome in 133 BC, inaugurating a century of financial war, which historians call the Social War.  It was waged by the oligarchy (which had enriched itself largely by privatizing public land after the Punic Wars with Carthage, much as today’s oligarchy has grown rich by privatization and public-private financial “cooperation”).  At issue was whether the economy should enforce creditor “rights” by depriving the population of its liberty from debt bondage, or annul the debts.

				Advocates of debt cancellation (such as supporters of Catiline’s “conspiracy”) were killed, not unlike Chile in 1973  as General Pinochet enforced Chicago-style “free market” reforms at gunpoint.  The Social War ended with a quarter of the population reduced to slavery.  Today’s creditors do not put individuals formally into bondage, but leave them free to work and live anywhere they want—as long as they buy goods from privatized infrastructure squeezing out economic rent, pay their debts and pay taxes to subsidize high finance.  That is the essence of neoliberal ideology, and explains why the banking sector subsidizes its pet politicians so well.

				Q: Wasn’t Greece unique in allowing creditors to shift the burden of the financial and fiscal crisis onto its government, by turning it into a sovereign debt crisis?

				A: The same fate was threatened in Ireland.  The problem is that neither Greece nor other eurozone countries have a central bank to monetize their budget deficits.  So they need to borrow from bankers and bondholders, at interest rates that rise as the dysfunctional system grows more untenable.  Risk increases as governments shift taxes off property, rent-yielding “tollbooth” assets and the wealthy onto labor and industry, and finance the resulting budget deficits by cutting public employment and wages, axing social welfare and selling  off the public domain.  Neoliberals  are  using Greece’s debt crisis as an opportunity to pry away whatever its government owns: real estate and public buildings, oil and gas rights in the Aegean, port facilities, electric utilities and roads.

				In times past it would have taken an army to carry out what the ECB is achieving in Greece.  The new appropriators would have had to invade the country to take over its land and infrastructure.  But the ECB is doing this without military force, simply by appointing technocrats as proconsuls.  A lame attempt is made to frighten voters into believing that There Is No Alternative (TINA, as Margaret Thatcher liked to express her diktat).  Propaganda sites blare out a message that all this is for the best.  Writing down debts is said to cause a crisis and poverty, not liberate economies from their debt overhead and thus make them more competitive.

				The appeal to foreign “cosmopolitan” power is reminiscent of what occurred in Sparta at the end of the 3rd century BC.  A creditor oligarchy had taken over, and two kings—first Agis IV and then Cleomenes III—sought to cancel the citizenry’s debts.  Neighboring oligarchies called in Rome, which subjugated populations from the Aegean to Asia Minor, establishing “peace” by imposing martial creditor rule.

				Greece will be surrendering without even a fight if it goes along with this neo-imperial creditor policy.  That is the political aim of the oligarchy: to win by ideological and political conquest rather than the more expensive military oppression of an outright police state.

				Q: Why has there been so much emphasis on austerity and internal devaluation to drastically reduce wages and pensions?

				A: Financialization escalates the class war.  For the last hundred years people thought the war was simply between employers and employees over workplace conditions, wage levels and benefits.  But the debt overhead adds a new dimension.  Finance controls governments,  and unions typically are strongest  in the public sector.  Financial lobbyists and their pet academics whom they corrupt promote austerity to weaken the demand for labor and drive down wages  to a degree  that could not occur on the company-by-company scale of clashing industrial employers and their workers.

				For a dress rehearsal, look at Latvia, where neoliberals have had a free hand.  Two years ago, internal devaluation reduced its public sector wages by 30 percent.  This helped drag down private-sector wages.  Cutbacks in public spending shrank the domestic market and hence employment—and  spurred emigration of young labor.  Workplace rights  are  being  rolled back in a way 19th-century industrialists never dreamed they could achieve under democratic governments.

			

			
				In the United States, Federal Reserve Chairman Alan Greenspan explained triumphantly to Congress in 1997 that what was so remarkable since 1980 was that labor productivity rose by about 83 percent, but real wages didn’t rise.  The Maestro found the explanation to be that workers had taken on enormous mortgage debts, education debts, auto loans, and live on credit-card debt in order to keep up with their neighbors.  Testifying before the Senate Banking Committee in February 1997, he explained why wages were rising so slowly despite historically low unemployment levels.  Under normal conditions unemployment at the rate then being registered—about 5.4 percent, the same as in the boom years 1967 and 1979—would have led to rising wage levels as employers competed to hire more workers.  However, Chairman Greenspan testified:

				As I see it, heightened job insecurity explains a significant part of the restraint on compensation and the consequent muted price inflation.

				Surveys of workers have highlighted this extraordinary state of affairs.  In 1991, at the bottom of the recession, a survey of workers at large firms indicated that 25 percent feared being laid off.  In 1996, despite the sharply lower unemployment rate and the demonstrably tighter labor market … 46 percent were fearful of a job layoff.[1]


				Again in July 1997 in Congressional testimony, he said that a major factor contributing to the “extraordinary” and “exceptional” U.S.  economic performance was “a heightened sense of job insecurity and, as a consequence, subdued wage gains.”[2]   Reporter Bob Woodward described him as calling this the “traumatized worker” effect.  Their precarious financial situation made them afraid to go on strike or even to complain about working conditions, because if they are fired and miss a payment in their electric utility or phone bill, the interest rate on their credit card jumps to 29 percent.  And if they miss a few mortgage payments, they risk losing their home, leaving many workers in fear becoming “one paycheck away from being homeless.” That’s what the debt overhead has achieved for relations between labor and capital.

				Nearly everyone expected that democratic governments would promote rising living standards and expand markets, not act to shrink them.  It seemed logical that technology would increase the economic surplus and hence make it less necessary for families, companies or governments to run up debt to rentiers even more rapidly than the tangible surplus was growing.

				Q: If neither Greek banks nor local industrialists are gaining from this looting, what do creditors expect to receive from borrowers that can’t pay their debts, mortgages or taxes? How does a jobless workforce help them?

				A: The financial sector always has been so short-term as to be self-destructive.  There’s been a race to the bottom.  Creditors treat the economy like an oil well, to be depleted, ignoring the long-term consequences.  The aim is to extract the surplus before anyone else does.

				Under this prime directive, political economy turns into the anti-social economics of Ayn Rand and the Chicago School.  Financial predators find their Alan Greenspans and Tim Geithners to act as their factotums to give government power to the most avaricious and shortsighted members of society.  Turning governments (or at least their central banks) into boards of directors of the financial wreckers, they dismantle the power of government (kings in the Bronze Age, democratic governments today) to write down debts or regulate credit.

				You are right to note that families and companies cannot pay their debts when governments impose such extreme austerity.  Bank loans go bad and the government’s tax revenue declines, widening the deficit.  This is well illustrated decade after decade, case after case for the International Monetary Fund’s austerity programs imposed on Latin America in the 1970s and ’80s.  So it obviously is a deliberate policy, backed by the banks.  That should be your first clue that there is a “Stage Two” to all this.

			

			
				These nationally destructive programs required military dictatorships backed by U.S.  armed force and covert attacks on domestic opposition—the systematic targeted murder of labor leaders, teachers, land reformers and intellectuals on a continent-wide scale.  Greece is now being treated the way that Latin American countries were back then.  It has not been necessary for U.S.  State Department to support the usual assassination teams as it did to help the Chicago Boys in Chile and Operation Condor in the Americas.  The absence of covert and overt force simply reflects the absence of serious remaining opposition to pro-creditor austerity plans and their “Stage Two” privatization today.  Governments have been weakened and corrupted in preparation for the kill.

				By contrast, the power of growth once the financial oligarchy is checked from imposing its destructive economic policies is demonstrated by how successfully Latin American and other countries are taking off economically, having broken free of their U.S.-backed dictatorships.  On the other hand, there is still a bonanza to be squeezed out of Greece and the rest of Europe by worsening the crisis to the point where hapless governments there do what Latin American governments were forced to do: privatize the public domain, turning it over to buyers on terms laid down by the banks, and refrain from regulating the privatized monopolies.

				Of course many banks will go under and many governments will be driven into insolvency.  Big fish eat little fish.  That’s the objective.  Banks that go under will sell off their debt claims on the cheap to vultures flying in from other countries to enjoy a field day, as they did in taking over Iceland’s banks.  (That story has not been widely told.)

				Financialization leads to the bankruptcy of local banking systems so that outsiders can swoop in for a huge property grab.  Many countries have pension systems that can be looted after the manner perfected under Pinochet in Chile in the late 1970s.  Many banks do indeed become casualties.  The most highly criminalized U.S.  banks—Countrywide Washington Mutual (WaMu) and their cohorts deepest into fraud in recent years—were absorbed by the five largest U.S.  “too big to fail” giants.

				Of course this will impoverish the economy.  But the big banks and bondholders hope to be fast enough to take their money and run, to repeat the process somewhere else.  Ultimately they face the problem that Alexander the Great faced: He cried when he found no more worlds to conquer.  So finance capital will end in tears—first for the debtors, then for the creditors themselves.  The parasite will die with the host.  That is how the Roman Empire declined and fell.

				Q: How has finance capitalism shaped economic theory to treat public spending and investment as deadweight overhead instead of focusing on rentier income and property claims as overhead as the classical economists did?

				A: Rhetoric plays a key role here.  The essence of a “free market” financial style is to take planning out of the hands of government—democratically  elected political representatives—and centralize it in Wall Street and other financial centers.  Their aim is to disable  public regulation, which Frederick Hayek called the “Road to Serfdom,” but which is the economy’s only protection against a rentier economic and political power grab.  The preferred alternative of Hayek’s neoliberal followers is today’s financial Road to Debt  Peonage.  Unchecked  license  to banks  gives  rentiers  the unchecked freedom to exploit, instead of government protecting society by ensuring it freedom from exploitation.

				This isn’t the kind of “free market” that economists discussed this in the 19th and 20th centuries.  It is an exercise in Orwellian doublethink, a market of unchecked fraud and exploitation, with wealth and power being  untaxed.   This  is  the economics  of  General Pinochet elaborated along the lines that Ronald Reagan’s “crazies” in the United States pushed under the slogan of the “Washington Consensus.” As Grover Norquist put matters, the aim is to “shrink government to a size so small that it can be drowned in the bath-tub.” The victim that is to end up being drowned in debt is the citizenry—labor and industry.

				This neoliberal scenario would strip governments of the sovereign power to write down debt—and give them the power to bail out the financial sector for the losses that its exponentially growing debt overhead entails as it tears the economy apart.  The inevitable result is to plunge all society into debt, ending in a frenzy of asset stripping as creditors bail out and buy as much land, natural resources and other property for whoever will accept their “paper” financial claims.

			

			
				A financialized “free market” is one of centralized planning.  But it shifts this planning out of the hands of government and centralizes it in those of Wall Street and other banking centers.  Financial dirigisme aims to endow a rentier oligarchy, not uplift the citizenry in the “real” production-and-consumption economy.

				What is important to recognize in analyzing this shift in the locus of centralized planning is that the financial sector’s objectives are the opposite of those in the public sector.  Democratic governments seek to increase employment, output and living standards.  But relinquishing central planning to the banks will replace democracy with oligarchic financial planning to impose austerity to lower wages and living standards.  What ends up being reduced is public spending on goods and services, Social Security, medical care and pensions.  Also reduced are taxes on wealth and debt-leveraged “capital” gains.  In contrast to public social programs and spending employing labor, new government debt is created mainly to bail the banks out of the losses that result from their self-destructive over-lending and outright gambling.

				The effect is to increase the government’s deadweight overhead.  The ensuing public debt crisis is used as an opportunity to grab whatever property is in the public domain—infrastructure, real estate and mineral rights—and to persuade governments to sell them off to pay the debts owed to the large financial institutions.  Chicago, for instance, sold the right to install parking meters on its sidewalks to Wall Street investors, thereby increasing the cost of driving and doing business.

				This is how the South Sea Bubble was orchestrated: Britain’s government had won from Spain the asiento monopoly for slave trade with the Americas.  It sold stock in the company to the public, with payment to be made in government bonds.  Insiders bought with only part-payment down, making early gains and later selling out.  The public was left holding the bag when the overpriced hyped-up stock crashed.  The Bush plan to privatize Social Security is basically Pinochet’s and Thatcher’s “pension fund capitalism” expanded to orchestrate bubbles by inflating asset prices on credit.  Steering wage withholding  into the stock market would bid up prices simply via supply and demand, not because of rising corporate earnings in a debt-deflated economy.  Once the inflow of new employee contributions slows, the rise in stock prices will collapse, just as the mortgage bubble collapsed.

				Financial planning under oligarchic government is all about the FIRE sector.  Banks hope that the final stage in this process will see the government create new public debt to bail out the banks.  Such bailout credit does not finance tangible production to help recover.

				Relinquishing the allocation of credit while untaxing property and finance transforms the mode of planning into the diametric opposite of what it meant to the Enlightenment and to the classical economists who sought to steer the drives of industrial capitalism to serve society’s long-term growth.  Unfortunately, the history of economic thought no longer is taught as part of the neoliberalized economics curriculum, at least here in the United States.  So people are not aware either of how destructive financialized management and planning has been ever since the fall of Rome, or of the alternative developed by the Enlightenment, classical political economics and Progressive Era reforms.

				Q: What would be a progressive solution to this crisis? Should the central bank simply monetize the deficits and the consequent increase in public debt?

				A: It is a mathematical fact that debts that can’t be repaid, won’t be.  But in the meantime, trying to collect them threatens to tear the economy apart.  A lot of pain will be saved by cancelling the  debts.   Greece  should tell its  fellow  Europeans  that every government has a prime mandate to protect its people from catastrophe.  To carry this policy out, Greece should annul its debts and begin again with a Clean Slate, like Germany enjoyed in 1948.  This would make it a low-cost competitive economy—as long as it taxes the free lunch of the land’s site-value rent that has been freed from debt, as well as natural resource and monopoly rents as a basis for its post-Clean Slate fiscal policy.  So fiscal and financial reform need to go together.

				The technocratic solution is indeed for the central bank to create new government IOUs—money—to bail out bankers at home and abroad by giving them good government money in exchange for debt claims gone bad (junk mortgages and so forth).  The government then would try to collect.  This is how the United States has handled its junk mortgage burden.  Banks have dumped their portfolios on the government with few questions asked—leaving debts in place by victims of predatory mortgages.  If these debts are kept on the books—while the government lets banks foreclose—it will make the financial sector by far the most powerful actor.  The economy would polarize between creditors and debtors as society falls into poverty.  My alternative is to anticipate that the end game must be a Clean Slate one way or another.

			

			
				Q: Do we need a central bank to monetize and coordinate such a policy?

				A: The central bank’s role should be to regulate commercial banks and their lending policies, not serve as their lobbyist as presently is the case.  You also need a central bank to provide liquidity, seasonally and occasionally to the banking system—but only for temporary disruptions.  This does not mean bailouts in the form of loans to insolvent banks whose losses have wiped out their reserves and hence their equity capital investment.  The bondholders need to be wiped out along with stockholders in such bankruptcies, and the banks “de-privatized” by turning them into Public Option banks.  Unfortunately, the dividing line between liquidity loans and insolvency bailouts has disappeared  under the pretense  that we are  going through merely a temporary downturn, which can recover if only the government agrees to give yet more, unlimited capital to the banks.

				What has happened is that central banks are doing just the opposite of what they need to do.  Before the EU bank grab, central banks were supposed to create money to finance government budget deficits, so that governments are not forced to borrow from bond-holders, or from commercial banks charging interest for credit that they create electronically on their own computer keyboards.

				The problem is that unlike the Bank of England or the U.S.  Federal Reserve, Europe doesn’t have a real central bank to finance government deficits directly.  The ECB won’t lend to governments— which is what central banks were founded to do.  The ECB only buys bonds from commercial banks—at a higher price than the “free market” would set.  Governments give special tax breaks to insolvent companies, and end up bailing them out when the bubble bursts and the financial scenario breaks down.

				This neoliberal “free market” policy financial-style is antithetical to what most people think of as free markets.  Protecting big banks from insolvency enables them to take all-or-nothing gambles whose size exceeds their net worth—gambles on arbitrage and other derivatives, often against their customers and usually against each other.  If their bets win, they keep the money and pay it out to their managers as high bonuses and salaries.  If they lose, they cry to the central bank and government that the economy will be plunged into depression if the losers are not bailed out to pay the winners.

				In this zero-sum game, governments are called on to pay rising bailouts.  Either the central bank monetizes bank losses with bailout “swaps”—paying with government IOUs (new bonds exchanged for financial junk)—or  governments  are  told to sell  off public property, or to bleed the economy by making “taxpayers” bear the burden of the government’s failure to tax wealth in recent years.

				This capture of central bank policy to feed an unregulated and increasingly perverse banking sector is hardly what voters expected when they joined the eurozone.  Greece joined Europe because it wanted to increase its prosperity, not let the financial sector end up with all the benefits.  To promote fair growth whose benefits are widely distributed, it needs a real central bank—and taxation of unearned income, windfall gains and “unexplained enrichment,” i.e., all forms of economic rent.  Either this is created within the eurozone, or else Greece and the European periphery should start afresh with the kind of Clean Slate that fueled Germany’s Economic Miracle.  Europe needs a debt cancellation to bring debts back within the ability to pay.

				Greece may find allies in Southern Europe (Italy, Spain, Portugal), the BRICS or neighboring countries in the Baltics and Far East.  And the non-banking classes of Germany and its creditor allies should be made to feel welcome to join in the South’s effort to restructure eurozone finances so as to avert an epoch of debt peonage resulting simply from lack of a proper central bank financing government deficits.

				Q: Haven’t Germany  and the  major Eurozone  countries shifted the bulk of Greek public debt out of the hands of private bondholders (mainly EU banks and hedge funds) onto the official sector—EU states via the ECB and IMF—ultimately to insist that Greek and other EU taxpayers pay for the tax avoidance that you say has forced the government to borrow so much in recent years?

				A: That’s right.  The eurozone is waging economic warfare against Greece.  As a sovereign nation, Greece has a right to respond by taking back control of its property.  The simplest option is to tax economic rent, windfall gains and “unexplained enrichment.” If a taxpayer has reported only 5000 euros income, but has property worth millions of euros, the property should be forfeited, unless the payer and his family should be obliged to pay back taxes.  A few criminal convictions should serve as an object lesson to help enforce compliance with the tax code.

			

			
				The tax code itself  should shift toward taxing visible wealth: land, natural resources and monopolies.  So fiscal reform needs to accompany financial reform.  Central banks will shy from accepting this.  They will claim that this would plunge the financial sector into crisis.  But the crisis is inevitable and irrepressible, much as William Henry Seward called America’s Civil War looming as an “irrepressible conflict.” The financial sector cannot and should not continue as it is.  The existing debt claims (“savings”) held by the 1% on the 99% should be wiped out along with the debt overhead.  Pension funding, Social Security and other basic social spending should be organized on a pay-as-you-go basis rather than entailing “forced saving” in the form of paycheck withholding managed by the banking sector.

				The situation is much as if criminals had used their crime proceeds to take over the government, abolish the anti-crime laws, abolish the police force (or put their own gangsters in control), and give amnesties to the prisoners.  Such a society would end up criminalized in short order.  But that is basically how today’s world has been financialized.  The financial sector has placed its own managers in charge of writing the EU’s tax and banking laws, enforcing (or not enforcing) them, using government funds to bail themselves out— and then taking their money and running into hard assets or foreign economies.

				Remember that Northern Europe responded to the papacy in Rome draining tribute.  Nations finally elevated national interest to the highest religious plane as the only way to break the financial bond.  Protestantism was largely a financial response against papal bankers, the Lombards, Florentines and their brethren described by Dante in his Inferno.  To achieve financial independence, Northern Europe needed a new ideology capped by religious independence—and indeed, civil independence from religion.  That came finally in the form of the Protestant Reformation.  Henry VIII nationalized England’s monasteries and church lands.

				Greece needs to do the political equivalent today—not via religion as such, but by promoting an ideological alternative to the almost theocratic neoliberal pro-creditor doctrine insisting that paying debts is part of “free markets,” and denying that any income or wealth is unearned or that there is any such thing as economic rent and unearned income.

				Q: How can Greece counter the terror propaganda warning about the horrors and calamities that threaten to befall the nation if it defies its troika conquerors and tries to go it alone?

				A: The real terror is what would happen if Greece surrenders to these financial aggressors.  Throughout most of history, populations and governments have fought back against creditors.  Either they win and resume their economic growth, or the creditors will win and impose austerity, turning economies toxic and driving many citizens to emigrate.  We are seeing today the equivalent of Rome’s Social War, 133–29 BC.   Creditors know that they are paper tigers in a fight with a government that uses its sovereign legal powers.  So creditors try to weaken government, denouncing taxes and accusing it rather than themselves of being a deadweight responsible for austerity.  They often use violence, but first seek to shape the popular value system and even its religious ideology to depict themselves as economic saviors, “job creators” doing God’s good work.

				Creditors have mounted a vast public relations campaign to bluff debtors to refrain from fighting back.  But the reality in this financial war is that Greece can do whatever it wants with regard to which debts get paid or which will be written down or written off altogether.  Greece has a wide array of options.  It can re-denominate debts in its own currency and then devalue.  Or it can simply repudiate the debt as being unpayably high.

				Greece wouldn’t need to act alone in defending its economy.  Its diplomats can pursue agreements with other countries that are in the same sinking debt boat.  They may reject that the eurozone model of austerity and debt deflation.  In America, for instance, Donald Rumsfeld has referred contemptuously to “old Europe.” This reflects a feeling that the eurozone is a Dead Zone.  Greece can say that it has no intention of being sucked financially and fiscally into this dead zone.  It can approach the BRIC countries, and even may ask for U.S.  support to help become a new potential growth area.

				Q: What are the options available to the rest of the world to resolve the debt crisis and avoid global depression?

			

			
				A: Shrinking economies fall further into arrears in a debt spiral.  The question today is whether a new ideology and political reform program will emerge to complete the task of classical political economy: to free markets from unproductive debt overhead and unearned rentier income.  The alternative is a Counter-Enlightenment that would roll back the democratic era that industrial capitalism promised to inaugurate.

				Rentier interests have escalated their fight against Progressive Era reforms.  The financial interests have gained control of the mass media and universities, the courts and now the government itself under the U.S.  “Citizens United” ruling that relinquishes election campaign financing to whoever has the most money.  TV commercials and a massive ideological propaganda machine aim to convince voters that There Is No Alternative to debt peonage.  This ideological inversion of Enlightenment values celebrates asset-price inflation and endorses  the polarization  between creditors  and debtors as “wealth creation” and the workings of the “free market,” as if this were a natural evolution, not a hijacking and derailing of economic development.

				At issue is how society will resolve the buildup of debts that can’t be paid.  If governments let the financial sector foreclose, they will end up being forced to privatize the public domain under duress conditions at distress prices.  They also will have to dismantle public administration and welfare services.   The  financial conquest is capped by turning tax policy over to financial lobbyists who claim to serve as objective technocrats.  But their agenda is to make the economic polarization between creditors and debtors irreversible, ushering in a Dark Age of austerity and deepening debt peonage in which wages, profits and property rents are earmarked to pay interest—on loans that can’t be paid in a shrinking economy.

				The alternative is write down debts to what can be paid, within the framework of a mixed public/private economy whose tax policy and monetary system aim to distribute wealth and income more equitably.  The history of how societies have dealt politically with their debt overhead throughout history needs to be highlighted in the public consciousness and placed at the heart of the academic curriculum and media discussion.

				A new set of economic measures needs to be reported and kept in the forefront of political discussion.  Asset-price inflation—the bubble economy’s debt-leveraged real estate, stock and bond market boom—needs to be distinguished from consumer-price inflation to demonstrate how banks have simply inflated the cost of housing and buying a retirement income rather than made the economy richer.  The falling share of homeowners’ equity shows how this process has become debt leveraged.

				The National Income and Product Accounts need to recognize the magnitude of the FIRE sector and treat its revenue as eating into the economic surplus, not increasing it.  And asset-price (“capital”) gains need to be tracked as part of “total returns” to explain the economic polarization between rentiers and wage earners.

				But this is another story.
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				The economics of austerity

				This is an expanded version of my teach-in at the Modern Monetary Theory (MMT) Summit in Rimini, Italy, February 24–26, 2012.

				From Margaret Thatcher to President Obama and today’s EU bureaucracy you have been told that There Is No Alternative.  The aim is to discourage you; to break your spirit by persuading you that today’s unfair, increasingly polarized economy is natural and inevitable.

				But there is an alternative.  Austerity is not necessary.  Today’s debt crisis is a political result of relinquishing regulatory and tax power to the financial sector.  Its lobbyists are now trying to use this crisis to their advantage, as an opportunity to lock in their gains and rewrite the social contract.  Governments henceforth are to serve high finance, not labor and industry.

				This fight is dividing the eurozone between creditor and debtor countries as the emerging financial oligarchy replaces fading economic democracy with technocratic planners.  The aim is to endow a new rentier class, much like what the Nordic invasions of Europe created a thousand years ago, when conquerors grabbed the land and levied rent and taxes as tribute.

				Aggressors in today’s world no longer can afford an armed conflict—at least, not land war and occupation.  That is what forced the United States off gold in 1971.  Today’s warfare is financial in character.  Creditors now achieve by financialization and privatization what armies used to seize by military force.

				It took Europe nearly eight centuries to develop the logic of intrinsic cost-value and pricing to guide the reforms needed to undo the oppressive effects of feudal privileges.  Classical economists sought to free markets from the deadweight charges imposed by post-feudal landlords, bankers and monopolies.  Providing the logic for taxing land rent and natural resources, and for taking natural monopolies and infrastructure—including banking—into the public domain (or at least regulating their charges), they expected the 20th century’s industrial conflict to be mainly between employers and labor over wages and working conditions.

				But today’s conflict is being waged by finance against the economy at large, industry as well as labor.  The debt/credit dynamic is leading to economic shrinkage, asset stripping and debt deflation.  Labor’s spirit has been broken largely on the debt wheel.

				The rentier counter-attack against the Progressive Era’s regulatory and tax reforms has used the tactics that parasites do in biological nature.  Most people think of parasites simply as siphoning off the host’s lifeblood.  But most parasites need to do something more: They take over their host’s brain and trick it into believing that the free luncher is part of the host’s own body, to be protected as if it were even its own child, its offspring.

				This stealth strategy via lobbyists, academic celebrities and public relations “think tanks” has convinced policy makers that the economy cannot survive without bailing out the banks and keeping the backlog of mortgages, student loans and other debts on the books—and even to create new public debt to pay the winners on their bets against losers such as A.I.G.  and Citicorp that couldn’t pay up.

				Matters don’t have to be this way.  There is an alternative.  In fact, there are many.  To recognize the wide range that is available, a number of key distinctions must be borne in mind.

				The difference between central bank money creation and bank credit 

				Lending to governments has long provided a highly profitable market—so profitable that Eurozone banks have blocked creation of a real central bank to finance budget deficits.  Banks want a monopoly in financing government deficits, advancing credit at interest.  To block governments from creating this money themselves, banks claim that this would be inflationary—tacitly  implying that commercial bank credit is non-inflationary.

			

			
				Politically, a strong government is the only power able to regulate banking and tax its major customers.  So finance seeks to disable government, regulatory and taxing power and carve up and indeed privatize the public domain.  This is the inspiration for libertarian populism (“neoliberalism”).

				Governments create money mainly to spur economic growth, employment—and for military spending.  Deficit spending pumps income into the economy—usually as a byproduct of providing public services.  This is needed to restore high employment and avoid deflation in downturns such as today.  Most spending in peacetime has been to create infrastructure: roads, railroads and communication systems,  water and sewer  systems,  power plants  and transmission systems, and public real estate.  These assets represent a larger expenditure than capital invested in manufacturing.  Their effect is to supply basic services at cost.

				By contrast, the past decade’s explosion of bank debt has loaded down real estate, companies and other assets with carrying charges that increase the cost of living and doing business.  In time this bank credit must be paid down.  This leads to debt deflation, because income used to pay creditors is not available to buy goods and services.   Banks  are  now lobbying to prevent the government from insisting that they write down their bad debts.

				A central bank could create credit on its own keyboard just as readily as commercial banks can do.  Unlike these banks, a public institution is less likely to engage in liars’ loans or finance speculation in complex derivatives that have little to do with promoting public policy (unless, of course, the institution is captured by financial lobbyists).  Most important, a public bank would find it easier to write down public debts owed to itself.  By refusing to do this today, commercial banks are aggravating debt deflation and harming the national interest.

				The distinction between asset price-inflation and consumer prices

				The formula MV=PT relates the money supply to the price level.  But despite the fact that 99 percent of spending in the United States is for real estate, stock and bond transactions (every day an amount equal to an entire year’s gross domestic product passes through the New York Clearinghouse and Chicago Mercantile Exchange) the only prices that the above formula recognizes are consumer and commodity prices.  It fails to relate the credit supply to asset prices, yet it is  prices  for these  assets  that have risen,  not commodity prices—despite the fact that the four years since September 2008 have seen the largest wave of money creation in U.S.  history.

				Over the last thirty years, consumer prices have not risen much and real wages have stagnated.  What has gone up in all countries is the price of buying a home.  This is because the explosion of commercial bank credit from 1980 to 2008 fueled a property bubble— and the largest bond market boom in history.  Asset prices have soared relative to wages and commodity prices as interest rates were driven down from 20 percent in 1980 to only one-quarter of 1 percent today.  This increased the capitalization rate for property rent, bond and stock payments—and obliged homebuyers to take on a lifetime of debt to buy a place of their own to live.

				The French poet Baudelaire said that the devil wins at the point where the world believes that he doesn’t exist.  The financial sector wins at the point where voters don’t see that the prices that bank credit is inflating are real estate prices, bond and stock prices.  Textbooks do not explain how the attempt by homeowners and investors to get rich by debt leveraging has created a ruling class of bankers even more burdensome on society than the landlords that were criticized in the last part of the 19th century.

				Matters are capped when asset-price inflation gives way to debt deflation.  Income diverted to pay debt service is unavailable for spending on goods and services.  This is the austerity stage in which Europe now finds itself as “payback time” arrives.

				The distinction between productive and unproductive credit

				Credit is not a factor of production.  But at least under industrial capitalism the idea was for banks to finance investment in plant and equipment to increase productivity.  The happy textbook picture of banks lending to build factories is not what occurs in practice, however.  Instead of lending for new capital investment, banks lend against collateral in place: mainly real estate and easily marketable securities.  Companies now bypass the banks, issuing their own commercial paper.  Most of their capital investment is paid for out of retained corporate earnings and long-term bond issues, not bank credit as was expected a century ago.  much of the growth in bank loans over the last ten years has been to other financial institutions, e.g., as overnight loans in the interbank market, and derivative swaps.

			

			
				Banks make their gains in an extractive way, by establishing financial claims for payment on wealth and production.  Mortgage debt, corporate takeover debt, student loans and credit card debt must be paid out of the earnings of bank customers.  And most credit is  lent to finance the purchase  of rent-extracting assets, headed by land ownership and privileges to charge for access to basic infrastructure.  This gives banks a vested interest in supporting the privatization of such privileges rather than leaving them in the public domain.

				Interest earned on such lending is lent out to new customers to extract yet more interest.  The result is an exponential growth of debt—the “magic of compound interest.” A race to the bottom ensues as lending standards are loosened in a drive to develop new markets.  Economies become riskier as well as higher-cost as bank lending becomes more extractive than productive.


				The financial sector’s push for privatization as a new market for rent extraction

				At the point where the expansion path of debt exceeds the ability to pay, the result must be default.  This is the position in which Europe and America find themselves today.  It is the point where the financial sector moves to take the public domain for itself—the public enterprises, roads, broadcasting systems, ports and harbors.

				This infrastructure has been supplying basic services freely or at minimum cost for many years.  Drivers have enjoyed free access to most roads and to other capital investment at subsidized prices, and students have obtained free or subsidized public education until recently.  Financialization of these activities threatens to impose tollbooths, raising access  prices.  This would end the mixed private/public economy that has made Europe and the United States rich yet relatively low-cost and competitive for the past century.

				How then can financial aggressors depict this as efficient and even productive, and its rent extraction as “earned income” rather than parasitism? This Orwellian public relations task involves nothing less than an inversion of classical economics and its concept of free markets, turning its concepts and vocabulary into the opposite of what originally was meant.


				The shift from equity investment (stocks) to debt (bonds and bank loans)

				Not only language has been inverted, but the way in which financial markets actually function.  Early in the 19th century the French reformer Saint-Simon sought to shift the focus of banking away from interest-bearing loans to profit-sharing equity agreements.  The aim was to link the creditor’s return to the debtor’s success (dividends can be cut back when profits fall).  This kind of industrial banking would protect the economy from the risk of debts mounting up inexorably at interest and resulting in foreclosure on occasions when customers could not pay.

				The stock market was supposed to raise equity funding.  But since 1980 it has been turned into a vehicle for corporate raiders and managers to organize debt-leveraged buyouts.  Not only are stocks being replaced by bonds, they are being retired by companies using their earnings for stock buybacks.  Instead of investing profits in tangible capital formation, managers are buying stock to bid up their prices and hence the value of stock options they give themselves.

				Much as real estate investors apply the principle “Rent is for paying interest,” corporate raiders view corporate profits as a source of paying bankers for credit to buy the company.  They calculate a company’s cash flow, and promise this to bankers and bond investors.  As bidders vie to see who  will acquire the target, the winner is whoever is willing to pay banks the most to get the largest loan to buy out stockholders.  So bonds and bank debt replace equity as raiders borrow to buy companies on credit.  The tax code subsidizes this by making interest payments tax-exempt, while earnings and dividends are taxed at full rates.

				Companies defend themselves by taking financial “poison pills,” taking on so much debt that it makes them unattractive prey.  They may buy up their own stock to raise its price, making it more expensive for raiders to acquire them.  Or, they may simply borrow to buy other companies.  Either way,  as raider or defender, industry finds itself more debt-ridden rather than funded along the lines recommended by Saint-Simon and his fellow reformers.  Instead of investing to increase labor productivity, financial managers seek gains simply by cutting wages, downsizing the labor force, outsourcing it to other countries, and seizing pension funds to pay their debts.

			

			
				Bank debt often is called “using other’s people’s money.” But this money isn’t only prior savings.  Banks now find it easy to create fresh credit on their computer keyboards (borrowing reserves when needed).  They simply credit the bank account of the borrower, who signs an IOU to pay off the debt, at interest.  This increases the pace of debt creation beyond compound interest on existing savings, to the point where it absorbs the entire surplus.

				Financializing national infrastructure on credit

				As part of its sponsorship of rent-seeking opportunities, banking has long been the “mother of monopolies.” The dynamic has been for banks to tighten the screws on debt-strapped governments, proposing to exchange their bonds for monopoly privileges.  This is how Britain’s Crown trading companies were formed—the East India Company and kindred companies with their patents, the Bank of England with its monetary monopoly, and the South Sea Company with its slave trade monopoly (the asiento won from Spain).  It was to avoid their creation that Adam Smith advocated financing wars by taxes on a pay-as-you-go basis rather than with the bonds that were converted into these rent-extracting monopolies and sold to Dutch and other investors.

				Obtaining assets and privileges from the public domain is better described by historians and novelists than by economists.  Balzac wrote in Le Père Goriot that behind every family fortune is a great crime—often an undiscovered theft.  Gustavus Myers’ History of  the Great American Fortunes gives many such examples.  Today’s economic mainstream euphemizes such privatizations as being productive, just as it treats all income and wealth as being earned.  The National Income and Product Accounts (NIPA) depict the landlord’s rent and banker’s interest as “earnings”—so that the financial sector now accounts for 40 percent of U.S.  corporate earnings.

				By blocking governments from creating their own money—and from progressively taxing the income of their major clients—banks force European and other governments into a budget crisis.  They then insist that governments resolve this crisis by selling off infrastructure, from water and sewer systems to real estate.  This promises to develop a vast new loan market to finance the purchase of the assets being sold off—while governments use the buyout proceeds to pay their bondholders and bankers (the 1%).  To cap matters, the interest that buyers pay on the debt-financed purchase money is tax deductible.  So tax revenue falls off, forcing governments further into deficit.

				The bankers’ business plan is to turn the economy into a set of tollbooths at the key access points for securing a home to live in, and physical access to roads, phone systems and other basic services.  In America, students now have to take a decade of debt to get an education to qualify for a good job.  Soaring prices for schooling have created a rich new loan market, enabling the banks to siphon off the graduate’s earning power for themselves.  This increases the graduate’s break-even cost.

				Buyers of the privatized assets charge high enough prices to cover their interest payment (so that the customers reimburse them for the loan they have taken on) and exorbitant executive salaries.  Backing politicians opposed to price regulation or enforcement of anti-monopoly rules, they seek to “build equity value” by lobbying for the “free” ability to raise their prices and hence their incomes.  The resulting higher dividends give them “capital” gains as their stock price rises.  The problem is that this creates a rentier overhead that makes economies less competitive.  And as economies shrink, tax revenues fall further—prompting the banks to threaten to freeze new credit if governments do not to sell off yet more assets! This predatory debt and privatization spiral threatens to impose austerity on entire populations, as we are seeing in Greece and other countries that have fallen victim to financialization.  The more they seek to “cure” the problem by further sell-offs, the higher-cost and less competitive they become.

				These dynamics emphasize the difference between public and private bank debt creation.  Blocking a central bank from creating its own credit to lend to government—and restricting deficit spending to only 3 percent of GDP, as in the Eurozone—creates a fiscal squeeze that banks use to force governments to privatize more rent extraction opportunities.  Banks also seek to block government from taxing rentier wealth.  Instead, private financing by banks and bondholders adds interest charges to the public budget and to the cost of supplying basic services.


				The FIRE sector vs.  the “real” economy

			

			
				In the United States and most other Western countries financialized over the last thirty years, the apparent growth of the “real” economy of production and consumption has taken the form mainly of FIRE-sector overhead: Finance, Insurance, and Real Estate.  Lists of nearly every economy’s richest individuals invariably are headed by real estate owners.  The market value of New York City’s real estate alone is larger than that of all U.S.  plant and equipment.

				Yet post-classical “free market” theory ignores the primacy of real estate and land rent, and indeed the distinction between the FIRE sector and the rest of the economy, just as it neglects the positive contribution made by public spending, infrastructure investment and subsidies.  Most of all, economists shy from explaining that the easiest way to get rich in today’s financialized “postindustrial” economy is to borrow to buy assets whose prices are being inflated on credit.  Or at least they didn’t until Alan Greenspan advised American homeowners to treat their homes “like a piggy bank.” Borrowing against inflated housing prices was the only way in which many families could sustain living standards that their wages no longer were covering.

				This is not the kind of capitalism imagined a hundred years ago.  Never before did people believe that the way to get rich is to go into debt.  The problem—which makes economists embarrassed to discuss it—is that real estate and privatized public enterprises are not rising in price because their productive contribution is growing.  It is because a home or any other property is worth whatever a bank will lend.  The price rise is based simply on banks lending more and more.

				To bankers, these “capital gains” from rising asset prices is where the growth of their markets is.  Borrowers likewise hoped to improve their position by taking out loans to ride the wave of real estate price inflation.  But it is like a tumor, burdening the economy at large.  Its gains come from debt leveraging, not profits made on tangible capital investment and employment to raise output and living standards.

				Banks traditionally are supposed to be prudent and lend only “what a property is worth.” That means what the buyer can afford to pay.  But debt leverage enables borrowers to bid up prices for homes.  Rising carrying charges on this added debt divert personal income and corporate cash flow to pay creditors, leaving less to spend on goods and services.  So markets shrink, and new investment and employment decline.  Foreclosure time arrives when carrying charges on this debt rise beyond the debtor’s ability to pay.  Then banks and institutional investors are stuck with bad loans when debtors default.

				Banks can postpone these consequences by inflating a financial bubble, lending debtors enough new credit to pay what is owed.  They lower the down payments they require, and make interest-only loans rather than asking buyers to amortize them.  These looser lending terms enable bidders to pay higher prices to buy homes or other assets.  Central banks help by providing banks with low-cost credit to lower interest rates.  This increases the capitalization rate of rental income, enabling a given monthly payment to carry a larger debt.

				An economy may survive by “borrowing its way out of debt” for a decade or so.  As long as banks play along with the charade, debtors borrow the interest falling due.  Banks simply add the interest onto the debt.  During 2004–07, many U.S.  homeowners kept current by taking out equity loans as second mortgages (that is, second in line when it comes to paying creditors in foreclosure proceedings).  Rising property appraisals made bank balance sheets look as if there were solid assets behind these loans, so debt leveraging became a self-fulfilling prophecy.

				But what was supporting prices on the asset side of the ledger was not more use value or a rising cost of producing new homes.  It was higher debt on the liabilities side.  In classical terminology, prices were rising without more value being created.  When the financial music stops, the illusion of growth is popped like a bubble.  The end game occurs when everyone tries to grab security.  Seeing that “value without price” no longer can be maintained, banks try to pull out of the market—usually all at once, especially when a large firm fails, as Lehman Brothers did in September 2008.

				This is what occurred in Europe in 2012 when creditors pulled out of Greece and Spain.  There was no real central bank to lend to governments, and private lending dried up.


				The inter national dimension: foreign versus domestic debt

				When many Latin American countries couldn’t earn the foreign exchange to pay their dollar loans during the 1970s, the U.S.  Government and International Monetary Fund (IMF) lent them the money to pay global bankers and bondholders the carrying charges on their debts.  This gave the illusion of working until 1982, when Mexico announced that it couldn’t pay.  It was obvious that other Latin American countries were in a similar condition, and over the next few years their debts had to be written down under Brady Bond refinancings.  By 1990, Brazil and Argentina were paying 45 percent annual interest on their dollarized bonds.

			

			
				The problem is that governments can create money in their own currency, but not foreign money.  This is why the only foreign currency borrowings should be those needed to cover a trade deficit or wage (defensive) war.  No economy needs to borrow  in a foreign currency for domestic spending or investment, because the government and banks  can create this credit on their own computer keyboards.  Foreign currency debt runs the danger of turning countries into dependent clients, enabling their creditors to dictate domestic policies.  And the main policies that creditors demand are privatization and tax exemption for finance and its major customers.

				Foreign debt leverage enables the IMF and EU bureaucracy to treat recalcitrant debtor countries as pariahs, Iran-style, if they seek to withdraw from financialized austerity.  The coup de grace has been the Lisbon Treaty’s notorious Article 123 crippling European governments from having a central bank to monetize their budget deficits with their own “printing presses.” This forces governments to rely on commercial banks and bondholders for private credit, putting their economies at a disadvantage relative to those in the United States, Britain and China.

				The crisis caused by Europe’s inability to run the budget deficits that were needed to pull its economies out of the post-2008 depression provided an opportunity for creditors to demand a carve-up of the debtors’ public assets as a condition for new financing, and “structural reform” to break labor union power and reduce wage levels.  This inaugurates a neoliberal class war, and makes the 21st century’s financial fight against the economy ultimately a strategy against labor.

				


				Bankruptcy as a “moral” (pro-creditor) vs.  economic (pro-debtor) practice

				When debt-leveraged price rises collapsed after 2008, the debts remained in place.  One quarter of U.S.  homeowners—almost ten million—soon were reported to owe more mortgage debt than their property was worth.  This meant that they could improve their net worth by walking away from their homes and letting the property revert to the banks.  Unlike the case in most European countries, most U.S.  mortgage borrowers are not personally liable for their debts.  The bank loan is secured only by the property, not by personal liability of homeowners.

				The negative equity was so large that the major banks found that to foreclose on defaulting debtors would wipe out their reserves.  They therefore campaigned to deter homeowners from walking away from their mortgages (“jingle mail”), by trying to convince them that paying off a mortgage is like returning a cup of sugar borrowed from a neighbor.  One would not brag about not returning the favor.  Yet Donald Trump brags about how he benefited in just this way at his bank’s expense.

				Four time bankruptcy filer Donald Trump told George Stephanopoulos:

				‘I’ve used the laws of this country to pare debt.  ...  We’ll have the company [that’s in financial trouble]...we’ll throw it into a chapter [11 bankruptcy].  We’ll negotiate with the banks.  We’ll make a fantastic deal.  You know, it’s like on The Apprentice: It’s not personal.  It’s just business.”[1]


				Fortunately for the banks, most of their low-income debtors believe that debts should be paid as a moral principle.  It seems that only the rich feel free enough to avoid paying their debts by doing what Donald Trump or Goldman Sachs would do and walk away from bad investments.  Bankers discovered about a decade ago that “the poor are honest,” in the sense of being willing to pay their debts even when this causes them much suffering.  (Call it gullibility, a lack of self-esteem, or simply an interpersonal morality projected onto impersonal relations with banks.)

				Law Professor Linda Coco contrasts Trump’s ethic with the House of Representatives report justifying the inversion of debtor oriented bankruptcy laws imposed by the creditor-oriented act of 2005.  The Act’s drafters rhetorically assert: “[s]hoplifting is wrong; bankruptcy is also a moral act [in that] .  … There is a conscious decision not to keeps one’s promises.  … The stated goal of the Act, then, is to restore “personal financial responsibility and integrity in the bankruptcy system.” By contrast, Prof.  Coco notes: “A bankruptcy petition filing by an entity such as a corporation or institution remains a purely economic act.  It is a business decision.”[2]


			

			
				IMF economist Michael Kumhof describes the enormous statistical magnitude and confirms the finding that homeowners and credit-card users took on more debt to finance the consumer spending that their wages failed to cover even as the economy expanded:

				The poor and the middle class seem to have resisted the erosion of their relative income position by borrowing to maintain a higher standard of living; meanwhile, the rich accumulated more and more assets and invested in assets backed by loans to the poor and the middle class.  Consumption inequality that is lower than income inequality has led to much higher wealth inequality.[3]


				Prof.  Coco summarizes how banks encouraged consumers to go deeper into debt by taking out home equity loans or second mortgages to supplement their incomes.  Surveying over 41 million people in 15 million U.S households, a report on credit-card usage finds: “Homeowners increasingly look to their home equity as a source of funds to help deal with rising household debt.  … Like over 30 million U.S.  households, 40 percent of the homeowners in our survey refinanced or got a second mortgage during the past three years.  Over half of these households used proceeds from a mortgage refinance … to pay down credit card debt.”[4]


				From 2001 to 2006, through its “Live Richly” campaign, Citi Bank told consumers that “There’s got to be at least $25,000 hidden in your house.  We can help you find it.” Fleet, now part of Bank of America, asked consumers, “Is your mortgage squeezing your wallet? Squeeze back.” Wells Fargo told consumers to “Seize your someday.” … The amount of outstanding home equity loans grew from $1 billion in 1982 to $100 billion in 1988, and the outstanding debt reached $1 trillion in 2007.  In 1978, home equity loans totaled only $20 million.  Once considered a loan of last resort, lenders convinced consumer borrowers that second mortgages were a good idea.

				Coco adds that:

				Instead of protecting consumers from these predatory lending practices, former  Federal Reserve  Bank Chairman Alan Greenspan  supported ‘equity extraction’ as a way to pay-down high interest rate credit cards.   Greenspan encouraged banks at America’s Community Bankers Annual Convention in Washington D.C.  in 2004 to continue to assist consumers with ‘extract[ing] some of that built-up equity in their homes,’ because ‘the surge in cash-out mortgage refinancing likely improved rather than worsened the financial condition of the average homeowner.’[5]


				This equity extraction served to convert unsecured debt to secured debt, thereby increasing the debt servitude of America’s middle class.

			

			
				Creating new government debt to save bank owners and counterparties from taking a loss

				The debt burden becomes unpayable at a point.  And it is axiomatic that debts that can’t be paid, won’t be.  The political question is, how won’t they be paid? If non-payment leads to bank foreclosures on collateral worth less than the loans attached to it, banks suffer.  And because they borrow heavily from other financial institutions, foreclosure and write downs on their loans would bring down their counterparties and bondholders.  So the question was, how would the financial system save itself from such a loss?

				Banks have an option that most debtors do not.  They plow so much of their gains into backing politicians and lobbyists to represent their position that they are in a position to get bailed out by the government—as long as politicians can convince voters that the economy will suffer even more if banks freeze up and stop paying depositors and counterparties.  This is the threat that wins banks enormous public subsidies, from America’s Troubled Asset Relief Program (TARP) in 2008 to the bailout of bank creditors by Britain, Ireland and other countries taking bad loans onto their public balance sheet.

				By 2012 the U.S.  Federal Reserve and Treasury had saved Wall Street some $13 trillion dollars by extending loans against junk mortgages and other illiquid (indeed, insolvent) collateral, in guaranteeing Fannie Mae and Freddie Mac debt to bondholders, in tax concessions and low-interest credit enabling the banks to earn or gamble their way out of debt.  Ireland has imposed a Lost Decade of non-growth on its economy by taking reckless real estate loans from the banks onto its national balance sheet, and other European countries were coming under similar political pressure.

				This debt somehow had to be paid—or written off, which would make savers lose the great jump in the share of national wealth they recently had gained.  For Europe, lacking a central bank to simply monetize bailout funds, this meant paying bondholders and bankers by taxing labor and industry to pay banks.  The threat of losing their net worth as property prices plunged—involving more debt defaults and losses—prompted banks to make an ideological about-face and find it a good thing for central banks to create money, as long as this was given to them, not to the nonfinancial sector (except to debtors to pay their bankers, of course).

				Some financial observers call this “socializing the risks, and privatizing the profits.” And indeed, Europe’s leading Socialist and Social Democratic parties have backed this policy as if it really were a socialist program, not that of an oligarchy whose interests are opposed to those of labor.

				Making governments, taxpayers and the “real” economy pay to absorb bank losses

				Why shouldn’t governments use their own computers to create credit in the same way that commercial banks do? This question is especially pressing today, when European governments obviously need to do what the U.S.  Government is doing: financing countercyclical deficit spending in an attempt to pull the economy out of depression, employ labor and subsidize social spending and infrastructure.  But the European Central Bank is blocked from doing this on principle.

				The logic is hypocritical.  Seeking to monopolize credit creation, banks have carpet-bombed  the mass media with propaganda to convince the public (or at least to provide their politicians with a cover story) that government money creation is inflationary—even hyperinflationary, as false explanations are implanted in the public mind about Germany’s Weimar Era inflation.  The corollary of this attack on government money creation is the implication that commercial bank credit is not inflationary.  Yet one need only look at how banks inflated real estate, stock and bond prices during the Bubble Economy to see how  false the alleged contrast is.

				The hypocrisy became blatant after 2008, when banks found it in their interest for governments to monetize credit to inflate prices.   The prices in question were for real estate and bonds that backed bank loans.  So the banks belatedly discovered how useful it is for central banks to create money to raise prices—when the aim is to rescue the banks for having flooded their economies with bad loans.  By contrast, bank lobbyists opposed the creation of  new public debt to revive the economy enough to restore employment and raise wages.

				The banks’ plan is to get public bailouts for themselves but not for the rest of the economy.  This has become today’s financialized mode of class warfare.  The aim is to inflate asset prices back toward earlier bubble levels to save bank balance sheets from having to share the same negative equity into which they have pushed their customers.  Their hope is to make homebuyers pay as much  of their income to the banks as before in the form of mortgage debt service—and to oblige students to do so too for education loans.

			

			
				The effect—indeed, the bankers’ dream—is to load down the economy with so much debt that homeowners, individuals, corporations and governments themselves are obliged to pay all the rent, all the personal income, all the corporate cash flow and all government tax revenues and new debt creation to bankers and bondholders.  The internal contradiction in this plan is that it leaves no revenue for reinvestment, new employment or growth.  This leaves the survival plan of finance capitalism to be asset price inflation, followed by public bailout.

				The problem is that credit creation along today’s lines does not add to real output or living standards.  Just the opposite.  While homeowners imagine themselves gaining from the rising price of their property, they have to take on exponentially rising sums of debt to buy a home on the real estate-cum-debt treadmill, spending more and more of their income to carry the mortgage debt.  This debt service is not available for spending on the goods and services they produce.  So their debt-leveraged balance sheet gains are putting them out of work.  And when the economy collapses, governments are told to raise taxes to bail out the banks.

				Banks hope to collect economic rent as interest rather than leaving it as the tax base

				Economic rent is a free lunch, paid out of prices in excess of essential production costs.  Being cost-free (apart from the price of obtaining legal privileges and political insider deals), it is the cheapest form of revenue to obtain.  This makes land rent, natural resource and monopoly rent the natural tax base, but also the prime objective of military conquest—and of banks.

				While nature provides land freely with no cost of production, a site’s rental value reflects public spending on roads and public transportation, good schools and kindred infrastructure.  A land tax recaptures the public sector’s cost of this investment.  Cutting property taxes obliges the authorities to obtain tax revenues elsewhere, from labor and industry.  Income taxes fall on labor, sales taxes fall on consumers, and value-added taxes fall on all current activity—but not on rent!

				Since John Locke in the 1690s, the foundational Enlightenment ethic is that people should receive income by their own labor and enterprise, not as a result of special privilege.  This basic fairness of taxing “free lunch” income makes land rent the natural tax base.

				This has not dissuaded banks from lobbying to un-tax real estate, mining and monopolies.  Their major market, after all, lies in blocking the public sector from recovering its investment costs by a land tax or kindred monopoly-rent taxes.  The banks’ marketing plan is to oblige new homebuyers to pay for the improved site value or public monopoly privileges by borrowing mortgage credit to purchase these rights.  And cities themselves are told to borrow to create this rent-increasing infrastructure.[6]


				Ironic as it may seem at first glance, taxing the full land rent will lower the price of housing.  Most homeowners find this counterintuitive, but the explanation is simple enough.  Taxing more of the land’s site rent will leave less “free” to be pledged to the bank by new homebuyers.  Only the net after-tax rent is capitalized into bank loans.  Refraining from taxing this economic rent leaves it “free” to be capitalized into interest payments on loans to buy rent-yielding assets.

				At issue is what economists call the “incidence of taxation”— the analysis of who ends up bearing the cost of taxes, after the economy-wide effects work themselves out.  It is axiomatic that whatever the tax collector relinquishes ends up being paid to bankers.  Cutting real estate taxes means that what homeowners previously paid to the tax collector will, in due course, be paid to the banks—capitalized into loans to pay interest on credit advanced to buy the asset.  Paying a land tax would be preferable to paying the rental value out as interest to bankers.  It would avoid home prices from being bid up on credit, while replacing income and sales taxes.  This would lower the cost of living, directly by minimizing the price of housing, and indirectly by enabling governments to avoid taxing labor and industry.

			

			
				Inflating stock market prices by pension-fund capitalism and privatizing Social Security

				The financial sector promotes the idea that most peoples’ retirement position can be improved by privatizing Social Security.  The aim is to send a tidal wave of wage withholding into the stock market, to bid up prices much  as pension funds have done since the 1950s.

				The problem is that pension funding has been financialized in a way that dampens new investment and hiring.  Wage set-asides turned over to money managers are invested to make money off industry, not help it produce more, lower prices or improve working conditions.  Financializing pension savings leads down a path that ends up impoverishing rather than enriching the economy, and hence its workers and consumers, homebuyers and small savers.

				Along the way, employees may find their pension savings looted or downgraded.  In Chicago, the real estate operator Sam Zell borrowed to buy the Chicago Tribune.  He looted the company’s Employee Stock Ownership Plan (ESOP) to pay his creditors.  He then began to fire the staff, and sold off Chicago Cubs, the baseball team the Tribune owned.  The paper soon went bankrupt, wiping out the employee shareholders.  They have brought a case of fraud against Mr.  Zell, claiming that he stole their retirement savings.

				But the problem goes deeper than individual raiders.  It is systemic, and cannot work in the way presently designed.  For a number of decades, most pension funds have made the over-optimistic assumption that they can invest the contributions of their members to make at least an 8 percent annual return—compounded,  so that a given principal will double every seven years, thanks to the magic of compound interest.  But if this target is not met (and average profit rates in reality are much lower), pension funds will fall behind what they have promised to pay out of their relatively modest rate of saving.  And as matters have turned out, the Bubble Economy gives way to debt deflation, the economy’s growth rate slows to only about 1 or 2 percent a year.

				The need for pension funds to make high gains has made them desperate as returns have fallen far behind what is necessary to build up the savings scheduled to pay retirees.  Trying to catch up, they ask their bank advisors how to make more money—and are told to take more risk.  This is the point at which they fall prey to Wall Street sharpies.  State, local and corporate pension funds already have suffered enormous losses on collateralized debt obligations and derivatives swaps organized by the banks.  This has bankrupted Jefferson County, Alabama, and plunged Orange County, California, deeply into the red against their financial counterparties.

				The need to replace bad economic structures

				The financial system has become predatory, not productive.  Financial assets represent claims on wealth and income, and hence intrude into the “real” economy as they grow.  Yet instead of distinguishing wealth from overhead, or real earnings from unearned rentier income, economic statistics depict this “paper wealth” as part of the “real” economy.  By sidestepping the debt issue, mainstream economics texts do not explain why most growth in wealth is taken by the super-rich—the 1% (and indeed, mainly the 0.1%).  Nor do they explain why debt-leveraged asset-price inflation must collapse in a wave of bankruptcy when an economy succumbs to the idea that the way to get rich is to borrow money to buy property whose price is expected to rise.

				“Free market” economists assure the public that Wall Street will regulate itself without any need for regulatory oversight.  But most people today intuitively sense that banking and high finance has become predatory, and it seems that novelists such as Balzac and Frank Norris have described the predatory dimension of wealth-seeking better than economics textbooks.  Bill Black (UMKC) has described “control fraud” as a combination of crooked accounting, buying politicians and slandering whoever might expose the deception.  Yet it wasn’t politically correct to say this until George Ackerlof  won the 2001 Nobel Economics prize, in large part for his 1993 article with Paul Romer on “Looting: The Economic Underworld of Bankruptcy for Profit.” Its thesis was that: “Bankruptcy for profit will occur if poor accounting, lax regulation, or low penalties for abuse give owners an incentive to pay themselves more than their firms are worth and then default on their debt obligations.  Bankruptcy for profit occurs most commonly when a government guarantees a firm’s debt obligations.”

				Economics textbooks treat this as an anomaly—as if it shouldn’t exist, and therefore can be ignored as an accident within the system, not its intention and indeed its new essence.  Yet Enron’s corruption of Arthur Andersen soon turned out to be symptomatic of the Big Five accounting firms, just as all the bond ratings agencies gave AAA credit ratings to toxic subprime mortgages.  There is no acknowledgement in textbooks or in the national income statistics of the zero-sum  game  by which financial and other rentiers  gain unearned income and fortunes at the economy’s expense, for instance by grabbing other peoples’ savings, from pension funds to those of rival financial institutions.

			

			
				President Obama  gave a speech early in 2012 claiming that no fraud was involved on the part of his Wall Street constituency.  But this was the case simply because what used to be considered deception and bribery has been made legal, decriminalized or at least no longer prosecuted by Eric Holder’s Justice Department.  What now passes for the free market has been redefined to mean a free-for-all for the financial sector to prey on its customers and clients—to misrepresent, break contracts, and use its gains to lobby for deregulators and lobbyists to be placed in charge of the major public agencies.

				The need to replace Junk Economics by restoring classical political economy

				Paul Samuelson’s textbook, long assigned to indoctrinate students in the United States, states at the outset that the criterion in economic theory is whether its axioms are consistent.  William Vickery’s Microeconomics textbook states the same thing.  The logic is the same as that which literature students are taught in college: The reader is to suspend disbelief and accept the author’s premises, as long as the characters and plot are internally consistent.  But the illusion is broken when one puts down a book or comes out of a movie and thinks, “Wait a minute, there’s something wrong.  The writer slipped up.  It couldn’t really have happened that way.”

				It is hard to get students to suspend their disbelief when reality is blatantly rejected.  The same unrealistic assumptions are taught decade after decade: Debts normally can be paid, because lending is  productive—and  prudent.  Everybody earns  the income and wealth they have, by providing a service of corresponding value.  There is no systemic fraud.

				Where is the extractive financial mentality in this euphemistic map of the economy? Where is economic rent? Where is government investment to lower costs for basic services—creating a free lunch for beneficiaries? Where is inherited money spanning many generations, accumulating at compound interest? Where are the gunboats, lobbyists, crooked politicians and accounting firms and the other unpleasant characteristics of the reality we live in? They raise their head more in the parallel universe of novels than of today’s economic models.

				What prevents economics from being an empirical science is that instead of explaining how economies actually operate, it describes how a parallel universe might function.  But a false picture of the economy does not spread naturally.  Deception needs to be well subsidized—and the financial sector has stepped up to sponsor the unrealistic map taught decade after decade.  Masquerading as libertarian doctrine to “free” markets from government regulation and taxation, this logic is now taught in universities, broadcast from television studios and newspaper columns, and mouthed by policy think tanks and politicians supported by high finance and its FIRE sector allies.  The aim is to pretend that there is no rentier class trying to grab what belongs to the public at large, and that government protection against this class is an intrusion of liberty rather than protection of the kind of free markets that classical economists had in mind.

				The pretense is that economic planning will be less centralized in the hands of giant global financial institutions centered in New York and London than in those of elected governments.  The argument assumes that crime will be punished, making fraud uneconomic rather than high paying.  The message is: “Let us self-regulate.  We’ll invest your savings and leave more for you if you spare us the cost of filling out regulatory papers to support faceless bureaucrats and stop greedy lawyers from getting rich suing us.” Faceless financial greed is depicted as a preferable strategy to make the world richer.  Austerity itself is defended as a step along this new post-classical path, as if it were not simply a new road to serfdom.

				The reality, of course, is that this sugary rhetorical frosting aims at reversing the past few centuries of political reform, and indeed the Enlightenment and classical economics.  Now that today’s austerity programs are forcing the public to realize that it has come under financial attack and start demonstrating to reverse matters, the financial sector finds that democracy no longer serves its interests.  So the time has come to bring in the “technocrats” to Greece, Italy, Spain and other countries seeking to stop the creditor conquest of their economies.

				To rationalize this financial grabitization, economic theorizing has been turned into a lobbying effort to replace the edifice of classical political economy with a different set of analytic concepts.  Coco (op.  cit.) cites Slovenian philosopher and critical theorist Slavoj Zizek: “The true victory (the true ‘negation of the negation’) occurs when the enemy talks your language.” What the Germans call deutungshoheit—the prerogative of final explanation—was expressed in the Confucian saying about the practice known as the rectification of names: “If names be not correct, language is not in accordance with the truth of things.”[7]   But distorting economic language away  from “the truth of things” is the essence of financial lobbying—and specifically, the explanations for post-classical doublethink.

			

			
				The first and most critical disabling kick has been to muddy the all-important distinctions between earned and unearned income, between value and price, productive and unproductive credit and debt.  Also driven out of the mainstream curriculum are the distinctions between government money and bank credit, and between the dynamics of asset prices and those of commodity prices.

				To promote these aims, academic economics has been turned into an exercise in censorship, stripping away the history of economic thought and economic history itself.  Depriving economic theory of the basic classical distinctions “frees” the path for imposing the intellectual constraint that “There Is No Alternative.” The aim is to replace the classical concept of free markets—markets free of unearned income, free of unproductive debt and free of rentier rake-offs—with an idea of markets free for the FIRE sector and monopolies to impose needless charges on economies.  There is to be no alternative to endowing today’s newly vested interests with fortunes to lord it over the economy at large.  As usual, these fortunes are carved out of the public domain.  Today’s twist is that they may take the form of newly created government debt as “bailout funding.” This is the equivalent of the watered bonds that corporate insiders issued to themselves in the Gilded Age of Wall Street’s trust building and monopolies.

				It wasn’t supposed to be this way.  So strong did the classical alternative seem a century ago that nobody anticipated a strong and indeed successful neofeudal pushback.  Government money creation in a democracy was expected to promote growth into a leisure economy.  Under industrial capitalism, banks were supposed to create productive credit to finance tangible investment and employment.  But under today’s finance capitalism they create debt and attach it to the economy’s assets to siphon off interest.  The new oligarchy aims to use government not for real socialism but to bail out the 1% without making it give up its monopoly of the money creation or even its bad-debt claims on the economy.  This is the policy for which austerity is being imposed, wages and public social spending rolled back, pensions renegotiated, markets shrunk and output lost.

				The end game is to be one of foreclosure, privatization and more centralized planning than ever was dreamed of—in the hands of the financial sector.  The strategy is to use chronic crisis as a permanent opportunity to suspend democratic government and economic protest, much like Latin American countries were subjected to IMF austerity under virtual police state conditions in the 1970s.  Government planning simply is turned over to bank lobbyists.

				“Free markets” under financial oligarchy are planned by bank lobbyists.  Its politicians decry government bureaucracy as if that of financial managers is not even worse in seeking short-term gains, not long-term growth of the economy.  Conflating the short run with the long run, the financial sector’s hit-and-run maneuvering looks only at marginal changes.  That is what led Long-term Capital Management into bankruptcy in 1998, just one year after its Chicago Business School graduate and Salomon Brothers bond trader John Meriwether based its trading strategy on the mathematical modeling theories for which Robert C.  Merton and Myron F.  Scholes won the Nobel economics Prize for marginalist thinking just the previous year.  The focus is on clearing markets for the purchase and sale of assets and financial securities, not production or rent theory.

				Over the longer term the financial sector’s plan is much worse.  It is to achieve what the European Central Bank and its troika partners (the equally brainwashed European Commission and IMF) have done to Greece, Ireland and Spain (as well as to less widely known disaster in Latvia and its Baltic neighbors).  “Give us your ports and your land, your tourist sites and your water and sewer systems.  Let us put up tollbooths on these privatizations to collect rents.”  The rents extracted are to be paid to the banks as interest for advancing the buyout credit.

				When the dust settles, the economy is plunged into depression and unemployment.  Central bank apparatchiks shed crocodile tears and say that nobody could have foreseen how much worse things turned out than expected (by believers in their fairy tales).  The message is: “Sorry that our advice to deregulate financial markets and untax wealth didn’t work out better.  But you must take responsibility for the consequences.” There is to be no thought of  changing the way in which economies are structured—because the present structure is precisely what  has enabled the 1% to double its share of  income and wealth over the past thirty years.  This share is to keep rising, siphoning the gains to itself  while forcing all losses onto the 99%.


			

			
				In times past such asset grabs required an army to impose rentier tribute.  Today it is achieved without need for military intervention—as long as populations remain passive and accept the bank lobbyists’ assurances that austerity will make them rich by catalyzing “structural reform” to lower the economy’s cost structure (a euphemism for cutting wages and social spending) and by deregulating and un-taxing the FIRE sector.  The reality is a new epoch of class warfare.  One recent study, for example, notes how bank marketing departments use metaphors of war and water such as beachhead, penetrate, saturation, float and debt capacity in targeting consumers for credit cards.[8]   This is in line with the terminology used by Wall Street investment bankers for profiteering at their customers’ expense: “ripping their face off,” “leaving them naked” and similar terms.  Enron’s off-balance-sheet entities called “Raptor” (the same name  as America’s F-22 fighter-bomber) and similar names for aggressive carnivores reflect the same attitude.

				Few such behavioral problems are visible to mar the beautiful landscapes painted by neoliberal theory.  The reality is that under today’s rewriting of bankruptcy laws to benefit creditors, debt deflation will strip away property and savings, siphoning up wealth to the top of the financial pyramid.  Treating this as natural inverts the spirit of the last few centuries of Western civilization.  Until quite recently its usury and bankruptcy reforms have taken the side of debtors and progressive taxation, not polarization between rich and poor favoring creditors.
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				The politics of debt deflation in Europe

				Edited Interview by Bonnie Faulkner on Guns and Butter; first aired on Pacifica, September 14, 2011.

				Bonnie Faulkner: Without consumption, markets are going to shrink. Companies won’t invest, stores will close, “for rent” signs will spread on the main streets and local tax revenues will fall. Companies will lay off their employees and the economy will shrink more. Why aren’t economists talking about these effects of debt deflation, which are becoming the distinguishing phenomenon of our time? They advocate giving more money to the banks, hoping that somehow everything will be okay,  as if the banks would lend out the money to fund new production and employment. Mainstream economics and political leaders in both parties are failing to ask why the banks are using these giveaways to speculate abroad, pay their managers bonuses and high salaries or to pay dividends rather than to lend to small businesses or do other things to actually get the economy moving again. This phenomenon cannot be explained without seeing that debt service is siphoning off revenue into the financial sector, which is not recycling it back into the production and-consumption economy.

				Q: Michael Hudson, let’s start by talking about Germany. Angela Merkel is to attend an important European Union meeting on September 7 [2011]. What is going to be discussed?

				A: The  Bundestag  is  meeting to discuss  how the German courts will rule on whether the European Central Bank (ECB) and the German government can bail out Greece and Portugal by buying the bonds of their governments directly, or whether the German Constitution prevents this. The European Union is having a similar discussion over what has become a constitutional crisis over whether the ECB should buy these government bonds.

				The problem is that Germany and the EU are constitutionally blocked from doing this. Their banks have perpetuated the “road to serfdom” myth that a central bank runs the danger of fueling inflation if it creates money—in contrast to commercial banks, which supposedly run no such danger if they create credit on their own computer keyboards. It is not considered inflationary for them to charge interest to the government, which then needs to be paid by taxing the economy at large.

				When you find this kind of distortion being popularized and even written into law, there always is a special interest at work. The supposed contrast between “bad” central banks and “good” commercial banks is a lobbying effort to monopolize credit creation in the hands of commercial banks, by promoting a travesty of how central banks are supposed to act.

				The reality is that commercial banks have fueled an enormous asset-price inflation in recent years. The debt they have created imposes an interest burden that deflates the economy—even while adding to the cost of living and doing business. Meanwhile, the government deficits that are supposed to spur recovery, are taking the form of giveaways to financial institutions and other vested interests, not spent into the “real” economy.

				Unlike the United States and England whose central banks were founded to monetize the government debt so that they wouldn’t have to pay interest, the EU’s Maastricht and Lisbon Treaties rule that the European Central Bank must be independent from the government—which means in practice, acting on behalf of the commercial banking monopoly. It must avoid creating “inflationary” credit (any money at all that takes business away from the commercial banks), by not buying government debt. The ECB is to serve the commercial banks only. It can create money to bail them out, for them to give away, to lend out, to pay dividends or to pay their own salaries and bonuses. But it cannot fund government operations. It must starve the governments to make them entirely dependent on commercial banks.

				The effect, of course, has been to create a captive market for the banks. It enriches them at taxpayer expense—needlessly! Whether a bank is private or public, money and credit are created electronically on computer keyboards. So it is a myth that government money is more inflationary. But this myth has a political function reflecting private self-interest: it blocks the “public option” of creating money without paying interest to banks which have obtained the privilege of creating credit freely. They are not lending out peoples’ savings deposits, but are creating deposits much like they used to print bank notes. They then look for customers willing to pay interest.

			

			
				Governments are the largest borrowers, and under normal circumstances are the safest clients because they always can print the money. That is one of the three basic criteria of statehood: the ability to create money, to levy taxes (whose payment gives value to the money being created), and to declare war. But as written by bank lobbyists, Europe’s constitution deprives the continent of the money-creating function. That is why its economy is shrinking, and why its own commercial banks are now suffering. Their business plan has created a continent-wide financial short-circuit.

				Angela Merkel wants the German government and the ECB to buy the debts of Greece and Portugal and other countries in trouble, because otherwise they’re going to default. A default would cause losses for the French and German banks that have bought these governments’ bonds. As governments are unable to roll over their loans—that is, to re-borrowing the funds as past borrowings fall due—banks and other investors insist on much higher yields to compensate them for the risk of default. They also buy default insurance, paying a premium over the interest rate that governments pay. But the investors and guarantors then turn around and demand that the government take all the risk and promise to bail out the destitute governments—leaving the banks with large interest premiums while taking insurance speculators off the hook. So there is an underlying hypocrisy at work.

				If governments default on these bonds, the banks will lose money. So the banks are now saying that they’re sorry they insisted that the ECB not create money. Creating it to pay the banks turns out to be a good thing, they say. It’s only bad if it benefits labor and employers instead of the financial sector.

				Mrs. Merkel insists that she has no qualms at all about pushing Greece and other debtors into poverty and demanding that debtor economies act as defeated countries and forfeit their land, their water and sewer systems and even the Parthenon to the creditors as if they were conquered militarily. So the question is whether Europe can do this without an army, as used to be the case.  Greek labor unions and citizens are protesting and holding general strikes to protest the fact that the EU is turning out not to be the peaceful and basically socialist project anticipated half a century ago, when the European Economic Community was formed in 1957. It is a financially bellicose, extractive attempt to create a financial oligarchy and impoverish Europe, stripping the assets of debtors to pay creditors. This partly explains why Mrs. Merkel is finding such opposition even in her own right-wing party. Many Germans do not want to see themselves taxed to bail out their banks for the reckless lending these banks have made—and  the even more reckless “road to serfdom” ideology that prevents EU governments from financing their own budget deficits. The euro is threatening with being pulled apart by the greed, short-sightedness and ideological extremism  of the anti-debtor,  anti-labor neoliberals  who have gained control of the legal system and much of the political system.

				European banks have the same fallback position that U.S. banks had here in 2008 after Lehman Brothers failed. They are threatening to wreck the economy if the government doesn’t save them from taking a loss on loans gone bad as a result of the over-indebted economy. They have the power to disrupt the payment system and hold the economy hostage if the government doesn’t take their losses onto the public balance sheet.

				This is what Ireland’s government did, bailing out the banks for blatantly crooked loans (that turn out to be worth only about 22 cents on the dollar) and making taxpayers pay. The reality, of course, is that the banks have enough assets to pay their retail depositors. But they can’t pay the wealthiest layer of depositors at the top of the economic pyramid. The financial core institutions say that they are the economy. In practice, that means financial wealth-holders. So what you’re seeing today as a purely technical financial crisis is actually a stage in the class war. The financial sector’s tactic is to threaten to wreck the economy if politicians don’t surrender and strip the economy bare to pay the creditors. This is its weapon of mass financial destruction.

				The bankers who wrote the ECB constitution followed up their mess with mass fiscal destruction. The EU treaties limit governments to running budget deficits of only 3% of GDP. This blocks them from counter-cyclical “Keynesian” spending to pull their economies out of depression. So these economies are not able to “grow their way out of debt,” any more than they can borrow their way out of bad debts. Their hands are tied, fiscally as well as financially.

				No wonder there is talk of the Eurozone breaking apart, polarizing between creditor and debtor economies—which in turn are polarizing domestically as creditors seek to cap their victory by reducing their labor and industry to debt peonage. The fact that all this is being done with the trappings of political democracy and an “informed electorate” no doubt will strike future historians as remarkable.

				Needless to say, a political split has developed in Angela Merkel’s own party over whether Germany should go along and help buy the debts of countries running fiscal deficits so as to support the banks. At issue is whether governments and the EU should put the interests of the banks and wealthy investors first, or the economy at large. Should governments be permitted to do what governments are supposed to do, and create their own money to spend? That is what the Bank of England was created to do in 1694, and the U.S. Federal Reserve in 1913. Or should Europe resist this “public option” and let only private-sector banks create credit? That would put the narrow layer of wealthy individuals first, sacrificing the economy. But so far, that has been the policy choice.

			

			
				If one follows the news in Europe one should realize that the morality of European finance and economics is different from that of the United States. Here, states can go under—like California, or Alabama with the problems it’s having in Birmingham—but the federal government will say that this is a local problem that does not concern Washington. There is no federal liability for state and local insolvency.

				For example, I understand that yesterday, September 1, 2011, Republicans in Congress blocked the spending of federal money to help the victims of the Hurricane Irene on the East Coast. Republican leaders  insist  that the federal government  not spend  any money to help unless it cuts spending somewhere else—preferably in Social Security. This is unthinkable in Europe. Germans have explained to me that their government always supports or bails out the city of Berlin’s chronic deficit at the expense of everyone else.  There’s a feeling that national governments have to support their states and the cities as part of a basic mutual aid ethic.

				The question now before Europe is whether this principle of a government supporting a poorer region—such as Italy has supported the southern Mezzogiorno for 50 years—should be applied on a continent-wide level. Should Europe’s rich nations take responsibility for supporting other countries, or should they be treated as completely separate? So the political and social character of Europe is now being determined. Unfortunately, what really is at stake is bailing out the rich, not the poor—saving the financial markets that have profiteered from government deficits and now want to avoid taking a loss on the unworkable plan their short-term self-interest has created.

				This is what really underlies the debate about whether the European Union overall or its individual governments can issue debt: What is going to happen to the banks that hold these bonds? Will populations be taxed to save them?

				If the government is going to bail out banks, then why shouldn’t banks be public in the first place? What is the point of having banks private—if wealthy creditors are to be given absolute priority over everyone else, over governments and over the economy to the extent of shrinking it deeper and deeper into depression until all of Europe looks like Latvia?

				European banking is different from that in the United States. The Federal Reserve can create as much money as it wants to fund the U.S. Government spending. But no continental European central bank monetizes public deficits. Instead, Europe relies on banks and insurance companies to do this. They are required under the law to hold a specific portion of their reserves in the form of government bonds. So now they’re stuck with the prize they’ve obtained.

				Their right-wing ideology has blocked governments from being able to create the money to pay them. And they’ve already lost huge amounts on their bad real estate loans, so many  banks are so close to insolvency that U.S. banks and others are closing down the credit lines that have been keeping these banks afloat.

				Q: So the EU meeting will discuss whether the European central bank should buy government debt, should buy bonds of Greece, Portugal, Spain, Italy and other governments that have big fiscal deficits. Who exactly is to buy these bonds?

				A: The European Central Bank, possibly backed up by the governments of Germany and perhaps France, will create Europe wide   debt to replace the bonds of countries that have difficulty paying and are unwilling to tax property or tax the rich to balance their budgets. Technically, this is to be done by expanding the European Financial Stability Facility (EFSF) to go far beyond its supposed ceiling of €440 billion. It would issue the equivalent of a eurozone bond—which Mrs. Merkel and others are opposing, and which the German courts apparently are blocking in principle.

				Q: Is the European Central Bank part of the government, or is it privately owned?

			

			
				A: It’s government-owned, but Europe’s governments themselves are being privatized by a financial oligarchy. The Europeans can’t imagine a private central bank—at least, not yet. So it is a government body, but it’s independent of the government. It’s run by bank officials, not by elected officials or by parliament, although its heads are appointed by parliament. So the situation there is very much like the Federal Reserve here. Bankers in effect have a veto power over any bank officer that does not act as a lobbyist to defend their interests vis-à-vis the rest of the economy.

				The kind of administrators that are going to get appointed either to the U.S. Federal Reserve or to the European Central Bank are those with financial experience that can be got only by working for the big banks. Heads of the Federal Reserve, for example, are basically appointed from Goldman Sachs to act as their lobbyist, as Tim Geithner did when he ran the Federal Reserve Bank of New York. His first concern was to bail out the big banks and Wall Street, shifting the loss onto taxpayers.

				The kind of people who are appointed to any central bank are former bankers who have the worldview of the financial sector— or brainwashed professors such as Ben Bernanke at the Fed. Their worldview is that no matter what happens, the banks have to stay solvent for the economy to operate. But this view shrinks the economy by keeping the debts in place. That is the basic internal contradiction at work.

				Banks that have bought the bonds of Greece or other debt strapped countries now suddenly must pay huge risk insurance premiums in order to protect themselves against the fact that Greece may simply say, “We don’t have enough money to pay the bond holders.”

				This brings up the other moral issue that’s being talked about here. To what extent should a country impose austerity and even depression on itself—more than a great recession, an entire lost decade—simply to pay interest to bondholders who’ve been financing a fiscal system that hasn’t really taxed the rich in Greece?

				The countries that are in trouble were fascist at one point— Spain under Franco, Portugal, Greece under the Colonels. Rightwing military dictatorships put in place tax systems that favored the rich and avoided taxing real estate or financial wealth. You could think of these tax systems as the Republican Party’s dream, or for that matter that of the Obama Administration’s Wall Street backers. Shifting the tax burden onto labor and industry seems to be the direction in which the world is heading these days. That is what is causing such trouble for countries going neoliberal, that is, favoring a financial oligarchy.

				Q: What does the Lisbon Treaty prescribe?

				A: It says a number of bad things. For starters, Eurozone members—that is, countries using the euro—should keep their budget deficits within three percent of GDP. This blocks them from running a countercyclical Keynesian policy. What governments should be doing to pull economies out of depression in Europe and America is to run deficits to restore employment and markets. But although Greece, Portugal, Spain and Ireland have run up deficits in the past few years, these deficits have taken the form of bailouts to the financial sector. Meanwhile interest payments are crowding out social spending.  So their economies are shrinking—and polarizing at the same time.

				Q: Are there laws to restrict the European Central Bank from how much debt it buys?

				A: Yes. It’s not allowed to buy government debt. It exists to help private banks, not governments or the economy as a whole. The economy exists to provide a surplus to the financial sector, not the other way around.

				Q: Then why are they discussing the purchase of government debt right now?

				A: Because Angela Merkel recognizes that if the ECB or the EFSF do not somehow change their rules to buy government debt and lend money to the PIIGS—Portugal, Ireland, Italy, Greece and Spain—then they’re going to default on their bonds or simply write down their debts. That’s what the Greeks are rioting about as a class war of the population against the financial sector breaks out in full force. And governments pay less on their bonds or simply say that they cannot and will not pay, then it will be obvious that leading French, German and other banks lack the reserves to back their deposits and financial gambles. Other banks will not lend to them, and they will go under. And to avoid this, they will do everything they can to cause a crisis to wreck their economies, and then blame the wreckage on the failure of governments to “act responsibly” and sell off whatever is in their public domain, Thatcher-style, to save the “poor rich”—epitomized by widows and orphans living off trust funds.

			

			
				Q: What you’re saying, then, is that Angela Merkel is proposing a constitutional change in Europe.

				A:   That’s what’s involved. But it’s as hard to change constitutions in Europe as it would be in the United States.  So in effect, they’re proposing that the European Central Bank and European Financial Stability Facility simply ignore the constitution.

				Q: Has the European Central Bank ever done this in the past?

				A: No.

				Q: So this would be a break with the past.

				A: Yes, a break with the past. For instance, Christian Wulff is Germany’s president. He was elected on a platform of “fiscal restraint.” Last week he warned that the European Central Bank is going beyond its mandate by purchasing Spanish and Italian government bonds. He said that this rush towards a fiscal union is striking at the very core of democracy. If Europe is going to act against its constitution, decisions have to be made in parliament in order to be politically legitimate.

				So the basic question concerns just who is to make European financial and fiscal policy. Is it the Constitution? Governments? Who is decide whose debt to buy, and how much?

				On September 7 the Constitutional Court in Germany will rule on the legality of the European Union’s bailout policy. Investors are wondering how it will rule. That’s why the stock market is plunging, and why the euro is under such pressure and falling. [As matters turned out, the Court permitted the purchases made  so far, but blocked further bailout spending.]

				If the Constitutional Court rules that the 440 billion euro— about $600 billion—rescue fund breaches treaty law or undermines German fiscal sovereignty, this will post the question over whether the country wants to expand the half-baked monetary union into a fiscal union. If not, what does that mean for the EU as currently mal-structured?

				The problem is that the EU has been turned into the opposite of what it was in the beginning. Back in the 1950s it was created by Social Democrats and Socialists who wanted to save Europe from ever going to war again within its own borders. The left took leadership. But as financial and monetary union has risen to the fore since the 1980s, the continent has become more right-wing.  Planning has been shifting out of the hands of government and elected officials into those of bankers, especially through their proxy in the European Central Bank. What now is at issue is whether Europe will be run for the bankers and financial sector or for the population at large. So far, Angela Merkel has worked with Nicolas Sarkozy to try to represent the bankers’ position, not that of political democracy.

				Q: Is  there  public opposition  to bailing out the banks  in Germany and the rest of the EU?

				A: Sure. Many voters believe that economic recovery should come first, and that banks and the financial sector should serve the economy. Government budgets should be spent on social programs, not mainly on bailing out banks. If there’s a crisis because of bad fiscal policy stemming from the rich blocking taxation of their own wealth and property in Greece and other post-dictatorship countries, the solution isn’t simply to lend them enough to subsidy this regressive tax policy. It’s not to tell Greece to sell off the Parthenon and other tourist sites for privatizers to buy on credit and pay the rental value to the banks. It would be a reversal of the past few centuries of European reform to carve up the public domain and sell it to the interests that organize financial backing. This would turn bad fiscal policy into a victory for the privatizers. Europe would go Thatcherite and Blairite. The Greek colonels would have “won the peace.”

			

			
				The moral hazard problem is that banks, investors and speculators rely on governments to bail out their bad bets that have resulted  from their  own self-defeating  business  plan—to load economies down with debt and extract the entire economic surplus as debt service, and then foreclose and get one’s capital back via privatization sell-offs.

				It’s the same in the United States. Most American voters said they were against the bailout. Even Republican Michelle Bachmann has made a big point of having voted against it in September of 2008. So politicians have said that they are against further bailouts. But Treasury Secretary Tim Geithner and the Federal Reserve are saying that Washington may indeed have to bail out the banks again.

				Q: Earlier you said that Europe’s banking crisis wasn’t as severe as it is in the United States. I had thought it was worse.

				A: There are a number of differences. There hasn’t been the wholesale financial mortgage fraud in Europe that flourished in the United States—except in Ireland, where they found the average mortgage to be worth only about 20 or 22 cents on the dollar, especially with Anglo-Irish Bank and the Royal Bank of Scotland there was a huge fraud. But in Continental Europe there was less fraud— merely over-lending against property, in the context of a fiscal policy that taxes labor and industry rather than land or natural resources and gives tax subsidy to debt financing.

				Only now are Europeans having the discussion that they should have had 10 or 20 years ago. Nobody wants the Greeks and Portuguese to starve. The question is, what’s the best way to help them? Is it simply to give money to their governments? They would just pay their bankers. Supporting bond prices by buying bonds in the market would reward speculators. If the aim is to support Greece, why include the financial sector or gamblers?

				Treasury Secretary Geithner is reported to be pressuring the Europeans to bail out the banks because Goldman Sachs and others American banks have gambled that Greece and other countries can pay, and written default insurance. It seems that if these U.S. banks lose the bets that they’ve made, they’ll go under and Washington will have to bail them out. So Mr. Geithner is telling Europeans to sacrifice their economies so that U.S. financial casino gamblers won’t take a loss. This did not go over very well in Europe.

				Q: Are you referring to the credit default swaps that U.S. banks hold, and the insurance policies they have written against European bond defaults?

				A: That’s a big part of the problem, along with lines of credit. Throughout Europe and the United States most banks have lines of credit with other banks. Just as individuals have overdrafts with their bank, most banks have credit lines with numerous other banks. Right now, banks are canceling their lines of credit with many European banks, because nobody knows really what bank balance sheets are worth. Europe has been as lax as U.S. authorities in conducting “stress tests” to get honest reporting. Banks are allowed to fiddle with their accounting practice so much that most analysts view them as being pretty fictitious.

				So if a bank finds out that you’ve lost your job or that you’ve been misrepresenting your income they’re going to say, “I’m sorry. We’ve got to lower your credit card amount from $10,000 to $2,000,” or “We’re canceling your credit card.” Well, that’s what the American banks are doing to the European banks. So all of these lines of credit that are all created on a computer keyboard are being canceled and that’s creating a balance sheet problem. So that’s why people call this the balance sheet recession, not really a consumer under-spending recession.

				Q: Has the financial system reached its limit?

			

			
				A: It’s reached its debt limit. The financial system is much more a debt system than one based on equity financing, that is, a share of the gains made from the loan. The bank’s product is debt—and neither businesses, real estate or people (or governments, for that matter) can afford to pay more than they’re paying now. Much of the economy already is in negative equity.

				Q: Is any financial investment safe?

				A: Nobody knows of any. That’s why people are buying gold. They’re trying to protect what they have at this point more than to make further gains. It’s not that they love gold as such, because there isn’t all that much  use for it, after all. Its price is rising because investors have lost faith in governments—except for the U.S. Treasury, whose short-term debt now is yielding almost nothing. People are moving into Treasury IOUs because it can simply print the money to pay. It doesn’t need to borrow—as we’ve seen with the $13 trillion in financial bailout debt created just since 2008.

				Everything else is insecure. If you look at markets going up 400 points one day, down 400 points another, this wild zigzagging is a market for speculators. If you don’t have a billion dollars in computer-driven trades, you don’t have much chance, because there’s no rational explanation grounded in the real economy as to why the stock market should careen so wildly up and down.

				Q: Do you think that lack of confidence in governments is driving the precious metals markets, specifically gold?

				A: It’s also copper, and even food. People are trying to move out of financial securities into things that are tangible—farmland, wheat and trophies.

				Q: Do you feel that the move into tangibles is rational?

				A: It’s a self-protective response by people who worry that they may lose if they buy stocks or bonds. Not since the 1920s has the stock market been so limited to professionals, especially as the Bush and Obama administrations have decriminalized financial fraud by not prosecuting it, and by understaffing the government’s major regulatory and justice agencies. If people buy stocks today, they may lose money—and  even if they put their money in a bank, it may go bust. So investors want to get out of the financial superstructure back into the real economy.   The problem is that what people call “the economy” has been financialized. In the United States last year, 40 percent of corporate profits were made by the banking sector. The rest of the economy is shrinking under the weight of debt deflation—interest and fees paid to this financial sector.

				Germany is the strongest economy because it’s better structured in many ways, and more industrial. It has a higher proportion of the real economy to GDP, and also is much lower-cost, because it hasn’t built financial overhead into real estate and family budgets to anywhere near the extent that has occurred in the United States.

				Countries  that have let  themselves  become  post-industrial service economies are finding out that if you don’t make things, you can’t live forever by going to Las Vegas. The casino always wins— and today’s casino is Wall Street. It’s a zero-sum game for the economy—with the economy’s losses plus Wall Street’s gains netting out to zero. So in economic jargon, the financial sector receives transfer payments, rather than to earn this revenue.

				Q: As long as we’re speaking of Germany, what is good about its economy? Can you describe its social safety net and what you began to say about housing there?

				A: The typical American family spends about 40 percent of its budget on housing. In Germany it’s only about 20 percent. There are a number of reasons for that. For starters, real estate prices are whatever a bank will lend. Easier credit means higher debt leveraging—and hence, higher property prices.

				German homebuyers must pay 20 or usually 30 percent of the purchase price down, so they don’t have 100 percent mortgages like there are in the United States. And mortgages are self-amortizing. For renters, there are co-op arrangements for a much larger market supplied at cost, in contrast to the United States, where the rental market is owned by landlords who squeeze out as much  as possible over and above the actual cost of maintaining the property.

			

			
				A German moving to Hamburg or Frankfurt may join a co-op organization and pay perhaps $2,000. Anyone can join, although there are waiting lists, to be sure. So there’s not much motivation to buy houses as a speculative means, because it’s usually cheaper to rent than to buy—and less effort for upkeep. As a result, there has not been a German financial bubble to bid up prices as has occurred in the English speaking or neoliberalized countries where people have been panicked to buy before prices rise even further beyond their reach.

				In the time of Ricardo two hundred years ago, the most important element in labor’s budget was food. He judged wage competitiveness largely by the price of bread. But today, labor costs are set by what it costs workers to buy or live in a home, whose price is set by highly debt-leveraged credit terms. So Germany’s low unit labor costs are not simply the result of high technological productivity. They also reflect low housing costs and relatively low social security costs. It hasn’t financialized its economy to anywhere near the extent that the United States has done.

				Q: You have said that Social Security in Germany is pay-as-you-go. Who is paying: the government or citizens?

				A: Basically, individual citizens. Pay-as-you-go is an American way of putting it, but the Germans call it a “generation treaty.” The young generation agrees to support retirees, on the understanding that when it gets old, new employees will support it in turn.

				By “pay as you go” I mean that there are no financial intermediaries as in the United States—no saving in advance. Alan Greenspan and his right-wingers claimed that employees need to pay for their Social Security by saving in advance to create a fund for future payouts. So FICA withholds over 13 percent of wages to pay much more into a government fund than actually has been paid out. This extra money is used to buy Treasury bonds.

				What makes this a con game is that when it comes time for the Social Security Administration to start paying out more than it is taking in, it will pay by selling off these Treasury securities. These sales will have the same financial effect as when the government issues fresh Treasury bills to finance a new budget deficit. So all this pre-saving is unnecessary from the financial standpoint. The gimmick has been to shift the year-to-year tax burden further onto employees.

				The idea of pre-saving for Social Security is as absurd as trying to pre-save for a war. What if the government said, “Maybe there’s going to be another war that may cost, say, $3 trillion. Let’s prepare by saving that in advance, by taking it out of employee paychecks to buy Treasury bills.”

				The trick has been to convince voters that paying excess Social Security contributions is a user fee, not a social program to be paid out of the general budget by progressive taxation. By contrast, Germany’s policy of paying out of current income is what Adam Smith recommended that governments do. Just as he said that wars should be financed on a pay-as-you-go basis, so that people would understand their cost.

				Q: So employees and employers in the U.S. pay much more into the system than is paid out.

				A: That’s the idea: to save enough in advance, beyond what you currently have to pay. It’s pay-in-advance rather than pay as you go. We pay much more than the government needs at present. You can follow the Treasury Bulletin or the Federal Reserve Bulletin to see how the savings of the Social Security Administration go up every year—and are lent to government. George W. Bush wanted to put this money into the stock market to create a renewed stock price boom that would enrich Wall Street—and would collapse once the flow of funds was reversed and more stocks were sold to pay retirees than new employees paid in. Thank heavens that potential bubble was averted.

				The result that we have today is not really a Social Security system. It’s a disguised tax on employment. This tax shift increases the cost of employing people. That is one of the reasons, in addition to the housing costs, that American industry is being priced out of world markets.

			

			
				The system that financial lobbyists have put in is siphoning off so much that American labor cannot compete in any market in the world except in arms markets and special markets, and food. So what they call free-market efficiency is, in effect, crippling the efficiency of the United States.

			

		

	
		
			
				The coming American debt deflation

				This is part two of the September 14, 2011 Guns and Butter broadcast with Bonnie Faulkner.

				Q: What about the new Super Congress—the Committee of 13, with Obama being the 13th member? What is the composition of this committee, and what automatic budget cuts will go into effect in November if Republicans reject the Obama budget?

				A: The Super Congress is made up of people that President Obama has selected largely because they want to cut Social Security.

				They pretend that it must be paid as user fees, in advance, to stem the budget deficit that has resulted from untaxing the estates of billionaires—the super-rich—and continuing the regressive tax shift that has been underway since the 1980s.

				The basic rule of high finance is that big fish eat little fish. Millions of Americans have put their paychecks into Social Security. Just as corporate raiders set their eyes on emptying out pension funds to pay themselves (and their stockholders and bondholders), so financial lobbyists are seeking to raid the Social Security fund. President Obama’s personal “Main Street” is Wall Street. His talent as a politician is to get votes from Main Street and deliver policies to Wall Street. He actually seems to believe that Social Security should be cut back to give money to his major campaign contributors. The rich are his constituency today, just as they were for George W. Bush. So Obama may cast the deciding tie-breaking vote, but as we’ve spoken about on your program before, he’s already appointed people to the Budget Commission and the Social Security Commission when he was first elected, who want to cut back Social Security by pretending that there’s a crisis. Their working assumption is that if the government needs money, the majority should lose, not the rich.

				It’s hard for congressmen or senators to vote against Social Security and Medicare, because most voters are in favor of these programs and cannot see the machinations behind it. So President Obama’s strategy is to take the Social Security issue out of Congress—and give himself an opportunity to posture during late September and October to propose pro-labor policies that he knows a Republican Congress will reject, thereby triggering the “automatic” budget cutbacks he negotiated in August with the Republicans.

				If you look at who the campaign contributors of the members of the Super Committee are, they’re mainly in the financial sector. Even if the committee members are unpopular, they’re going to be able to retire with high paying jobs in the financial sector. This is what the Japanese call Descent from Heaven. They’ll get their payoff for taking the heat on stiffing the Social Security recipients for their Wall Street constituency.

				I’m amazed that there’s not more of a political reaction against this. People have worked hard to save for Social Security out of their paychecks. These are real savings. For Republicans to characterize these payments as an “entitlement” is to treat the elderly as if they’re mere welfare recipients freeloading off the rich—while it’s actually the banks and big fortunes that have been given the handout.

				If the Bush and Obama Administration can give $13 trillion to the banks to save them from taking losses on their bad investments, then why can’t they give another trillion to Social Security? The reason is, there’s a class war on. If you don’t realize this, then you’re not going to understand what politics is all about these days.

				However, it’s not the kind of class war that people talked about a century ago. It’s fought in the financial arena. The idea is for the big sharks to take the savings of the little savers. They exploit labor not by employing it (as in Marx’s description in Vol. I of Capital )but financially, by loading employees down with debt and making them spend a working lifetime to pay it off. So instead of the wage slavery socialists used to talk about, you have debt peonage today.

				Q: Food is becoming very expensive in the United States. Do you  see this trend continuing, and is the rise in food prices a consequence of the weak dollar?

			

			
				A: It’s not a consequence of the weak dollar, which isn’t that weak. One factor is global warming, which is creating water shortages all over the world. Urbanization also is doing this. But also there has been a huge diversion of cropland to grow gasohol—to make gasoline out of corn or rapeseed or other crops. This has diverted land and water away from food to fuel cars and other energy. We are now seeing incipient water wars in the West. Who will get the scarce water? Will it be urban areas, or agricultural farmland? What will the price of water be? Will it be diverted to make gasohol and coal liquids?

				The Canadian tar sands are one of the worst projects, because they use about ten gallons of water for every gallon of coal gas. I was the economist working for the Energy Research Development Administration around 1975, and did the major study of this for the Hudson Institute. The Carter Administration came in and they said, “Look. How are we going to pay for all this high-priced OPEC oil, now that the OPEC countries are raising the price?” Carter’s solution was for coal gasification and liquefaction to lower oil costs while raising the price of wheat, by diverting water away from agriculture.

				Speculators all over the world are buying land as they move out of credit and finance. Land is real, and everybody needs to eat, after all. So food is becoming as speculative an investment vehicle as gold, copper or stocks—and water monopolies.

				Q: So you would say that speculation is one of the big reasons why food is going up—land speculation, food speculation and water.

				A: Not only speculation, but the fact that water levels are falling. Food is made  as much  out of water as out of soil. The weather is another problem. Global warming is causing weather changes that reduce crop yields, as flooding and droughts go together.

				Q: Putting land into gasohol production was a political decision, right?

				A: Yes. The aim was to raise grain prices, by diverting one quarter of America’s corn crop away from food production to gasoline, to increase food export prices. The mainstay of America’s trade balance has been food exports. A constant in U.S. foreign policy since 1945 has been to promote food export markets to cover the cost of American imports and military spending abroad.

				Q: Why is the cost of gasoline rising?

				A: This would be a job for anti-monopoly regulators to look at if they were still regulating. President Obama has appointed a justice department that refrains from prosecuting economic crime, and an environmental department much like the Reagan version. It gives the oil companies whatever they want, such as new  offshore drilling rights. Obama has put deregulators everywhere in a way that George Bush, as a Republican, was not able to do, because the Democrats would have opposed a Republican president from disabling the regulatory agencies to the extent that Obama has done. But they can’t stop their own party leader doing this.

				Q: Are there similarities between the economic crisis of September 2008 and the present situation?

				A: Yes, we’re still in the aftermath of 2008. Economists are talking about a double-dip recession, but we’ve never got out of the first crash. The economy has not recovered. The stock market has gone up, because the Federal Reserve has been flooding it and the bond market with liquidity. But employment, living standards and sales are not going up. Housing is still down. So we’re in more than a Great Recession. We’re going into a lost decade.

				We’re entering a period where wages will drift downward in a slow crash, because the government is not renegotiating mortgages downward or canceling bad debts. It is not bailing out the cities that are in trouble and there’s a downward financial spiral basically coming from the debt situation.

			

			
				The question shouldn’t be whether we’re in a double-dip recession, but why a recovery from the crash has not taken place. Why haven’t the bank bailouts created jobs? How could the government create $13 trillion of Treasury and Federal Reserve cash, loans and guarantees to Wall Street without this trickling down and creating jobs? How do we jumpstart an economy in which 70 percent is supposed to be consumer spending, but consumers aren’t spending because they need their money to pay off the debts they have taken on in the past, or worry that they may be unemployed? In other words, what has Washington not been doing that it should have been doing? What has it left out of account?

				Before President Obama was elected he said he was going to renegotiate mortgages downward. But the banks have not done this.

				So did he just give up and say, “Well, just forget it”? The Federal Reserve flooded the banks with liquidity, but they sent it abroad. They argue—with good reason—that the economy is shrinking too much to qualify for enough loans to borrow its way out of debt.

				It should be obvious by now that giving money to the banks doesn’t create jobs. It is mere propaganda to call the rich “job creators.” They have put in place an extractive financial system that has destroyed jobs. They are the ones that are closing down the factories and outsourcing American labor.

				Q: Are the banks creating a permanent depression?

				A: That’s the innate outcome of their business plan, which is to take the entire economic surplus in the form of debt service. Banks want to create as much debt as they can. Debt is their “product.” The economic crisis is merely “collateral damage” to a financial dynamic that is impersonal, not deliberate. Every economy for hundreds of years has seen debts grow more rapidly than could be paid. At a point there’s a crash, which normally wipes out debts. It also wipes out savings on the other side of the balance sheet, of course. But this time the government has tried to keep the debt overhead on the books, in an attempt to sustain the unsustainable, taxing the population more and more to give banks enough to make sure that the rich don’t lose money. Only industry and labor will lose.

				The effect will be to de-industrialize the economy even more, because  markets  inevitably shrink  without consumer  spending. Companies won’t invest, stores will close, “for rent” signs will go up, tax payments to the cities will fall, and municipal employees will be laid off while social services are cut back. The economy will decline and life will get harder.

				Q: Why aren’t economists talking more about this obvious phenomenon of debt deflation?

				A: It is the distinguishing phenomenon of our time. Mainstream economics has been co-opted by the vested interests and their internally consistent construct of how the economy works has been proven wrong empirically. But opinion-makers still insist that the only solution is simply to give more money to the banks. Not many people are asking why this isn’t working. And when they do ask, they don’t get much media coverage.

				Q: Could you explain debt deflation? It’s a confusing term.

				A: Economics textbooks depict people as earning income and spending it on the goods and services they produce. This is why Henry Ford paid his workers $5.00 a day—so that they could buy the Fords they made. Economists call this circular flow Say’s Law.

				But now, people spend a rising proportion of their income to pay debt service. That is their first charge. Before they can decide what to spend on goods and services, they have to pay their credit card debt, student loans, other bank debt, and of course the mortgage. The more they pay the banks, the less they have to spend on goods and services. Business sales shrink, because the banks recycle their interest receipts into even more loans—on even “easier” terms, meaning more debt leveraging. So the “real” economy of production and consumption is increasingly paralyzed while the payments to the financial sector are ever growing.

			

			
				Financial investors don’t buy many goods and services. They leave their revenue in the financial system, mainly to be re-lent on new loans, sent abroad or used for speculation. Debt deflation is what happens when spending is diverted away from buying goods and services to paying debts. The financial sector grows, relative to the “real” production-and-consumption economy. So debt deflation in the “real” economy goes hand  in hand with asset-price inflation fueled by increasingly loose credit and steeper debt leveraging.

				Q: I see. And then that deflates the economy.

				A: Yes. Less national income is available to be spent on goods and services, and more is given to the financial sector.

				Q: The Federal Housing Authority is suing the major banks— Bank of America, Chase, Citibank, Deutsche Bank and other big banks. What is the lawsuit about?

				A: These banks misrepresented the nature and quality of the mortgages that they were selling to outside investors. They packaged mortgages and sold them to pension funds, insurance companies and foreign banks. Ratings agencies supported this by agreeing to give such junk mortgages AAA ratings—pretending that they were as good  as the U.S. Government’s—and assured clients that these mortgages were good and could be paid, or at least that the market would continue to rise, so that if there was a default, new buyers would play the role of the proverbial “greater fool” and buy properties being foreclosed.

				It turned out that the appraisals were based on unrealistic assumptions and either fake or non-existent reports on the borrower’s income and hence ability to pay. They were no-documentation loans, and the biggest banks have turned out to be running a fraud. Former S&L prosecutor Bill Black from the University of Missouri in Kansas City has written more on this than anyone else.

				By the way—if we’re talking about debt deflation and other financial issues, there’s a UMKC economic blog, called New Economic Perspectives. Prof. Black and I (and others) write about how the financial sector has become what he has termed criminogenic. In other words, it’s been criminalized, and bankers have run what he calls “control fraud.” The economy’s largest financial market, real estate mortgage lending, turns out to be based on crooked real estate brokers, appraisers, underwriters, ratings agencies and so forth. Right down the line almost everybody has been engaged in a gigantic fraud that has helped inflate the real estate bubble. When similar fraud happened in the 1980s with the savings and loan associations, over two-thousand people were prosecuted. But at present, nobody has gone to jail yet. Hardly anybody has been arrested. And yet the fraud was on a much larger scale than Bernie Madoff.

				The Justice Department is reluctant to prosecute fraud, because the largest perpetrators are the banks that already are dependent on the U.S. Government for bailouts. From the Justice Department’s vantage point, the government simply would be fining itself, because it would have to lend the crooked banks enough to keep them in business. So they are not sending anybody to jail, not even Angelo Mozilo of Countrywide, the toxic bank at the core of junk mortgage lending. It’s now part of Bank of America.

				So in effect the United States has decriminalized financial fraud. The Federal Housing Authority that brought the suit you cite faces a statute of limitations of three years from the time it took over Fannie Mae and Freddie Mac (the housing guaranty agencies) to bring up fraud. So it is under time pressure to make the point that government-guaranteed agencies bought “toxic waste” from crooks. The inference is that Citibank, Chase Manhattan, Wells Fargo and Bank of America are a financial gang. These are now being asked to make restitution. Or at least the FHA has to pretend to go after them.

				The banks tried to stop this by having the Iowa attorney general head a group of attorneys general to make an overall agreement with the banks, basically to forgive them. In effect, their position is that “They’ve stolen $13 trillion. Let’s fine them $100.” The Obama Administration is backing this little slap on the wrist.

				But now the New York attorney general and I think his Nevada counterpart  have said, “Wait a minute. These guys have falsified loan documents and written in false figures. These guys are absolute crooks and we’re going to go after them and fine them and get restitution.” And that’s why Bank of America stock is down six percent today, because now they think, “Oh, my God. What if they actually enforce the law?”

			

			
				Obama’s attorney general, Eric Holder, seems reluctant to enforce the law. He seems like the sheriff who works for the gangsters who run a small town in Hollywood movies, as their protector. So this is the topic that the election should be all about—to make Holder and Obama prosecute the frauds rather than making sure that the crooked banks don’t lose anything.

				But despite all this, the important thing is that the real estate bubble would have developed in any event, even without help from criminals, simply because of the exponential financial dynamics at work and the increasing tax favoritism for real estate—taxing labor and industry rather than land rent.

				Q: Talk about the University of Missouri-Kansas City economics blog, the New Economic Perspectives on MMT that you mentioned. What is modern monetary theory?

				A: Basically, it’s the realization that we’re not on a gold standard anymore. When banks make a loan, they create a credit on their computer keyboard and their customer signs an IOU. So the loan creates the deposit, not the other way around.

				Governments can do this too. They don’t need to borrow from banks. They can create the money on their own keyboards to pull the economy out of recession. Some people call this principle post Keynesian, others call it heterodox. We are the opposite of the Chicago School, which claims to be free market but actually is pro-banker. Its idea of a free market is to let gangsters be part of the economy, as if crime is all part of individualistic gain seeking.

				What is “modern” about today’s money is that it is created by banks electronically at will—“freely.” If the government runs a deficit, it pumps spending power into the economy—either into the goods-producing sector, or on Wall Street balance sheets. But if the government runs a surplus, it sucks revenue out of the economy.

				If we’re going to spur recovery today, we need employment at living wages. The way to get this when there’s a lack of private sector demand is for the government to become the source of demand, by running a deficit. This is what the Republicans and the Democrats today are opposing, although they do not oppose making a deficit as such, as long as it helps the banks. But back in the 1930s the Republicans and the Democrats under Herbert Hoover as well as  Roosevelt  realized  that the government had to spend  more money on employment to get the economy out of recession. Today both parties are pushing austerity plans.

				Q: If people want to read about Modern Monetary Theory, where would they go on the Internet?

				A: To the UMKC (University of Missouri-Kansas City) economics blog: New Economic Perspectives. Most of my articles are posted there. Another good source is Yves Smith’s Naked Capitalism, and also the Levy Institute.

				Q: What about currencies—the dollar and euro as well as the renminbi and yuan?

				A: Currency markets are in turmoil because nobody knows how Europe will resolve its debt crisis. People are moving out of the euro into the dollar, and then out of the dollar into gold. They’re moving out of everything financial. Meanwhile, currency markets are being run by sophisticated computer programs that are meant to exploit marginal changes. But the underlying theoretical assumptions of how markets behave are only applicable under certain conditions  and trends  may be amplified  by inherent  self-feeding processes, thereby leaving the range of marginal change and causing unexpected results. There’s no way nowadays to relate exchange rates to domestic consumer prices, wage rates or anything that the textbooks talk about. It’s now all about the flow of funds—on credit, dominated by speculators.

			

			
				Q: If debts are canceled, how would this be done?

				A: The original plan for bad mortgage debt was to reset mortgages to match the current property prices. That’s one method. Or, you can bring mortgages in line with rental valuation, by asking what a home would rent for—and then capitalize the net rental revenue at, say, 5 percent interest. That would be a reasonable price for the property, so banks would be told to reset the mortgage at that level.

				Q: So the banks would write off a lot of the debt.

				A: Yes. And somebody would have to lose. This would have to be the big bank depositors, because the Federal Deposit and Insurance Corporation insures small depositors. So the big rollers would lose. And their share in the income has increased. The wealthiest one percent of Americans in 1979 received 39 percent of the interest, dividends, rent and capital gains. Now they have about two thirds. They’d have to go back to their historical proportions and the economy would become much less polarized between rich people and the rest of the economy. So you’d have a more normal economy by writing down this financial fat.

			

		

	
		
			
				The end game: government bailouts

				Interview with Mike Whitney on Counterpunch, September 7, 2008.

				Mike  Whitney: On Friday afternoon  the government  announced plans to place the two mortgage giants, Fannie Mae and Freddie Mac, under “conservatorship.” Shareholders will be virtually wiped out (their stock already had plunged by over 90%) but the US Treasury will step in to protect the companies’ debt.  To some extent it also will protect their preferred shares, which Morgan-Chase has marked down only by half.   This seems to be the most sweeping government intervention into the financial markets in American history.  If these two companies are nationalized, it will add $5.3 trillion dollars to the nation’s balance sheet.  So my first question is, why is the Treasury bailing out bondholders and other investors in their mortgage IOUs? What is the public interest in all this?

				A: The Treasury emphasized that it was under a Sunday afternoon deadline to finalize the takeover details before the Asian markets opened for trading.  This concern reflects the balance-of-payments and hence military dimension to the bailout.  The central banks of China, Japan and Korea are major holders of these securities, precisely because of the large size of Fannie Mae and Freddie Mac—their $5.3 trillion in mortgage-backed debt that you mention, and the $11 trillion overall U.S.  mortgage market.

				When you look at the balance sheet of U.S.  assets available for foreign central banks to buy with the $2.5 to $3.5 trillion of surplus dollars they hold, real estate is the only asset category large enough to absorb  the balance-of-payments  outflows  that U.S.  military spending, foreign trade and investment-capital flight are throwing off.  When the U.S.  military spends money abroad to fight the New Cold War, these dollars are recycled increasingly into U.S.  mortgage-backed securities,  because  there is  no other market large enough to absorb the sums involved.  Remember, we do not permit foreigners—especially Asians—to buy high-tech, “national security” or key infrastructure.  The government would prefer to see them buy harmless real estate trophies such as Rockefeller Center, or minority shares in banks with negative equity such as Citibank shares sold to the Saudis and Bahrainis.

				But there is a limit on how nakedly the U.S.  Government can exploit foreign central banks.  It does need to keep dollar recycling going, in order to prevent a sharp dollar depreciation.  The Treasury therefore has given informal assurances to foreign governments that they will guarantee at least the dollar value of the money their central banks are recycling.  (These governments still will lose as the dollar plunges against hard currencies—which is just about every currency except the dollar these days.) A failure to provide investment guarantees to foreigners would thwart the continuation of U.S.  overseas military spending! And bailing out foreigners obliges the Treasury to bail out domestic American investors as well, for obvious political reasons, quite apart from the fact that the major beneficiaries are the banks and institutional investors that are the Treasury Secretary’s major concern, given his Wall Street background.

				Q: Fannie and Freddie have been loading up on risky mortgages for ages, understating the risks largely to increase their stock price so that their CEOs can pay themselves tens of millions of dollars in salary and stock options.  Now they are essentially insolvent, as the principal itself is in question.  There was widespread criticism of this, year after year after year.  Why was nothing done?

				A: Fannie  and Freddie  were  notorious  for  their  heavy Washington lobbying.  They bought the support of Congressmen and Senators who managed to get onto the financial oversight committees so that they would be in a position to collect campaign financing from Wall Street lobbyists who want to make sure that no real regulation would take place.

				But most of all, Fannie and Freddie were almost single-handedly supporting the mortgage market that was making Wall Street rich.  Treasury Secretary Paulson has explained that these companies are being taken over in order to resume their major function: to reflate real estate prices.  They will continue to pump money in, thereby increasing the ability of homebuyers to run up more debt.  But the special-privilege rake-off that these two companies have got in the past will be eliminated.

				The CEOs claimed to pay themselves for “innovation.” In today’s Orwellian vocabulary financial “innovation” means the creation of special rent-extracting privilege, that is, a position enabling them to extract cash as a rake-off.  The privilege was being able to get the proverbial “free ride” (that is, economic rent) by borrowing at low-interest government rates to buy and repackage mortgages to sell at a high-interest markup.  Their “innovation” lies in the ambiguity that enabled them to pose as public-sector borrowers when they wanted to borrow at low rates, and private-sector arbitrageurs when they wanted to get a rake-off from higher margins.

			

			
				The government’s auditors are now finding out that their other innovation was to cook the accounting books, Enron-style.  As mortgage arrears and defaults mounted up, Fannie and Freddie did not mark down their mortgage holdings to realistic prices.  They said they would do this in a year or so—by 2009, after the Bush Administration’s deregulators have left office.  The idea was to blame it all on Obama when they finally failed.

				But at the deepest level of all, the “innovation” that created a rent-extracting loophole was the deception that making more and more bad-mortgage loans could continue for a prolonged period of time.  The reality is that no exponential rise in debt ever has been able to be paid for more than a few years, because no economy ever has been able to produce a surplus fast enough to keep pace with the “magic of compound interest.” That phrase is itself a synonym for the exponential growth of debt.

				It explains why the government’s effort to sustain the financial system based on a continued exponential rise in debt—based in turn on ever rising prices for real estate as collateral to enable property owners to borrow the interest falling due each year—must fail.  It must fail because there is no underlying growth in surplus disposable income or other economic surplus to pay.  So the debts must go bad in the end—and that means more defaults on property and hence an inevitable collapse in the mortgage market.  The government’s bailout will be in vain, but not before pouring vast sums into the financial markets to prop up a growth in debt that ultimately must fail.

				Q: In an earlier interview you said: “The economy has reached its debt limit and is entering its insolvency phase.  We are not in a cycle but the end of an era.  The old world of debt pyramiding to a fraudulent degree cannot be restored.” Would you expand on this in view of today’s developments?

				A: How long more and more money can be pumped into the real estate market, while disposable personal income is not growing by enough to pay these debts? How can people pay mortgages in excess of the rental value of their property? Where is the “market demand” to come from? Speculators already withdrew from the real estate market by late 2006—and in that year they represented about a sixth of all purchases.

				The best that this weekend’s bailout can do is to postpone and enlarge the losses on bad mortgage debts.  But this is a far cry from actually restoring the ability of debtors to pay.  Mr.  Paulson talks about more lending to support real estate prices.  But this will prevent housing prices from falling to levels that people can afford without running deeper and deeper into mortgage debt.  Housing prices are still way, way above the traditional  definition of equilibrium— prices whose carrying charges are just about equal to what it would cost to rent over time.

				The Treasury’s aim is to revive Fannie and Freddie as lenders— and hence as vehicles for the U.S.  economy to borrow from the foreign central banks and large institutional investors that I mentioned above.  More lending is supposed to support real estate prices from falling quite so far as they otherwise would—and in fact, the aim is to keep the debt pyramid growing.  The only way to do this is to lend mortgage debtors enough to pay the interest and amortization charges on the existing volume of debt they already have been loaded down with.  And since most people aren’t really earning any more—and in fact are finding their budgets squeezed—the only basis for borrowing more is to inflate the price of real estate that is being pledged as collateral for mortgage refinancing.

				It is pure hypocrisy for Wall Street’s Hank Paulson to claim that all this is being done to “help home owners.” They are vehicles off whom to make money, not the beneficiaries.  They are at the bottom of an increasingly carnivorous and extractive financial food chain.

				Nearly all real estate experts are in agreement that for the next year or two, many of today’s homeowners will find themselves locked into where they are now living.  Their situation is much like medieval serfs who were tied to their land.  They can’t sell, because the market price won’t cover the mortgage they owe, and they don’t have the savings to pay the difference.

				Matters are aggravated by the fact that interest rates are scheduled to reset at higher non-teaser rates for the rest of this next year and 2010, increasing the financial burden.  You may remember that Alan Greenspan  recommended that homebuyers  take out adjustable-rate mortgages (ARMs) because the average American moves every three years.  By the time the mortgage interest rate jumped, he explained, they could sell to a new buyer in this game of musical chairs—presumably with more and more chairs being added all the times, and plusher ones to boot.

			

			
				But homeowners can’t move today, so they find themselves stuck with rising interest charges on top of their rising fuel and heating and electricity charges, transportation charges, food costs, health insurance and even property taxes as these begin to catch up with the rise in Bubble Prices.

				The government has carefully avoided nationalizing the companies and thereby taking them onto its own balance sheet.  It has created a “conservatorship” (a word that my spellchecker does not recognize).  So the bailout of Fannie and Freddie looks like the Republicans are trying to play the financial just-pretend game simply until they leave office in February, after which time they can blame the failure of the “miracle of compound debt interest” on the incoming Democratic Congress.

				So it’s politics as usual: play for the short run.  In the long run—even next year—the real estate market will continue to drift down.

				Q: The economic news keeps getting grimmer and grimmer, but you’d never know it by listening to the politicians at the Republican Convention.  The only time the economy was brought up at all was in the context of praise for free markets and globalization.  The housing crash and credit market meltdown were not mentioned.  Could you tell us what you think the rising unemployment numbers, falling consumer demand, skyrocketing foreclosures and ongoing troubles in the credit markets mean for America’s future? Is this just a blip on the radar or are we in the middle of a major retrenchment that will result in falling living standards and a deep, protracted recession?

				A: The Republicans prefer to distract attention from how the Bush regime has failed over the past eight years.  By focusing attention on Iraq  and terrorism,  on personalities  and style,  serious discussion of such matters may be crowded out.  That’s what consolidating the mass market news media is for, after all.

				When politicians do talk about the economy, the basic strategy is to fight the November election over who has the nicest dream for what people would like to believe.  Amazing as it seems, a large number of Americans actually expect to have a good chance of becoming millionaires.  They’re simply not looking at the debt side of the balance sheet.

				The most striking economic dynamic today is polarization between those who live off the returns to wealth (finance and property extracting interest and rent, plus capital gains as asset prices are inflated) and those who live off what they can earn, struggling to pay the taxes and debts they are taking on.  The national income and product accounts—GNP and national income—don’t say anything about the polarization of property, and also don’t include capital gains, which are how most wealth is being achieved these days, not by actual direct investment to increase the means of production as lobbyists for trickle-down economic theory claim.

				But here’s how things look today: The richest 1% of the population receive 57.5% of all the income generated by wealth—that is, payment for privilege, most of it inherited.  These returns—interest, rent and capital gains—are not primarily a return for enterprise.  They are pure inertia, weighing down markets.  They do not “free” markets, except by providing a free lunch to the wealthiest families.  The richest 20% of the population receives some 86% of all this income—that is, what actually is increasing household balance sheets.

				What people still view as an economic democracy is turning into a financial oligarchy.  Politicians are looking for campaign support mainly from this oligarchy because that is where the money is.  So they talk about a happy-face economy to appeal to American optimism, while being quite pragmatic in knowing who to serve if they want to get ahead and not be blackballed.

				During the 1990s the bottom 90 percent of the population tried to catch up by going into debt to buy homes and other property.

				What they didn’t see was that an insatiable growth in debt is needed to keep a real estate and finance bubble expanding.  All this credit imposes financial charges, which have been largely responsible for polarizing wealth ownership so sharply in recent decades.

			

			
				These debt charges have grown so heavy that debtors are able to pay only by borrowing the interest that is falling due.  They have been able to borrow for the past few years by pledging real estate or other collateral whose prices are being inflated by Federal Reserve policy.  The Treasury also contributes by giving tax favoritism, un-taxing property and finance.  This forces labor and tangible industrial capital to pick up the fiscal slack, even  as they are being forced to carry a heavier debt burden.

				Homeowners do not gain by this higher market “equilibrium” price for housing.  Higher prices simply mean more debt overhead.  Rising price/rent and price/earnings ratios for debt-financed properties, stocks and bonds oblige wage earners to go deeper and deeper into debt, devoting more and more years of their working life to pay for housing and to buy income-yielding stocks and bonds for their retirement.

				Debt expansion to buy property seems self-justifying as long as asset prices are rising.  This asset-price inflation is euphemized and touted as “wealth creation” by focusing on real estate, stock and bond prices—even as disposable personal income and living and working conditions are eroded.

				So to come back to your broad question, I don’t see consumer demand rising much, except by foreign tourists coming over and spending their money as the dollar falls.  Here in New York, foreign buyers are supporting the real estate market.  The Wall Street downturn already has forced the city to postpone its promised property tax cuts and its subway expansion.  My wife and I just got our condo tax bill this week.  There was an explanatory note telling us that the only tax cuts will be for commercial property owners.  Residential property tax rates rise.

				It gets worse.  Without better transportation, wage earners will be squeezed across the country.  Higher gas prices, electricity, health care and food are crowding out spending on output and forcing people into even more debt.  That’s why arrears and defaults are rising.  Even rents are rising, despite falling real estate prices.  This is because houses under foreclosure can’t be rented out.  Millions of houses may be taken off the market in this way.

				Q: What exactly do you mean by “modern debt peonage”?

				A: This is what happens when wage earners are obliged to turn over all their income above basic subsistence needs to the FIRE sector—mainly for debt service but also to pay for compulsory insurance and, most recently, the tax burden that finance and property have shifted off themselves.

				The distinguishing feature about peonage is its lack of  choice.  It is the antithesis of free markets.  As I mentioned above, many families today find themselves locked into homes that have negative equity.  Their mortgage debt exceeds the market price.  These homes can’t be sold—unless the family can pay the difference to the banker who has made the bad mortgage loan.  The gap may exceed all the income the family earns in an entire year—just as it was making on paper a price gain larger than its annual take-home pay.

				But what did all this matter, in retrospect, if the house was for living, not for buying and selling? This dimension of  use value was left out of  account by focusing on paper wealth.

				In a nutshell, debt peonage is the other side of the coin in a rentier economy.  The negative equity we are seeing today is a key component of debt peonage.  It forces debt peons to spend their lives trying to work their way out of debt.  The more desperate they get, the more risks they take, and the deeper they end up.  In Kansas City, one of my students wrote his class paper on how the immediate cause of many mortgage defaults is gambling debt.  Missouri has a lot of fundamentalist Christians who think of God as watching carefully over them.  Being good people, they want to give God a chance to reward them for living an honest life.  So they go to the gambling boats that are moored along the river.  But the odds are against them.  It looks like Einstein was wrong when he said that God doesn’t play dice.  Gambling—and much financial speculation—is all about probabilities, and the odds are as much  against gamblers as they are against debtors.  Being laws of nature, the laws of probability are like the privilege of land ownership: a gambling license that provides the house with an opportunity to rake economic rent off the top.

				Q: In the short run it looks like slow growth and deflation will be bigger problems than inflation.  Commodities, including gold and oil, are tumbling almost daily, while bank assets are being steadily downgraded, foreclosures are soaring and the stock market is reeling.  The financial crisis that began in the real estate market has triggered a boycott of structured products and is now rippling through the broader economy.

			

			
				The Federal Reserve has already dropped interest rates by 3.5 per cent and has used up half its balance sheet ($450 billion) to shore up the faltering banking system.  But the situation keeps getting worse.  The banks have curtailed their lending, and consumer spending is off in nearly every area.  It looks like the Fed is out of ammo.  Is it time to consider fiscal alternatives to the present downturn, such as cutting payroll taxes to give families more money to increase demand, or initiating massive infrastructure projects?

				A: By “deflation” I assume you mean debt deflation—draining purchasing power as a result of rising debt service and compulsory insurance, plus the wage squeeze that the government praises for “raising productivity” to “create wealth” for the CEOs who pay themselves what they have cut back from labor’s paycheck.  There will be less consumer spending—but even so, consumer prices may not come down if the dollar resumes its fall, especially if monopoly pricing continues to be permitted.

				Your solution is indeed what is needed, and Mr.  Obama has promised to raise the wage and salary limit subject to FICA withholding.  I think that an even better idea would be to go back to the original 1913 income tax and exempt wages that merely cover subsistence.  I would restore a cut-off point at $102,000 in today’s dollars, matching the terms of America’s 1913 income tax.  People earning less would not have to file an income-tax return at all.

				This truly conservative idea would free income to be spent on improving living standards.  Instead, high income brackets and property have been un-taxed,  and their tax savings are being spent mainly in making loans that are used to bid up the price of wealth and luxury goods.

				This is what the classical economists warned against, yet the tax shift off property onto labor is being done hypocritically in their name.  To get the kind of free markets they advocated, taxes should fall on the FIRE sector (finance, insurance and real estate) and monopolies, not wages or bona fide industrial profits stemming from tangible capital investment and employment.

				Q: This June you wrote a groundbreaking paper for a recent Post-Keynesian conference at the University of Missouri in Kansas City, where you’re an economics professor.  Its title was “How the Real Estate Bubble drives Home buyers into Debt Peonage.” You earlier wrote a now famous May 2006 Harpers cover story on debt peonage.  Your Kansas City paper produces charts showing how tax favoritism for real estate and other clients for the banking and financial sector stimulates asset-inflation, leading to massive equity bubbles like the one we are currently experiencing in the housing market.  Would you give us a brief summary of your thesis?

				A: My paper explained how the money the tax collector gives up is “freed” to be paid to banks as interest.  This is the motto of real estate investors: “Rent is for paying interest.” The FIRE sector has adopted a populist rhetoric to persuade homeowners to believe that lowering the property tax will end up giving them more money.  It seems at first blush that this would happen.  But in practice, new buyers—and speculators—come into the market and pledge the equivalent of the tax cuts to bid up housing prices all the more.  The winner in this new anti-tax marketplace is the buyer who pledges to pay the tax cut to the banks as interest on a mortgage loan to buy the property.

				As my paper describes: “Tax favoritism for real estate, corporate raiders and ultimately for bankers has freed income to be pledged to carry more and more debt, which has been used to fuel asset price inflation that raises the price of home ownership, corporate stocks and bonds—but not to increase production and output.  ...  Shaping the marketplace to favor finance and property over industry and labor does not create a ‘free market.’ Instead, it favors the debt-leveraged buying and selling of real estate, stocks and bonds, distorting markets in ways that de-industrialize the economy.  [And] shifting taxes off property and finance is more a distortion than a virtue, unless debt leveraging is now deemed virtuous.

				This is the tragedy of our economy today.  Credit creation, saving and investment are not being mobilized to increase new direct investment or raise living standards, but to bid up prices for real estate and other assets already in place and for financial securities (stocks and bonds) already issued.  This loads down the economy with debt without putting in place the means to pay it off, except by further and even more rapid asset-price inflation.

			

			
				This is largely the result of relinquishing planning and the structuring of markets to large banks and other financial institutions as political lobbyists have rewritten most of today’s tax laws and sponsored general public deregulation of the checks and balances that were being put in place by the late 19th century.  At that time, just over a hundred years ago, it seemed banking would be industrialized, while landed wealth and monopolies would become more socialized and their “free lunch” (economic rents) fully taxed.  Instead of real estate prices rising as we are seeing today, this ‘free lunch’ would provide the basic source of public finance, especially the financing of public infrastructure.  Technology and productivity would increase industrial capital formation and raise labor’s living standards.  These policies would free markets from rent extraction and also from taxes as the fiscal burden was shifted back onto property.

				But this is not what has occurred.  The financial system has used its power to extract fiscal favors for real estate and to press for deregulation of monopolies as the major source of its interest and collateral for its loans.”

				Q: What do you think the positive effects would be of taxing property rather than income and industrial profit?

				A: It would have two major positive effects.  First, it would free the poor, the middle class and industry from the tax burden.  And by the same token, it would require the economic rent currently used to pay interest and claimed as depreciation to be paid instead as a property rent tax.  This would free an equivalent sum from having to be raised in the form of income and sales tax.  That was the classical idea of free markets– a fact lost on most people today, hence the aversion to property taxes by the population at large.  As matters stand today, the tax subsidy for real estate and finance leaves more net rental income to be capitalized into bank loans.  This is a travesty of the “free markets” that lobbyists for the banks and the wealthy in general claim to advocate.

				Replacing income and sales taxes by a land-rent “free lunch” tax would make real estate prices more affordable, because the interest now “free” to be paid to banks to support a high debt overhead would instead be collected and used to lower the tax burden on labor and industry.  This would reduce the cost of production and living, I estimate by about 16 percent of national income.

				Homeowners and renters would pay the same amount as they now do, but the public sector would recapture the expense of building transportation and other basic infrastructure out of the higher rental value this spending creates.  The tax system would be based on user fees for property, falling on owners in a way that collects the rising value of their property resulting from “location, location, location” (enhanced by public transportation and other infrastructure), and from the general level of prosperity, for which landlords are not responsible but merely are the passive beneficiaries under current practice.

				A Neo-Progressive fiscal policy would aim at recapturing the land’s site value created by public infrastructure spending, schools and the general level of prosperity.  The economy’s debt pyramid would be much smaller, and savings could take the form of equity investment once again.  By slowing growth of debt, housing and office prices, and by lowering taxes on income and sales, the economy would be restored to a more competitive international standing.

				Q: I’d like to expand on what you have said in your article and you can correct me if I’ve got it wrong.  You say that today’s tax code poses an obstacle to progressive political change, and puts more and more power in the hands of bankers and speculators who profit from “boom and bust” cycles.  In other words, does reworking the tax system need to be the  cornerstone of any progressive platform? Is this the bigger point you are trying to make?

				A: No, but it’s certainly the tax point I want to make.  The more important point is my analysis of the mathematics of compound interest and how it intrudes increasingly into any economy, but I discuss that elsewhere.  The fiscal link with taxation is that as finance strips more and more wealth via deregulation and tax loopholes, Wall Street converts its economic power into political power.  Its main aim is to free itself from taxation—by shifting the burden onto labor.

				One way to achieve this tax shift has been to re-define taxes as a “user fee.” This is what the Greenspan Commission did in 1983 when it imposed heavy regressive taxation on labor via FICA wage withholding for Social Security and Medicare instead of funding these programs out of the general budget, to be paid for largely by the higher brackets.  In a subversion of the progressive intent of the “Social Security Trust Fund,” the heavy tax surplus it generates has been used to cut tax rates on the upper wealth brackets.

			

			
				The tax code’s “small print” made commercial real estate free from having to pay income tax by pretending that landlords were losing money on their property as buildings depreciated—as if the land’s rising site value did not more than compensate—a monumental loophole.  Most important, interest was treated as a tax-deductible expense.  This encouraged debt leveraging rather than equity investment, creating an enormous market for bankers to create credit and collecting interest on it.

				Q: You say in your article that there’s “a symbiosis between finance, insurance and real estate” which is at the core of the Bubble Economy.  And that this creates a “a feedback loop between bank credit and asset prices.  The quickest and easiest path to wealth is not to earn profits by investing in industry, but to go into debt and ride the wave of asset-price inflation.  The result is a shift of wealth seeking away from industry to engage in financial maneuvering on credit.

				Is this financialization trend irreversible, or is there a way we can revitalize America’s industrial base? Should we consider nationalizing the failing auto industry and putting people to work while we build vehicles for the future?

				A: Nationalization may not be my answer as long as financial interests have replaced the government as society’s new central planners.  I fear that nationalization under today’s political conditions would mean “socializing the losses” by having the government absorb them (at taxpayers expense) and then sell off the companies at the usual give-away price to new buyers to purchase on credit, all to the benefit of Wall Street.

				If there is any sector to be nationalized, it should be the FIRE sector—finance, insurance and industry—along with taking basic infrastructure back into the public domain by de-privatizing it.  The Progressive Era’s plan that made America so rich and dominant a nation was for the government to supply basic services such as railroads, phone systems, the post office and roads or canals at cost or at a subsidy to level the playing field and keep the economy prosperous and free of rentier overhead.  This lowered the price structure across the economic spectrum, enabling the United States to undersell and out-produce other economies.

				Q: We are now in Year 2 of the so-called credit crisis, what Bloomberg News calls “the worst financial crisis since the Depression.” More and more pundits are pointing at the Fed’s monetary policies as the source of the troubles.  Surprisingly, even the New York Times has joined in the finger pointing by admitting that Greenspan played a central role in the housing bubble.

				Here’s what The New York Times recently said: “Who’s to blame? In the estimation of many economists, it starts with the Federal Reserve.  The central bank lowered interest rates following the calamitous end of the technology bubble in 2000, lowered them more after the terrorist attacks of Sept.  11, 2001, and then kept them low, even as speculators began to trade homes like dot-com stocks.  Meanwhile, the Fed sat back and watched as Wall Street’s financial wizards  engineered  diabolically complicated investments  linked to mortgages, generating huge amounts of speculative capital that turned real estate into a conflagration.”

				Q: How would you characterize  Greenspan’s  part in the present crisis?

				A: He was its cheerleader, with backup from the University of Chicago and a slew of right-wing think tanks.  Mr.  Greenspan gave all this trickle-down economics a patina of rationale and also a rhetoric pretending that the financial bubble was helping homeowners rather than mortgage lenders and Wall Street.  His role has been to translate his mentor’s (Ayn Rand’s) flawed economic ideas into populist euphemism that serves mainly privilege and the wealthy.

				The role of financial cheerleaders such as Alan Greenspan has been to confuse the economic issues, above all by depicting running into debt as “debt leverage” to accelerate “wealth creation” for all.  Looking backward, we now can  see that this was really debt creation.  When Mr.  Greenspan spoke about wealth, he didn’t mean the kind that Adam Smith referred to in The Wealth of  Nations— tangible means of production.  Mr.  Greenspan meant balance-sheet financial claims on this wealth in the form of stocks, bonds and property claims.  Adam Smith said that to count these monetary forms of wealth alongside the actual land and capital of Britain would be double counting.  For Greenspan, the liabilities side of the economy’s balance sheet—what its producers owed to financial and property owners—became the only kind of wealth he really cared about.

			

			
				This inside-out perspective was largely responsible for de-industrializing, downsizing and outsourcing the U.S.  economy.  Mr.  Greenspan’s idea of “free markets” was simply to deregulate them—covertly, to be sure, by appointing de-regulators to the government’s key regulatory positions.  This made it all possible—asset stripping that created some conspicuous billionaires (corporate raiders, re-christened “shareholder activists”) and hence won the praise of Mr.  Greenspan and the nation for ostensibly playing a positive role in “wealth creation” and a seemingly healthy economy by his measures.

				The bottom line is that the economic vocabulary has been turned into double-think.

				Q: I have no background in economics, and never had any particular interest in the topic.  My frustration with the direction of the country—particularly the Iraq war and the dismantling of civil liberties—led me to search for answers in places that I never otherwise would have looked.  Now I am convinced that the war in Iraq and the rapid shift towards a police state here in America are logical corollaries of the economic polarization that has its root in policies that are fundamentally flawed and serve the narrow interests of corporatists, bankers and other vested interests.

				A: With regard to your abhorrence of economics, some of my best students at the New School withdrew from the discipline as they found that it wasn’t addressing the problems they were most concerned about.  The field has been sterilized by more than a generation of Chicago School intolerance.

				The economics profession does not seem to be amenable to reform along the lines that would get you interested in it.  It has become mainly a rhetorical gloss to depict financial oligarchy as if it were populist economic democracy.  Many people have tried to expand its scope, and have failed.  Thorstein Veblen made an attempt a century ago, his analysis—basically, classical political economy— was exiled to the academic sub-basement of sociology.  Economists preferred to put on blinders when it came to looking at wealth distribution and the classical distinction between “earned” and unearned” (that is, parasitic) income.  Just while sex was becoming un-repressed, wealth distribution became the new politically incorrect topic to discuss.

				In the old movies about invaders from outer space such as The Thing, there usually was a near-sighted scientist who said, “Let’s try to reason with it.  It’s smarter than we are, because it’s come in a flying saucer with all that great technology.” The monster from outer space then would simply whack the man aside, killing him brutally.

				It’s much like the Terminator from the future.  “It doesn’t feel compassion.  It doesn’t feel pain.  You can’t reason with it,” says the movie’s hero.  “All it does is kill.”

				This is the monster created by the Chicago Boys and the neocons in their defense of financialized markets as being “free.” You can’t reason with them.  Reason is not their job.  They are not there to be fair.

				But to achieve its goal, today’s economic orthodoxy pretends that markets work in a fair way to provide everyone with opportunity—something like a sperm with a chance to inherit a billion dollars from a Russian kleptocrat or American real estate magnate or Wall Street operator.  To promote this worldview, one needs to craft a rhetoric pretending that markets are “free,” not leading to serfdom.  One has to pretend that it is government regulation of the kleptocrats that is leading to serfdom rather than protecting the population from predatory finance.

				Regarding your concern with the police state and, ultimately military aggression that is required to promote “free markets” at gunpoint, Pinochet-style, empire building always has gone hand in hand with impoverishing the population of the imperial center as well as its periphery.  For starters, empires and wars don’t pay, at least not in modern times.  At best, it is like the war in Iraq—a vehicle for the Bush administration to channel billions of “missing” dollars to its campaign supporters, to recycle back into new Republican campaign funding.  The economy at large is taxed as imperialism turns into asset stripping.

			

			
				A second and more purely political dimension of imperial warfare is to distract the attention of voters away from economic issues, by appealing to their nationalism and chauvinism.

				Hobson’s theory of imperialism was that the domestic population lacked the income to consume what it produced, so that producers had to seek out foreign markets.  This led to war.  But today, the “post-industrial” mode of imperialism is more about recycling wealth to produce capital gains, mainly by globalizing and privatizing the Bubble  Economy.   The  most  important markets  for “wealth creation” are not for goods and services, but for real estate and financial assets.  So we are brought back to your initial questions today, about how Fannie Mae and Freddie Mac will sponsor more sales of mortgage-backed securities.

				Q: I think your article offers a straightforward way to avoid disaster and to transform society by changing the tax code so that it strengthens the middle class and levels the playing field between “the haves and the have-nots.” But how can this be achieved without breaking your ideas into snappy sound-bytes and building a broad based grassroots movement devoted to working class issues and economic justice? Is there a way to make these transformative social changes without starting a third political party; an American Labor Party perhaps?

				A: If the incoming Democratic administration proves to be more of the same, pressure will indeed arise to create a new party.  More often economic reform has come from the top, but I don’t see it from the Republicans, given their level of corruption and outright economic ignorance.  Within the Democratic Party the question is whether the Wall Street Democratic Leadership Committee (who gave us Gore and Lieberman after the Clintons) will continue to impose its stranglehold.

				Any real improvement will need an educational campaign to prepare the ground for making economic reform the centerpiece of major elections.  This educational role often has been filled by third parties.  In the 1890s, for instance, the main Progressive Era campaigning occurred outside of the Democratic and Republican parties.

				Q: Can you elaborate on why Asian holdings of Fannie and Freddie securities are so important?

				A: The money that central banks in Asian countries and other payments-surplus economies are investing in the US is not created by their printing presses, but on those of the United States.

				They’re not holding debts over our heads.  They’re stuck with the dollars with which the U.S.  Fed is flooding the U.S.  economy with money.  U.S.  investors and consumers then spend some of this abroad.  We import more than we export, and the trade deficit winds up in the hands of foreign central banks.  So does the money that U.S.  investors spend on buying up foreign stocks, bonds and real estate.  The recipients of this money—foreign exporters, and sellers of assets to U.S.  buyers—then turn the dollar checks they receive over to their banks for domestic currency.  The commercial banks then turn these dollars over to their central banks.

				The central banks then look for some way to recycle these dollars into investments in the United States or other countries that want dollars.  If they did not recycle this money in dollars but sold the dollars (much as their own exporters and banks are selling them), the dollar’s exchange rate would fall against their currencies.  This would make it harder for their exporters to sell to markets, as dollar prices would be falling.  To prevent pricing their exporters out of the U.S.  and other dollarized markets, foreign central banks bought Fannie Mae bonds and mortgage securities that yielded a bit more than Treasury bonds.

				If central banks were now to loose substantial sums on these Treasury securities, they would conclude that there’s really nothing they can buy that’s safe here.  If they stopped recycling their circular dollars, their pullout could end the U.S.  free lunch.  The more credit we created, the further the dollar would fall.  But foreign countries would not simply stand by passively.  They would be likely to erect special tariffs against dollar exports, and would block U.S.  purchases of their real estate and other assets, stocks and bonds.  Or they might even use their dollars to nationalize U.S.  business branches in their countries.  The global economy would fracture.  And this would involve a political and military fracture as well.

			

		

	
		
			
				Forecasting the Obama Administration

				Interview with Acres U.S.A., November 14, 2008

				Q: Recently Alan Greenspan said four words we thought we’d never hear: “I made a mistake.” Would blunder be a better word?

				A: The anti-government philosophy he promoted was so narrow-minded and ideological that he wasn’t able to see reality.  But in his defense, his clients didn’t want him to draw a realistic picture.  They wanted him to promote policies that enabled them to make money, above all by deregulating markets to let them act in predatory short-term ways, and by fighting against labor income so as to leave more for rentier takings.  Supporting this policy involved deceiving people as to how the economy actually works, but that’s what he was paid to do.  So he can claim that he was “only following orders,” and playing his role with star quality.

				Greenspan essentially was representing the Wall Street group he had courted as clients for many decades.  They want to create a more centralized economy—by shifting the planning power out of government into their own hands, without the checks and balances that democratic governments have.  If you want to create a planned, predatory market, the public relations ploy is to call it a “free market.” Mr.  Greenspan used libertarian rhetoric to oppose government power, pretending that this would produce an efficient unplanned economy.  But every economy in history has been planned by somebody.  The question is always, who’s going to do it? Normally it’s the government’s job to undertake long-term planning.  The financial sector has been notoriously short-term, concentrating on quick in and-out trading.  If government’s role is to raise production and living standards, that of finance is extractive.

				The objective of financial investors these days is short-term.  Money managers are graded every three months or so.  That means the economy is being planned increasingly in the short run.  The hope is that one can get rid of bad investments by turning them over to the proverbial greater fool.  For many years this was supposed to be foreign investors such as German banks and funds, and then maybe Arab sovereign funds.  Now the greater fool is the U.S.  Government, which has spent $850 billion in “cash for trash” swaps by the Federal Reserve, another $700 billion through the Treasury Department, and $200 billion on Fannie Mae and Freddie Mac.  Wall Street’s financial sector thus is using the government as a dumping ground for junk mortgages and other toxic financial waste.

				Q: We read in the press that the financial situation worldwide is in disarray.  You have people as different as Mayor Bloomberg in New York and Silvio Berlusconi of Italy calling for a moratorium on financial trading, pending the arrival of more suitable rules.  What do they mean?

				A: I’m not sure, because it doesn’t really make sense.  Suppose that the United States and Europe passed a moratorium on trading in stocks, derivatives or other speculative gambles.  There still would be trades and auctions to buy securities in an offshore market.  It could be in the Cayman Islands, Russia or even China.  There’s no way you could stop trading on the equivalent of U.S.  depository receipts.  There aren’t going to be new international rules in the near-term future because Wall Street has virtual veto power on politicians in Europe as well as in North America.


				Q: We just read your paper in America’s Protectionist Takeoff 1815–1914 on how the Department of Agriculture was founded by advocates of industrial protectionism rather than by farming interests, which were dominated by Southern plantation owners be fore the Civil War.  It is enlightening because your discussion of soil depletion as an “external” cost of commercialized export-crop production squares with some of the things we’ve published in Acres U.S.A.  through the years.  How did it happen that the international trade, which probably is no more than 17 or 18 percent of national income, ends up being the tail that wags the economic dog?

				A: The important link is between foreign trade and domestic credit creation.  For many centuries international trade was the way in which countries that didn’t have mines of their own could get gold and silver.  That’s how James Steuart defined international trade in 1767.  It was the means of increasing the money supply.   Since the mid-19th century, the Bank of England raised British interest rates to stabilize sterling’s exchange rate when economic expansion led to trade deficits.  By the 1950s this led to a “stop-go” policy.  Britain and other countries slowed their economic growth in order to borrow money to stabilize their exchange rate.  The United States has been unique in not having to do this.  Over the past few decades its trade and payments deficit widened, yet it kept on push ing its interest rates down to fuel the Bubble Economy.

			

			
				Today the money supply has become decoupled from gold and silver.  International monetary reserves consist of foreign currency holdings—in the form of loans to foreign governments.  Outside the United States these reserves consist mainly of U.S.  Treasury bonds.  These in turn are issued to fund the domestic budget deficit, which stems largely from military expenditures in the Near East, Europe and Asia these days.  So you have the world monetary base being U.S.  military and consumer spending that creates a balance-of-pay ments deficit pumping dollars into the hands of foreigners.  Recipients turn these dollars over to their central banks for domestic currency.  And these central banks then turn around and invest the dollars in Treasury Bills to finance the U.S.  budget deficit.  So basically today it’s the U.S.  balance of payments deficit that finances the domestic U.S.  budget deficit, while pumping “monetary re serves” into the world.

				The United States seems to be almost the only country that acts first and foremost in its own self-interest (or at least as its economic diplomats perceive this national interest).  U.S.  policy makers act without much regard for international law (as I describe in Global Fracture with regard to its unilateral tariff policy and protectionism of domestic investors) and even ignores the balance of payments— and other countries let us get away with it, imagining themselves to be powerless.

				Foreign countries haven’t come up with an alternative monetary base.  They haven’t devised a way to monetize their own government debt, so they depend on running an export surplus or selling off their companies to get a balance of payment surplus to achieve the credit base for their own monetary expansion.  But it’s an illusion that they need foreign trade in the way that they needed it before 1971, when the Vietnam War brought the U.S.  dollar off gold.  Still,  the effect is that America receives the consumer goods, oil and other raw materials in its trade deficit virtually for free, and is able to wage foreign wars free of the balance-of-payments constraint to which other nations are subject.

				Q: Looking at it from the lay point of view, we wonder how can this continue when it’s based on debt that seems to double and redouble itself about every eight to 10 years.

				A: As Adam Smith said in the Wealth of  Nations, no government has ever repaid its debt, although some have pretended to do so.  The U.S.  government now owes foreign central banks about $4 trillion.  There’s no way in which the U.S.  economy can repay those debts, given its structural balance-of-payments deficit, even if the government wanted to do so—which it doesn’t.  The United States is the only country in the world that systematically puts its own economic interests first and has no intention of letting foreigners dictate economic policy to it.  Foreign countries are letting the United States make their economic policy.  It’s as if the world economy is a chess game with the United States playing both sides.

				Q: There seems to be a self-destruct mechanism built in about every 80, 90, 100 years.

				A: What’s remarkable today is that there hasn’t been much destruction of debt.  The aim of Henry Paulson and the Democratic Party’s Wall Street bailout has been to keep the debts on the books and even increase the market for bank loans by re-inflating the real estate market.  But instead of leaving these bad loans in the hands of the banks and financial institutions that originated them, the government is taking responsibility.

				Q: So they buy a little more time.  But ultimately …

				A: As you say, when the debt is doubling every eight years at compound interest at today’s rates, we’ve reached the limit.  Every U.S.  economic recovery since World War II has taken off from a higher debt ratio.  It’s like trying to drive a car with the brakes on.  Right now the debt overhead is so high that one-fifth of homes are reported to be in negative equity.  That means that the mortgage is higher than the property’s market value—and usually more than the homeowner can pay, particularly  as adjustable-rate mortgages reset at higher rates.  Today’s average U.S.  family is reported to pay about 40 percent of take-home pay in housing costs, mainly mort gage costs, and another 15 to 20 percent in personal debt charges— credit card loans, bank loans, auto and student loans.  This doesn’t leave much discretionary income to spend on goods and services.  So sales and profits are down.  This leads companies to lay off employees—and that means there will be even more defaults and a deepening stagnation.

			

			
				Q: That stagnation is going to come out of the hides of whom? 

				A: From the bottom of the economic pyramid, not the top.  Paying interest on the Treasury’s new bailout debt requires new taxes, or else new charges and user-costs for public services—roads, sewers and other public utilities that states and municipalities are now being obliged to sell off to private investors to get the money to cover their budget deficits.  In fact, cities all over the country are coming under pressure to cut their property taxes to “free” income for property owners to pay their bankers and avoid default.  Bankers’ interests thus are being put ahead of the public interest.  And if the cities let foreclosures proceed, they are going to have abandoned buildings, burnouts and public nuisances, leading to further shrinkage of their tax base.  So this isn’t a good time to be buying municipal bonds.

				The financial bubble’s bursting has created a local fiscal crisis as property taxes, income and sales taxes decline.  Wall Street is now pushing for asset sell-offs.  This threatens to make cities and states look like a Third World kleptocracy.  I fear that will be accelerated under Mr.  Obama if he appoints the Treasury officials rumored in the news.  People like Larry Summers, former head of the World Bank, would treat the United States much like the World Bank has treated Third World countries.  If you want to get a foretaste of what the U.S.  economy would look like, see what Clinton’s Treasury Secretary Robert Rubin did to Russia.  We’re going to find life spans shortening, health care going down, suicide rates up, alcoholism and drug abuse up, and living standards falling.  We’ve entered an era of asset stripping in an attempt to keep the debt overhead grow ing at an exponential rate.

				Q: Berlusconi of Italy is also calling for revision of the Bretton Woods agreements.

				A: When you have the reported richest man in Italy calling for a new Bretton Woods, you know that he’s representing interests to put the class war back in business.  I think the term “Bretton Woods” is unfortunate, considering that the world needs to get rid of the two awful Bretton Woods institutions—the World Bank and IMF— that have been twisted into arms of U.S.  diplomacy to demand austerity programs and privatization sell-offs to local and global kleptocracies.

				Q: Is there any chance that this new administration will do some staffing outside the ranks of the Council on Foreign Relations?

				A: It doesn’t look like it.  The first official appointment that Mr.  Obama made was Rahm Emanuel from Clinton’s Democratic Leadership Council, the right wing of the Party.  It looks like if you’re going to enact an anti-labor policy for the very rich, you want someone who will avoid making any real economic change and will run an administration that will be a cross between Bush III and Clinton III.  Who better than to have the political equivalent of Boris Yeltsin as an umbrella protecting Wall Street by leaving its own lobbyists in charge of regulating the economy? It looks like Mr.  Obama is  the front man to impose  anti-labor policies  that no Republican could enact.  You need a Democrat to do that, just as in England you needed a Labour Prime Minister like Harold Wilson or Tony Blair to impose anti-labor policies.  Labour governments in New Zealand and Australia have taken a similar neoliberal position.

				Q: So we’re back to the same old game—here are a couple of similar people you get to vote on, Flavor A or Flavor B.

				A: That looks like it: “Yes,” or “Yes, please.” I just got back from an economic conference in Berlin, and the Europeans were saying, “Well, it’s true that Mr.  Obama backed the $700 billion Treasury bailout, but maybe he’s like Gorbachev.” Gorbachev bided his time and seemed to go along with the majority of the Communists until he got in power, and then he made radical changes.   Maybe, they hope, Obama is doing the same thing.  But despite the fact that he’s won a huge mandate for change, the first thing he does is the antithesis of change by appointing Mr.  Emanuel.

			

			
				Q: In other words, they’re harnessing the same old horses.

				A: So it seems.

				Q: With the central banks locked together as they are, do we in effect have a one-world currency?

				A: It’s more a like-minded neoliberal monetarist philosophy that central bankers share.  They typify the quip that a requirement for getting their job is that they not understand how finance and banking really work and affect the “real” economy.  They end up shills for privatization and bank bailouts—and impose destructive austerity programs to squeeze out more revenue to be pledged to pay interest.  Assets exist to be collateralized for more debt created by the banking system.   

				The reason why there can’t be a one-world currency in the fore seeable future is that creating money is a political act, above all be cause taxes are what give exchange value to money.  A one-world currency would pre-suppose  a one-world parliament to decide whom to tax and what to do with tax proceeds.  Today, the closest thing to a cosmopolitan currency is the dollar.  But it’s cutting taxes at home, while forcing dollars onto other countries in exchange for their exports and asset ownership.  This is a free lunch that has the effect of taxing the rest of the world.  It’s not a one-world currency, but just the opposite.  It is asymmetrical, not a unipolar one-nation currency.  Continued U.S.  domination of the IMF, World Banks and international financial system is thus inherently unstable and temporary.

				Q: What’s going to be the role of American agriculture in this new Obama world?

				A: It doesn’t look like they are going to use much more grain for gasohol.  I think that Obama is representing the same interests as Al Gore—the coal industry and nuclear power.  Agricultural states are not the basis of the Democratic Party anywhere near what they used to be.  If you look at voting patterns, the center and south of the country voted mainly Republican, so probably they’re going to lose influence rather than gain it.  Obama has said he’s going to use a line veto on many items, and that probably will include a lot of agricultural supports that are going to big business anyway, not to family farmers.

				Q: Some of our friends at the American Monetary Institute, which you’re familiar with, believe that the government should establish a permanent money supply out there in circulation, free of interest.  Would you like to comment on that?

				A: Money itself doesn’t bear interest.  Credit bears interest.

				Q: What we’d do is monetize credit.

				A: I think their aim is to concentrate money creation in the hands of the Treasury, so that commercial banks will function essentially as savings banks.  They can take in deposits and lend them out.  But they can’t create new credit.  That will be supplied by the Treasury.  What is prompting this reform proposal is that if you look what credit has been lent out for in this country for the last 20 years or so, it has not been to expand the means of production.  Banks have lent mainly against collateral, and the effect of their credit is to inflate prices for property already in place and stocks already is sued.  This was Alan Greenspan’s twist—to carry the debt overhead by moving the economy into a Ponzi phase, using bank credit to finance the real estate bubble and stock market bubble.  The idea was that on the basis of higher asset prices, debtors could go back to the banks and borrow money to pay the interest.  Banks then would lend out the interest they received, fueling yet more asset-price inflation against which debtors could borrow.

				The constraint on this self-financing Bubble Economy is the ability of current income to cover the interest charges, which it is less and less able to do.  The banking system has not been using its credit-creating abilities to help the economy grow.  It’s been extend ing credit simply to load the economy down with more and more debt.  The American Monetary Institute’s proposal of 100 percent reserves, the “Chicago Plan,” is a rather drastic alternative to make the commercial banking system like savings banks or S&Ls used to be, simply lending out their deposit base plus money that would be created and supplied by the government.  The hope would be that the Treasury would create credit to finance capital formation and infrastructure spending rather than be taken over by Wall Street for its own purposes.

			

			
				The alternative would be along the lines of regulating commercial banking to prevent predatory or unproductive lending and steering it into more productive lines.  The problem is that Wall Street would fight this tooth and nail as “socialism.” The kind of “socialism” it wants is bailouts, not an informed set of priorities and values.  The AMI’s plan addresses this basic political problem that plagues the way in which the banking and financial system now operates.

				Q: It sounds like we’re building national income by rolling dice across the gaming table.  Each time there’s a transaction, we add it into the accounts, but now we’ve arrived at a point where we’re producing nothing.

				A: It sounds like casino capitalism, all right.  In casinos the house always wins.  That seems to be what is happening in this game.

				Q: In terms of the financial ruin we’re experiencing and the general instability of the economy, what would you do if you were an economic advisor to the new administration?

				A: The first thing would be to explain how financial policy and fiscal policy go together.  They’re two sides of the same coin.  What gives value to money ultimately is its use in paying taxes.  That’s the basis of what Georg Friedrich Knapp called the State Theory of Money, and it’s what we teach at the University of Missouri in Kansas City.  So monetary and financial stability requires an appropriate tax policy.

				One way to stop the abuse of credit creation to fuel asset price inflation would be to tax economic rent and rent-yielding re sources—windfall gains of the “free lunch” sort—so as to untax labor’s wages, industrial and agricultural profits.  The main “economic rent” tax would fall on land, the broadcasting spectrum and on monopolies, although I would prefer to keep natural monopolies in the public domain or restore them to it.  I should make it clear that the main economic rent no longer occurs in agricultural land as it did in Ricardo’s day, when he wrongly thought that land had “original and indestructible powers” of fertility.  Fertility now requires an ongoing expenditure.  Most land value these days is for urban land, followed by suburban land in commercial or residential demand.  Farmers are being squeezed—not least by special tax breaks that benefit large agribusiness corporations.

				The virtue of taxing windfall “free lunch” income—revenue that has no counterpart in actual necessary costs of production—is that this revenue will not be available to be pledged to banks to pay the interest.  Untaxing real estate since 1930 has simply “freed” it to be paid out as interest—for loans that have bid up the price of rent-yielding sites, broadcasting frequencies and monopoly opportunities to extract income rather than create it.  Taxpayers end up paying the same carrying charges for their real estate, but they pay it to banks instead of to the tax collector.  This is the basic fiscal axiom: What the tax collector relinquishes is freed to be paid out to bankers.  Or as real estate investors such as Donald Trump would put this principle, “Rent is for paying interest.”

				Untaxing the land’s site value has forced state, local and federal government to shift the tax burden onto labor and industry.  Making interest tax deductible encourages debt leveraging rather than equity financing, and this practice forces yet more taxes to be shifted onto labor and capital.  The effect is to raise the break-even point of wages and profits.  So the tax system has been distorted to favor Wall Street and high finance, loading down the economy with debt service on top of taxes.  Higher interest and taxes increase the break even price of supplying labor and industrial capital.  This means that the fiscal shift off windfall gains and free-lunch rental income are largely responsible for pricing U.S.  products out of world markets.

				Q: How important are these world markets? In the early days they used to argue that the internal market was dominant.

			

			
				A: That’s truer for the United States than for any other coun try.  Imports and exports here are each only 3 percent of national income, in contrast to Europe’s 17 to 20 percent.  The problem is the net balance of trade and payments.  But over the last 20 years the housing crisis and tax-shift has priced American labor out of global markets.  High-quality munitions for America’s military are now made in Germany.  We have lost the industrial advantage it had after World War II, squandered by a combination of Pentagon Capitalism—cost-plus contracts—and a regressive tax shift.  Lower property taxes have “freed” rental income to be capitalized into higher loans to buy property.  What previously was paid as taxes is now paid out as interest to the bankers.  Governments have had to make up the shortfall by increasing income and sales taxes that fall mainly on labor.  The effect is to increase the cost of living.

				Q: Back in Lincoln’s day didn’t Henry Carey and some of his fellow economists reason more in terms of national gains and savings for recapitalization?

				A: They said that a national government should look beyond the balance sheet—not simply at profits and losses but at the growth of productive powers.  Their objective was to lower the cost of production.  Counterintuitive as it may seem, they said that if you pay labor more, high-wage labor is able to undersell pauper labor, thanks  to its  more-than-proportional productivity gains.   To be highly productive, labor must be well educated, well fed, well housed and healthy.  On this ground Carey and his American School of political economy opposed English (Ricardian) economics.  Wages and profits are not antithetical.  Both can rise together.

				Another policy of Carey and the American School was that the government should provide basic infrastructure so as to minimize the economy’s cost of living and doing business.  The role of the public enterprise in the form of roads, canals and schools isn’t to make a profit for themselves, but to lower the price level for the economy as a whole.  Government taxation such as protective tariffs thus is not deadweight, but the means of funding national capital formation.  This approach can readily be extended to include the provision of public banking services, money and credit creation, as well as the agricultural extension services, public marketing systems, rural electrification and crop-support programs that the New Deal brought into being.

				Q: What about structural balance that grew out of Simon Kuznets’ model of the various sectors of the economy?

				A: In some ways Kuznets’s national income and product ac counts (NIPA) took a step backward.  He put together this account ing format in World War II mainly as a means of controlling the flow of income with a view toward containing inflation.  The idea was to balance spending power with available output, at a time when the government was paying labor largely to produce output that was being consumed in warfare rather than sold.  The government solved the problem by rationing and encouraging saving to prevent inflationary pressures from developing.  However, the NIPA didn’t focus on various measures that were at the center of classical economics, above all the creation and disposition of the economic surplus—who gets it and what do they do with it.  The national in come format shows the business sector’s net income and cash flow (earnings before interest, taxes, depreciation and amortization) and the government’s fiscal surplus, but it reports wages as gross, not net.  In other words, the NIPA do not segregate wages into surplus disposable income over and above basic break-even living costs.

				The NIPA do isolate the FIRE sector—finance, insurance and real estate.  But they treat all “earnings” as being earned.  This is the problem of post-classical economic thought.  The NIPA don’t estimate the magnitude of economic rent—purely extractive “free lunch” revenue such as land rent, monopoly rent and unearned financial income.  This means that there is no way at finding the re turns to wealth in the form of windfall “capital” gains (mainly land-price gains).  This would be necessary to trace the course of “total returns” (current net income plus asset-price gains) less debt growth and debt service.  So functionally speaking, we need a supplementary set of national accounts to describe how today’s world of “cowboy finance capitalism” operates.

				Q: Regarding the idea of economic surplus, wouldn’t your labor comments apply to agriculture as well?

				A: Yes.  Many people have criticized the price support system for agriculture, but since the 1930s that and the land bank system have created the largest increase in productivity of any industry in the history of the world.  Irrational as price supports may appear to libertarians, the fact is that the idea is similar to that of protective industrial tariffs in the 19th century.  Its aim was to supply the agricultural sector with adequate funds to invest in capitalizing farming and essentially turning land into capital.  This is just what Carey and his associate E.  Peshine Smith anticipated would happen as far back as the 1840s and 1850s.

			

			
				Q: Wouldn’t it be better to have price supports take place as they enter trade channels rather than payments at the end of the cycle?

				A: Under today’s conditions, yes, because today you have marketing intermediaries—big grain trusts such as Cargill and seed monopolists such as Monsanto—siphoning off the income for them selves because of their monopoly position.  The farmers aren’t end ing up with these supports, which therefore have outlived their original intent.  Large agribusiness netting over $250,000 wasn’t supposed to be receiving government funds, but the Bush administration abandoned proper oversight for largely political reasons in Republican areas with major Republican campaign contributors.  This probably will change under the Obama administration.

				Q: What is the effect of this monopolization on the national economy?

				A: Instead of a circular flow between income and capital investment,  you’re having Cargill, Monsanto  and other “critical point” monopolies put economic tollbooths in place to siphon off the surplus.  The effect is much like what the railroads did in the 19th century, as Frank Norris’s novel The Octopus described.  The octopus today is made up of the big grain marketing monopoly and seed monopoly.  It’s an intrusive monopoly rake-off from the circular flow between agriculture, industry and government.

				Q: With a new administration gearing up and appointments being made, what can we look for?

				A: It’s still too early to say much.  But it looks like we will be seeing a shrinking economy as more and more income is diverted to pay debt service.  This means debt deflation as the financial sector and monopolies extract income from labor, industry and agriculture.

				Q: How long can we look for this downturn to last?

				A: When Rome succumbed to debt serfdom it lasted almost 800 years! So there’s no way of knowing.  The debt overhead is grinding economic growth to a halt.  This will continue until people fight back, until they realize this isn’t the kind of world they want, and that the real economy is more important than Wall Street for tunes and monopolies being put in place today.

				Q: How can we do that with the political structure being organized the way it is?

				A: That’s another problem we discussed in Europe.  Its parliaments have proportional  representation, so many  small parties are represented.  In most countries this leads to a center-left coalition.  But in America, with only two parties, it’s almost impossible for minority movements on either the left or the right to get represented.  So you have a permanent center-right coalition dominated by Wall Street and its allied big campaign contributors who back their proxies in both parties.  This makes it harder to bring about political reform in the United States than in countries with smaller-party parliamentary representation.  The only solution under this condition is to promote more widespread public education on economic topics.

				I’ve already had phone calls from Democrats saying that if Obama turns out to be just another Clinton, the Democratic Party finally will split.  One result of the incoming administration will be that people will see it’s not about race, it’s really about economic policy, so they may begin to focus more on economic policy than they have in the past.

				Q: Will this fight have a chance?

				A: It’s an uphill battle.  One of the problems we discussed in Berlin was how badly the field of academic economics has been dumbed down.  The right-wing monetarists—that is, the pro-Wall Street interests centered at the University of Chicago—have acted in a censorial way to block discussions of economic alternatives from taking place.  Professors get promoted by publishing in “prestige” journals in which Chicago’s ideological censors have a stranglehold.  The problem is as serious in Europe, by the way, as it is here in America.  So if they don’t publish the politically correct right-wing monetary views in these journals, they don’t get promoted—except at lower-status colleges.  The result is that economic alternatives are able to be discussed much more in public administration departments and political science departments than in economic departments.

			

			
				The problem goes back to the 19th century when English free trade liberalism dominated all the prestige universities.  The business schools in this country, such as the Wharton School at the University of Pennsylvania, were founded largely to provide an alternative doc trine, as were the state land grant colleges.  They espoused a more protectionist American School ideology than one could learn at Harvard and Yale, which originally were founded as religious train ing grounds.  I’ve written about this in the book mentioned above, America’s Protectionist Takeoff  1815–1914.  The Neglected American Economists [2010; the original title was Economics and Technology in 19th-century American Thought, 1975; it has been out of print in the United States since 1976].  It is now being translated and published in China.  So they’re certainly picking up an alternative economic doctrine to America’s cowboy finance capitalism, where “free market” stands as a euphemism for debt peonage.

				Q: Do you see  anything happening  in the universities  to change this status quo?

				A: Nothing.  The mood at the meetings was quite negative about change coming from the universities.  I’ve been recruiting a brain trust of alternative economists, and whenever the new Obama cabinet comes out with a policy and the counsel of economic advisers with a report, we’re going to come out with our own response.

				Q: When the Emperor Maximilian was finally caught by Juarez and executed, the whole world objected.  Juarez answered: “We have to do this, because this must not happen again.” Yet when Dennis Kucinich brought his bills of impeachment against the outgoing President, hardly anyone paid attention.  Do you  see that changing?

				A: No.  I see Nancy Pelosi remaining as Speaker of the House and the Democratic Party following Obama to the right, not moving to the left.

				Q: So the transgressions of the executive leaving the Oval Office go unpunished?

				A: The incoming Democrats may even be happy with the concentration of presidential power that Cheney and Bush bequeathed with their “unitary executive” principle.

				Q: Will they repudiate any of it?

				A: They may accentuate it.  They certainly will be in a position to put the class war back in business to a degree that Bush and Cheney never could have gotten away with.  That seems to be the function of incoming Democratic administrations here, like the Labour Party in England.

				Q: On a specific level, President Bush has been signing bills with little codicils that say, “Here’s what I think and this is the way it’s going to be enforced.” Is that going to become standard procedure now?

				A: I don’t know what legal weight these signing statements will have.  The Democrats may  pass a ruling saying they’re illegal so as to undo this practice.  On the other hand, the three weeks remaining for the Bush administration may see yet more big giveaways to Wall Street.  The banks are claiming that they weren’t given enough the first time around, and that the economy can’t survive without giving them even more money.  It’s as if a parasite has taken over the host and wants to drain all the nourishment and life remaining in it, realizing that this is its last chance before jumping onto a new host.

			

			
				We’re also told that Bush is going to try and scuttle as many environmental laws as he can.  This may even be welcomed by the Democrats as promoting the coal and nuclear power industries.  And we don’t know what’s going to happen on the military front.  The Arab countries have been pessimistic as to what Obama may do, and it doesn’t look like he’s going to be a very peaceful president from the things that he’s said so far.

				Q: The bottom line seems to be that the klepto-parasites are in charge.

				A: That’s indeed the bottom line!

			

		

	
		
			
				Financing the war, financing the world

				Interview with Standard Schaeffer on Counterpunch, April 21, 2003.  This was my first interview published on the Web.

				Standard Schaeffer: Now that even the LA Times has begun to show a modicum of willingness to discuss U.S.  foreign policy in terms of a potential imperialism, it has become clear that those on the right have avoided this debate so far only by sticking to the strictest, most out-dated notion of empire.  The left, however, for too long has been satisfied with talking about cultural imperialism and corporate exploitation, both of which are serious problems.  Recently, however, the left has often clumsily explained the economic motives for the war in terms of big oil, sheer greed and more ephemerally as a desire to weaken the euro.  This is all likely, but it also reveals the degree to which the left’s understanding of finance is outdated.  This is not their fault, however.  Not only do university economics departments remain dominated by the ersatz laissez faire notions of the Chicago School, but so are U.S.  Government, the World Bank, the IMF, the WTO and the European central banks.  The result has been the censorship of those few economists willing to point out that the U.S.  is very much the center of imperialism, unwilling to engage in the “free trade” or laissez faire that it promotes abroad.

				Only recently, when World Bank head and Nobel Prize winner Joseph Stiglitz resigned in order to speak out against the sister institution of the IMF did this get serious attention.  But Stiglitz remains defensive of the World Bank itself and continues to believe its goals despite no evidence that anything good has come from it, overlooking its complicity in promoting structural adjustments that have proved ecologically destructive and entirely in the American financial interests.  The real exposé was published over thirty years earlier despite an active campaign to keep the story out of the press, out of the university and out of the government.

				Shortly after the U.S.  was forced off the gold standard, a young economist by the name of Michael Hudson received a grant to study the effect of the demonetarization of gold.  His report was made not only to the U.S.  government, but also to Wall Street firms such as his former employers, the Chase Manhattan Bank and Arthur Andersen.  The problem was that despite his phrasing the situation in the most critical terms, his report revealed that the U.S.  was inadvertently on the verge of the greatest boondoggle of all times.

				Hudson himself describes resistance to his message in a new preface to the recently reprinted ground-breaking book Super Imperialism: The Origin and Fundamentals of U.S.  World Dominance.  Hudson’s is an infuriating story, only partially available in this volume, involving at least two incidents where university board members and economic professors threatened to resign if his books on trade policy were published.  The U.S.  Treasury Department even went so far as to alter the way it reports statistic on the balance of payments impact of the U.S.  government to prevent further study into how the U.S.  government actually made money on its “aid” programs.  More important, prof.  Hudson explains how the U.S.  managed to use its debtor status to exploit the world.

				By going off the gold standard at precise moment that it did, the United States obliged the world’s central banks to finance the U.S.  balance-of-payments deficit by using their surplus dollars to buy U.S.  Treasury bonds, whose volume quickly exceeded America’s ability or intention to pay.  All the dollars that end up in European, Asian, and Eastern central banks as result of American’s excessive import-imbalance,  have no place to go but the U.S.  Treasury.  Because of the restrictions placed on the central banks—there is no place else for this money to go—these countries were forced to buy U.S.  treasuries or else accept the worthlessness of the dollars received through trade.

				Like most people, I understood economic imperialism as an open game.  Any corporation could invest in another country and extract profits, but apparently this is only one level.  ‘Super’ imperialism occurs and can only occur between the U.  S.  government and the foreign central banks.  To understand this further, I decided to speak to Michael Hudson directly.

				Q: How aware was the Nixon administration of the balance of payments issue? Did they realize that it would actually increase U.S.  economic dominance?

				A: The Nixon people didn’t realize.  I got an $80,000 grant from the Hudson Institute to explain it to them.  The Nixon people said, “Oh gee.  That’s great.” Then they turned my analysis of imperialism into a “How To” book.  I had written it as a “How Not To” book, but the nation doing the exploitation was more interested in learning how the system worked than were the countries being exploited.  I started to consult for Canada, Mexico and other countries.  Canada had been accommodating toward the World Bank and IMF, but when they realized the extent to which these organizations were rigged to further the balance of payments problem, they felt exploited.

			

			
				Q: Do you believe the neo-conservatives advising Bush at the moment are more aware of “benefits” of this balance of payments issue, what you call the U.S.  Treasury-Bill standard?

				A: They know it’s a rip off, yes.  And they absolutely want it to continue.  Being Chicago School monetarists, they think that America’s financial free ride should be built into the world economy as if it were perfectly natural for the rest of the world to adjust its economies to help the U.S.  economy.  But among sovereign regional blocs this kind of subservience can only be transitory.

				Q: What is the role of militarism at this stage? Can perpetual war be seen as a sort of imperial Works Progress Administration that jumpstarts the domestic economy? At what point does the cycle collapse and can it do so internally—or as you’ve suggested, does it only stop when Asia, Europe, and the East finally refuse to buy U.S.  treasuries?

				A: The U.S.  Treasury-bill standard finances the military, but doesn’t need imperial war to succeed.  So far it’s being accepted voluntarily, as other countries have not yet figured out how to extricate themselves from a system that is bleeding them more and more.

				To date they haven’t tried very hard to create an alternative, but now the system could backfire, as Bush’s aggressive diplomacy is prompting Europe, Russia and China to stand up for their own self-interest.  And that’s what they need to do.  They didn’t stand up for their self-interest when the World Bank and IMF were formed, but now they have to do so.

				People are now beginning to raise the question of whether countries really need their central banks, which are essentially lobbyists for the Washington Consensus, as are the World Bank and the IMF.  They follow the Chicago School in lobbying for high rates and a large cushion of unemployed so as to maximize financial power relative to labor and the products it produces.  Financial exploitation now exceeds the old-fashioned exploitation of labor by actually employing it, albeit for low wages.

				Central banks are staffed by Chicago School monetarists, and are allowed to take only a 3% deficit whereas in the U.S.  it is limitless.  Europe and Asia should abandon the false start with their central banks and should rely on their Treasuries, which are Keynesian or could be Keynesian.  The national Treasuries should set up a credit system with bonds and IOUs based on euros and other currencies.

				Q: Okay, but isn’t it most likely that the whole thing ends in a crisis, one more devastating to the U.S.  than the “Asian Flu”? What would this crisis look like?

				A: There will be a crisis when Europe, Asia and Latin America finally break away.  The U.S.  has said it can’t pay back its dollar debts and doesn’t intend to.  As an alternative, it has proposed “funding the U.S.  dollar overhang” into the world monetary system.  Other countries would get IMF credit equal to their dollar holdings, but these holdings no longer would be U.S.  Treasury obligations.  The U.S.  would wipe its debt to foreign central banks off the books.  This would mean that it would have got all the balance-of-payments deficits for the past 32 years for free, with no quid pro quo.

				The U.S.  has been proposing this for 30 years whenever Europe raises the issue of payment for its dollar holdings.  American diplomats have said that they won’t allow central banks to use their dollars to buy U.S.  corporations, for instance.  When OPEC countries proposed this after 1973, the U.S.  Treasury reportedly informed them that this would be considered an act of war.  As for Europe, it never has pushed its own self-interest in the World Bank or the IMF.

				Q: How does this relate to the economic bubble?

			

			
				A: Since Europe and Asia have financed most of the U.S.  Treasury’s budget deficits in recent decades, Americans haven’t had to do this.  As a result, their bond market has been freed from government bond issues, so U.S.  investors have been able to put their money into the stock market and real estate, for better or worse.  As these markets rose during the 1980s and ’90s, they attracted foreign private-sector dollars into the U.S.  market.  This helped finance the bubble.

				Meanwhile, America’s federal budget deficits can go on without limit, precisely because of the balance of payment deficit.  The larger the payments deficit, the more dollars end up in the hands of foreign central banks, to be recycled into the purchase of U.S.  Treasury securities.  This means that the U.S.  government’s deficit— including the military spending in Iraq, by the way—is financed by foreign governments.  This will continue despite the fact that the debt already has grown greater than the ability to pay, until these countries finally break away from the system.

				As for the bubble economy, pensions and Social Security will go first.  The U.S.  can’t afford to bail them out and still plan the giveaways to the wealthiest 10 percent of the population who are the net creditors to the bottom 90 percent.  Pension obligations were expected to absorb only 5 or 10 percent of production costs, but now they are absorbing nearly all the reported profits, and threaten to eat into the money available to repay the banks and bondholders.  The big investors want to be paid, and this means taking money that was earmarked for employees.

				The only question is whether the U.S.  government will bail out the individual wealthy investors.  The working motto in such cases is that big fish always eat little fish.  Breughel had a great etching on this topic.

				The states and the municipalities will go next.  They are among the little fish.  Bush’s tax cuts have slashed their tax receipts.  Cutting taxes for New York City and most other localities is causing layoffs and widening unemployment, just the opposite from what Bush’s economists claim to be the case.  Today’s mode of supply side economics will lead to shrinking markets, shrinking employment and intensify the financial squeeze on California and other states, as well as cities throughout the country.

				Q: Are there people in Washington who recognize this interrelation?

				A: There are people in Washington who  see this.  But they tend not to speak up, because most economists or others who  see what’s happening—and write about it or otherwise draw attention to it— are fired or blacklisted for not being team players.  There’s a kind of censorship that happens if you’re not a Chicago monetarist.  When the University of Toronto accepted one of my books for publication and the economics department there heard about it, there were threats that faculty members would resign if they published my book and that the editor of the University of Toronto press would be fired if he went ahead with it.

				Q: You’re kidding.

				A: No.  The Chicago School’s monetarists are intolerant and censorial.  About the only alternative is the University of Missouri at Kansas City which has a heterodox economics department that teaches an alternative to monetarism.  That’s where I have my current professorship.

				Q: They’re not Marxists?

				A: Marxists are not so much concerned with finance these days.  You have to work for some of the large financial institutions to get a working knowledge of the balance of payments deficit and the flow of funds.  Their principles are counter-intuitive.  Even when one reads and understands the words that describe them, it’s necessary to wire up the brain to think in terms of how international financial markets actually operate.

				The recent investigations and prosecutions of New York Attorney General Eliot Spitzer have shown that the largest financial institutions  have operated  much like  criminal enterprises,  from Citibank/Travellers and Merrill-Lynch on down.  They’ve come under indictment, but when the problem is so widespread they’ve decided that the only reasonable response is to begin enforcing a new set of rules, and let bygones be bygones.  The bygones in this case have netted them billions of dollars, which they will be allowed to keep.  The small investors who’ve been cheated will not get much after attorney’s fees are paid.

			

			
				All this seems to be the result of repealing the Glass-Steagall Act.  It was forecast to occur just in the way it has, but the political campaign contributions by the large financial institutions won the day, backed up by the Junk Economics being turned out by the Chicago Boys.

				The reason why Harvey Pitt was forced out as the head of the S.E.C.  was that his inaction led to the state prosecutors as the only people willing to take the lead in dealing with insider dealing, fixed markets, crony capitalism and similar corruption.  The best writer to expose this type of operation is Tom Naylor, who wrote Wages of Crime and Hot Money.

				But reformers are up against Chicago School economists who have been endorsed because their anti-government theories are so self-serving to economic groups that don’t want to be regulated at all.  The important thing is that “free enterprise” has only been able to be imposed at gunpoint.  In fact, as Milton Friedman himself observed, only a socialist government can impose his kind of economics, without sunk costs, with “pure” markets.  To work properly, everyone who doesn’t believe in free enterprise has to be isolated, which means in practice that free enterprise only works in a police state.

				Take the case of Arnold Harberger, the University of Chicago professor who was brought down to Chile right after the military junta overthrew  its  elected president.   The  first  thing that the Chicago Boys did upon overthrowing the government was to close every economics department in the country, except for the Catholic University where the Chicago Boys had a stranglehold of true believers.  In the late 1980s, a decade later when Harvard brought Harberger over with the thought of installing him as head of the HIID (Harvard Institute for International Development), the students rioted, accusing Harberger of sitting in his hotel room with a list of academic economists opposing the Chicago Boys and their free enterprise evangelism fingering the ones who should be got rid of.  Harberger denied that he ever fingered anyone to get killed, but what is known is that there followed a wave of arrests, killings and disappearances.  The Chicago Boys held up Pinochet’s Chile as a model—one to be emulated, not shunned.  Yet their first wave of privatizations collapsed in a wave of corruption, and their privatization of social security became a new way of exploiting labor, via forced savings that were channeled into the stock market.  Insiders gained and the middle class, which had been stronger in Chile than in any other Latin American country, lost out.

				The moral is that free enterprise economics only works when you have authoritarian  control to suppress opposition seeking to place economic relations in a broader social context.

				The point I want to make is that the economists who call themselves free enterprise actually are defenders of the financial industry and the sacrifice of economies to pay their debts, regardless of how wastefully these have been entered into.  Their idea of the market means that the “market” should adjust itself to debt claims growing exponentially, in excess of the economy’s ability to pay.  The consequence is a transfer of property.  This is how privatization should be seen.  To the Chicago Boys, it is all part of the adjustment process.

				Q: Am I correct in thinking that the U.S.  Treasury-bill standard you describe in Super Imperialism and the sequel Global Fracture victimizes the taxpayers in the EU, Japan, etc., more than older forms of imperialism? Is what makes this imperialism “super” the fact that it exploits not just workers in poor countries, but all workers everywhere?

				A: That’s true, but my point is somewhat different.  The older theories of imperialism saw private corporations running the system to profit, so that profits by global companies were the measure of how much imperialism was occurring.  My point is that the largest form of exploitation, quantitatively speaking, now occurs among governments.  Another word for Super Imperialism would be Inter-Governmental imperialism.  The United States exploits the rest of the world above all via foreign central banks accumulating dollars.

				As  for your other points,  imperialism  always  has  exploited mainly the rich countries, for the same reason that Willy Sutton is said to have robbed banks: That’s where the money is.  The richest nations are the ones with the most economic surplus to appropriate.  That is done today not via the repatriation of profits, but by the Treasury-bill standard and the free ride that it gives the United States.

			

		

	
		
			
				An insider spills the beans on offshore banking centers

				An Interview by Standard Schaeffer, Counterpunch, March 25, 2004

				Standard Schaeffer: The oil industry created the practice of countries flying “flags of convenience” as a means of avoiding income taxes nearly a century ago.  Since the 1960s the U.S.  Government itself has encouraged American banks to set up branches in Caribbean hot-money centers and more distant islands as a means of attracting foreign money into the dollar.  The initial aim was to help finance the Vietnam War by turning America into a new Switzerland for the world’s hot money.

				This policy succeeded in turning the United States into a flight-capital center for third-world dictators, Mexican presidents and Russian oligarchs.  The former Soviet Union now finances a substantial portion of the U.S.  balance-of-payments deficit with the flight capital that neoliberal “reformers” facilitated by backing the kleptocrats.  The result has grown into a full-blown system enabling multinational corporations to evade taxes everywhere, including the United States itself.  It enables domestic investors to globalize their operations by setting up offshore affiliates Enron-style in the Cayman Islands, Dutch West Indies or some small and newly notorious Pacific Island of their choice.

				The permissive regulatory system relating to these offshore beachheads of tax avoidance has evolved to a point that enables U.S.  and European investors to shed taxes simply by hiring a lawyer to set up a boiler-place office and finding an accounting firm willing to take its records at face value—which is good enough for the tax authorities to accept in these days of downsized fiscal operations.  The resulting plunge in the ratio of corporate tax obligations to national income has been a major factor in America’s soaring federal budget deficit.  Businesses—and especially the financial sector— establish dummy companies and adjust their transfer pricing (e.g.  on sales of raw materials to refineries, and of refined or semi-manufactured products to their final distributors in the industrial nations) so as to take all their profits in these tax-free enclaves.

				Flight capital would not leave countries without having somewhere safe to go.  A rising number of tax-avoidance islands have made  use of the fact that they are small enough to adopt whatever tax code they wish.  Lawyers acting on behalf of financial and business lobbies in North America and Europe have drawn up laws to turn these banking centers into what Prof.  Hudson calls anti-states.

				Q: In earlier interviews you described how the economy has been “financialized” in ways that free companies from taxation.  What role do offshore tax havens play in this?

				A: Companies set up trading affiliates in tax-avoidance islands and declare whatever income or capital gains they earn on real estate, stocks or other investments to be made by these offshore shells.  This has led to the quip that taxes have become purely voluntary for modern business.

				Q: How does this affect the domestic U.S.  economy?

				A: Un-taxing business  income—and  financial income  in particular—leaves individual taxpayers to bear the fiscal burden through wage withholding  for Social Security, Medicare and pension-fund  contributions.   Consumers  also  bear a rising  burden through the sales tax and other local taxes.

				Q: Do the statistics confirm this?

				A: Offshore tax havens enable multinational companies to give an impression that they do not earn any income on business done in countries where taxes are levied at European and North American rates.  The reality is that U.S.  companies make a lot more money than they report.  However, offshore banking centers free them from having to pay taxes on this income, or on capital gains.  That’s why we’re running such high budget deficits today.

			

			
				Q: I understand you have had a forty-year experience with these offshore banking centers and tax-free enclaves.

				A: I was taught the ropes in the course of my work as a balance-of-payments economist, and later as a mutual-fund manager.  My first clue to how these enclaves were set up came when I worked for the Chase Manhattan Bank in 1965–66 and was assigned the task of writing a report on the oil industry’s impact on the U.S balance of payments.  After reading the usual books about how the cartel operated worldwide, I still had difficulty making my way through the oil industry’s income-and-expense statements and the statistics published by the Department of Commerce.

				My main problem was to find just where oil companies made their profits.  Was it at the production end where crude oil was drilled out of the ground, at the processing stage where the oil was refined, or at the distribution end where it was sold to its end-users to heat buildings, run cars, fly airplanes and make into petrochemicals and plastics?

				David Rockefeller arranged for me to meet one afternoon with Jack Bennett,  the treasurer of Standard Oil of New Jersey (the old Esso before it changed its name to Exxon).  “The profits are made right here in the Treasurer’s office,” he explained, “wherever I decide.” He showed me the broad leeway a vertically organized global conglomerate enjoys in being able to assign “transfer prices” so as to report the overall profit at whatever point taxes are lowest on oil’s statistically labyrinthine journey from wellhead to gas station.

				Taxes were lowest (in fact, non-existent) in Panama and Liberia, where the oil industry’s tankers duly registered their flags of convenience.  Standard Oil priced its crude oil low to these shipping affiliates, and sold it at a high, nearly retail price to refineries and marketing outlets in the industrial oil-consuming nations.

				Q: How can someone use the statistics to trace what is happening?

				A: It is not easy to find transactions with these flag-of-convenience countries in the U.S.  balance-of-payments statistics.  Instead of being listed as bona fide countries in Africa or Latin America, they appear in a rather obscure column called “international.” Cursory viewers tend to overlook it, as it does not indicate a specific country or region.  Some people may imagine that it even refers to venerable international organizations such as the United Nations, IMF or World Bank.  But what “international” means is, quite simply, “international shipping” registered under flags of convenience.  Quite properly, it doesn’t really belong to a foreign nation’s economy at all, because it is a legal fiction that U.S.  companies simply make use of to produce tax filings on an unrealistic “as if ” basis.

				Q: You’re saying that the statistics are translated into a language of unreality.

				A: A carefully structured unreality—and  one that has real-world consequences, to be sure.  The essence of this game is that Esso and other oil majors were able to “game” the world’s tax systems by selling their crude oil at so low a price to their tanker companies as to leave little income for Saudi Arabia, Venezuela or other oil producing countries.  This discouraged them from taking control of their mineral wealth, especially as they had no tanker fleets to move this oil.  The corporate shipping affiliates turned around and sold their oil to their downstream refineries.  These generally were located safely offshore in different political jurisdictions (e.g., Trinidad for Venezuelan oil).  The oil was transferred at so high a price that despite the heavy capital investment in these facilities, the refiners and distributors reported losses year after year, decade after decade.

				Q: How could the tax authorities in Europe and America not catch on to what was happening?

				A: That’s where the political lobbying power of major vested interests came into play.  Their ability to avoid having to declare earnings on which taxes would be due reflected the passivity of tax collectors in Europe and North America where most downstream facilities were located.  One might think that such governments would have imputed a minimum tax, on the principle that any investment must expect to earn at least a normal rate of return; otherwise it would not be made or kept in place.  Turning a blind eye to this logic, governments accepted the profit-and-loss statements as company accountants submitted them.  They permitted the profits from oil drilling, refining and marketing to disappear down the statistical black hole of international shipping.

			

			
				Mining companies followed a similar accounting practice with their shipping fleets and refineries.  These oil and mineral companies were among the largest multinationals.

				Q: You are saying that profits fell statistically, but not really.  What does this mean for the theory that market prices allocate resources efficiently by reflecting supply costs and demand?

				A: The development of tax shelters in flag-of-convenience countries to record corporate profits hardly can be viewed as a merely marginal phenomenon.  For nearly a century it has played a central role in the U.S.  and European economies.  But the prices are fictitious rather than a result of being based on actual costs or on supply and demand.  Only the immense political power of these extractive sectors could have induced their governments to remain so passive in the face of the fiscal drain they entail—a favorable tax treatment denied to other taxpayers.

				Gradually, however, other sectors learned to emulate the strategy of avoiding taxes by using offshore banking centers.

				Q: Apart from transfer pricing, were other accounting gimmicks used?

				A: Parent companies consolidated their oil fields in the Near East, Africa and South America into their domestic U.S.  balance sheets by organizing them not as corporately distinct foreign affiliates but as “branches.” This technicality allowed them to take the full U.S.  depletion tax credit against their income.  Depleting the resources of other countries was treated as if they were part of the American economy—except that the profits were taken in Liberia and Panama.

				Q: Did you have any conflicts working for Chase and the oil companies to produce this report?

				A: I was given free rein.  I was told to come up with the best statistics possible.  They made it clear that if the answers were not what they and the oil industry expected, they would not publish my report, but at least they wanted to know what the statistical situation was.  I accepted the assignment on these terms.  I wanted to learn.

				Q: How did these flag-of-convenience tax havens evolve into offshore financial centers independent of corporate shipping operations?

				A: The common denominator is tax avoidance, but the proliferation of offshore banking centers has taken on a life of its own, based on flight capital and hot money.

				Q: Did this also occur as a result of corporate tax maneuvering?

				A: That was not the main motivation.  Switzerland and Liechtenstein would have sufficed for the level of flight capital and criminal savings that characterized the 1950s.  In order for modern-type hot-money havens to emerge, an institutional set-up had to be created to hold dollars or other hard currencies outside their countries of origin—somewhere  that would provide the same  degree  of “privacy,” “confidentiality” and hence immunity from the authorities that Switzerland provided with its notorious bank secrecy laws.  The oil and mineral companies did not break the laws or do anything illegal, and hence did not need this kind of privacy.  They simply wrote and amended the tax laws to insert loopholes in their own favor.  The actual money was kept in their home offices.  But offshore banking centers aimed at a different source of deposits—those which needed to be kept outside the reach of U.S.  or European authorities.

				Q: So how did the offshore vehicles for dollar deposits develop? 

				A: Actually, the  great  catalysts  were  the  Soviet  and U.S.  Governments themselves.  The story starts with the creation of the Eurodollar market during the Cold War years.

				In the late 1950s the Soviet Union had a problem.  It needed bank accounts denominated in U.S.  dollars to defray its various spending programs in the West.  But as the Cold War heated up, it feared that the U.S.  Government might confiscate its U.S.  bank accounts (much as Chase Manhattan would do to Iran after the Shah was overthrown).  Russia therefore approached a number of British banks and suggested that they establish accounts enabling Soviet agencies to keep their dollar receipts denominated in U.S.  dollars (rather than converting them into sterling), and to use these dollar accounts to pay dollars to various suppliers in the West (not to mention more nefarious agents).  British banks agreed, and the Eurodollar market was born—a market for dollar deposits held outside of the United States.

			

			
				Q: So a great finance-capital innovation was established by the Soviets themselves.  Did they realize what they were dong? And by trying to evade U.S.  control, did they end up helping or hurting U.S.  global interests?

				A: Nobody grasped the implications at first.  As so often happens, this financial innovation bred a train of unanticipated consequences.  U.S.  multinationals found it helpful to hold dollars offshore to facilitate their own transactions, especially as they began to buy European and other foreign firms and establish their own overseas branches.

				U.S.  banks set up branches in London and other money centers to serve these companies.  When monetary policy was tightened during the Vietnam War years, these banks found the easiest supply of money to come from their foreign branches.  Bank regulatory agencies had not foreseen this development, and had not imposed any requirement that head offices set aside reserves against the deposits that came from these foreign branches.  So Eurodollar  deposits became a great source of deposits for the large international U.S.  banks to lend out when money was getting tight as a result of the Vietnam War’s balance-of-payments drain.

				Q: What was the most remarkable experience you had with these institutions?

				A: The Vietnam War was pushing the balance of payments into deficit, draining the gold supply that backed the currency.  Gold had been America’s lever of international financial power since World War I, and now it was flowing out to pay for the war in Southeast Asia.

				The Johnson and Nixon administrations knew that if fighting the war meant less consumption at home, voters would oppose the war.  So they pursued a guns-and-butter policy, promoting heavy domestic consumption and deficit spending, leaving little to sell abroad.  The United States was not willing to permit key economic sectors to be sold to foreigners to balance its international payments, although this is what it directed other debtor countries to do after 1980.

				U.S.  officials sought to attract foreign exchange in any way they could, but their options were limited.  One great possibility remained: attract foreign flight capital.  This could be done without raising interest rates at home, but providing a safe haven  for foreign hot money.  Therefore, what U.S.  geopolitical strategists were willing to accept were foreign bank deposits, regardless of where they came from.

				In balance-of-payments terms, foreign money being converted into dollars and kept in foreign branches of U.S.  banks would do just as well as money in U.S.  banks, as long as these deposits were held in dollars rather than in foreign currency.

				Q: Was this an explicit policy?

				A: Pretty explicit.  This was at a time when so much hot money was going to Switzerland that its franc was becoming the world’s hardest currency.  American financial strategists sought a policy to support the dollar in much the same way.  The State Dept.  and Treasury approached the nation’s leading international banks with a proposal to do something that they would have feared to do without official inducement.  They were to establish and expand their own branches in the world’s major capital-flight centers—and perhaps to help establish some new ones.  Not only would this attract foreign flight money, it would keep at home the substantial sums that were being sent abroad by U.S.  tax evaders.

			

			
				In January 1966 a former State Dept.  employee who had become a Chase officer asked for my opinion of a memorandum  outlining the common interest between U.S.  economic diplomacy and the nation’s international banks with regard to establishing offshore branches aimed at attracting some of the world’s hot money away from Switzerland and other flight-capital centers:

				The US is probably the second major flight center in the world, but with little probability of rivaling Switzerland for the foreseeable future.  Like Switzerland, flight money probably flows to the US from every country in the world.  It is handled almost exclusively by the major New York and Miami brokers, lawyers, and leading commercial banks.  Officers of CMB International Department and Trust Department confirm that CMB Home Office itself  handles a reasonable amount of foreign flight money.  However, this is insignificant relative to the total potentially available.

				There is general consensus among CMB officers and both US and European experts in the field that US-based and US controlled entities are badly penalized in competing for flight money with the Swiss or other foreign flight-money centers over the long run.  This is because of the following interrelated factors:

				(a) The demonstrated ability of the US Treasury, Justice Department, CIA, and FBI to subpoena client records, attach client accounts, and force testimony from US officers of US-controlled entities, with proper US court back-up.

				(b) The restrictive US investment and brokerage regulations and policies, which limit the flexibility and secrecy of investment activity.

				(c) The US estate tax and US withholding tax on foreign investments.

				(d) The role of the US as a major contestant in the Cold War, and resulting likelihood that investments through a US entity may be exposed to any hostility or freeze of assets occurring as a result of the Cold War.

				(e) The generally held (and partly unwarranted) view of many sophisticated foreigners that US investment managers are naïve and inexperienced in manipulation of foreign funds, especially in foreign markets.

				Despite the above limitations, the US has broad appeal to flight money holders in other respects.  These include: The largest and most active securities markets in the world, assuring both liquidity and diversification.  Ease of transfer and mechanical handling of investments,  partly through US banks’  worldwide network.  The world’s leading reserve currency, the US dollar.  In recent years, the unmatched financial stability and one of the highest levels of economic growth of any major industrial nation.  Finally, negligible probability of revolution or confiscation, and low probability of inconvertibility.

				The memo cited Beirut, Panama, Switzerland and other centers from which the U.S.  Government invited Chase to attract international flight capital by placing its services at the disposal of the existing and prospective patrons of dictators, drug dealers, criminals and even Cold War adversaries.

				Chase and other major U.S.  money-center banks responded by setting up a network of offshore centers to turn America into a high-level Switzerland.

				Q: Did this actually occur, and did the government go along with it?

				A: The government and banks were well aware of the fact that crooks are the most liquid people in the world, for the simple reason that they fear to hold property in plain sight of the authorities—except in cases  where their  actual ownership  can be  laundered through a maze of dummy companies and name-plates on legal folders in the offices of the offshore lawyers who make their livelihood by managing such financial stratagems.  The major American accounting firms, law firms and investment advisors soon got into the business of advising corporations and wealthy clients how to set up offshore bank accounts in the name of paper companies.

			

			
				Q: This would seem to be a bombshell.  Have you ever published this?

				A: I showed it to the Canadian economics professor and journalist Tom Naylor, who reproduced it in 1987 in his book Hot Money, pp.  33–34.  The book has been translated into many languages and reprinted numerous times.  It is about to be reprinted again this year by McGill-Queens University Press up in Canada, and in fact I’m writing an introduction to the newest edition.  But there hasn’t really been much discussion, because the topic of hot money remains outside the concerns of most academic economists.

				Q: Was there any debate over whether this was the right thing to do?

				A: Yes, a series of Congressional hearings were held, and many excellent reports were included.  But right-or-wrong morality didn’t play much of a role.  One of the main policy issues was simply whether the government should impose a 15 percent withholding tax on foreign holdings of Treasury securities, on the ground that this  would probably  be the only tax revenue  it would recover.  Government spokesmen convinced Congress not to impose the tax, on the ground that this would discourage foreign hot money—and also U.S.  hot money, for that matter—from holding Treasury bonds.  The United States needed every market it could create for its bonds at this time, to stem the gold outflow.  So the foreign withholding tax was abolished.

				Q: In other words, the Treasury permitted domestic U.S.  tax avoidance to occur in order to get a balance-of-payments inflow into the dollar, and to hold down domestic interest rates.

				A: Yes.  The I.R.S.  already had permitted tax avoidance to occur under pressure from the large multinationals such as the oil and mining companies.  Vertical integration enabled them to administer transfer pricing in a way that minimized their global tax liability.  Refraining from taxing the interest paid on U.S.  Treasury bonds favored U.S.  hot money.

				By the late 1960s the United States was well on the way to making America the leading haven for the world’s flight capital.  Citibank, Chase and others established or expanded operations for their “private banking” subsidiaries offering “confidentiality” to clients ranging from Mexico’s leading politicians to Russia’s kleptocrats in the 1990s.

				Q: But the price was to give international law-breakers a better tax treatment than law-abiding and tax-paying citizens.

				A: Yes, and there’s a reason for that.  The striking thing is that the most  liquid savers  in today’s  society  are  criminals  and tax evaders.  They have a good reason to avoid real estate or other tangible property.  It is too visible to prosecutors and tax authorities.  That is why balance-of-payments statistics classify capital movements as “invisibles.” Prestigious accounting firms and law partnerships busy themselves devising tax-avoidance ploys and creating a “veil of tiers” to provide a cloak of invisibility for the wealth built up by embezzlers, tax evaders, a few drug dealers, arms dealers and government intelligence agencies to use for their covert operations.

				Q: So all this made finance capital more cosmopolitan and less subject to national regulation and government control.

				A: Yes, and by the late 1980s U.S.  money managers were incorporating offshore mutual funds to tap global capital markets.

				Q: What was the effect of these tax havens and banking centers on the economies of other countries?

				A: Just as the U.S.  authorities hoped, the world’s hot money found it most convenient to go into dollarized offshore banking centers.

				Q: Can you give an example of how this worked?

			

			
				A: In 1989 I was hired by the Boston money management firm of Scudder, Stevens and Clark to spend a few months of my life organizing a sovereign-debt fund, that is, a fund investing in the bonds of third world governments.  This was the world’s first such fund, and it started what would become a torrent of issues in the 1990s.  But at that early stage Scudder was unable to find American clients willing to put $75 million into a region where they had been burned badly in the aftermath of Mexico’s 1982 insolvency.

				On the other hand, that traumatic event had pushed borrowing rates up to nearly 45 percent annually for Argentine and Brazilian dollar-denominated government bonds, and about 25 percent for Mexico’s dollar-denominated medium-term tesobonos.  These rates enabled the fund to be more successful in finding foreign buyers.  Incorporated in the Netherlands Antilles (Dutch West Indies) as the Sovereign High Yield Investment Co.  N.V., its shares were listed on the London Stock Exchange.  The underwriter, Merrill Lynch, sold them mostly to well-connected Argentine families through its Buenos Aires office, with the balance taken mainly by Brazilian and other Latin American buyers.

				Their money was invested in the high-yielding bonds of their own governments.  The irony was that the exorbitant interest payments being made in 1990 were largely to Argentine flight capital and to Brazilian families operating offshore as a “Yankee fund.” The fact that it was set up offshore meant that no U.S.  investors were allowed to buy its shares.

				The biggest investors were political insiders who had bought into the fund knowing that their central banks would pay their dollar debts despite the high-risk premiums.  While these local oligarchs appeared in the statistics as exploitative “dollar creditors” to their countries, domestic demagogues blamed the Yankees, the IMF, the World Bank and British bankers for enforcing financial austerity on their countries.  Yet the dollar debt of Argentina in the early 1990s was owed mainly to Argentineans operating out of offshore banking centers.  The major beneficiaries of foreign-debt service were their own flight-capitalists, not bondholders in North America and Europe.

				To Argentina, a “foreigner” was likely to be a local oligarch operating out of an offshore account invisible to their government  (which consisted largely of their own families).  One finds the same phenomenon in Russia today, where a “foreign investor” tends to be a Russian with an offshore account operating out of Cyprus, Switzerland or Liechtenstein, perhaps in partnership with an American or other foreigner for political camouflage.

				Q: How did the fund do?

				A: In its first year of operation it became the second highest-performer worldwide.  (An Australian real-estate fund was in first place.) Global investors soon got into the act as they watched Latin America’s financial oligarchy recycle its own dollarized flight capital back to its countries of origin via offshore enclaves.

				However, the Scudder fund was limited to only a five-year duration, because in 1989 it seemed to me that this was all the leeway available to keep siphoning off third-world income until a new crisis loomed.  By the time this period was up, in 1994, Mexico’s tesobonos had become such an investor favorite that their interest rate fell below 10 percent.  The country was selling off its telephone system and other public enterprises whose sale proceeds temporarily were filling the central bank’s foreign-exchange reserves—the PRI dictatorship’s last act in office before it lost the presidency.

				But Mexico teetered on the brink of default in that year’s peso crisis, just a dozen years after it had triggered the Latin American “debt bomb” of 1982 by announcing that it could not service its foreign debt.  The Clinton administration “rescued” Mexico, or rather, Treasury Secretary Robert Rubin rescued its creditors.

				Q: So ultimately, speculators in third-world dollar bonds lost.  

				A: They weren’t the only ones.  The process involved flight capital being turned into a legacy of foreign official debt.  Argentina even was convinced to join the ranks of Panama and Liberia by dollarizing its economy.  Rather than creating domestic credit itself by running budget deficits as other nations do, its government issued an enormous volume of bonds payable in dollars.  Their interest rates fell below the 10 percent level as investors in the creditor nations wanted to believe that the secret of monetary solvency had been found.  Foreign dollars were borrowed to finance domestic policies.

			

			
				Meanwhile, the decline in interest rates resulting from the rise in “confidence” in Argentina’s folly provided rich capital gains for investors who had bought the bonds at so low a price that they yielded four or five times as high a return.  But what is confidence, after all, but an opportunity to play the confidence game—a game at which financial underwriters have honed their skill for centuries! The Scudder fund and other early investors sold off their bonds to the new mutual funds and other buyers inexperienced with international risk during the bubbling ’90s when everyone tried to top the returns of others, regardless of where the long run was leading.

				This promoted a needless foreign indebtedness, whose collapse today threatens to split Argentina away from other nations.  Then in 2001 the debt pyramid collapsed, and the bonds have now plummeted.  This wiped out a substantial portion of “bad savings” that were the book-keeping counterparts to these bad debts.

				Q: How much money in these centers is illegal flight capital and savings out of tax evasion?

				A: The remarkable thing is the extent to which investors have made the use of these centers legally.  In sponsoring the Eurodollar, for instance, the British government encouraged the creation of tax avoidance entrepôts on some of the islands located in the otherwise inhospitable English Channel and North Sea.  By the simple act of registering ownership of their real estate in one of these islands, British property owners are permitted to avoid paying capital gains taxes, as these are not charged on “foreign” investors.

				Q: What’s the difference between a tax avoider and a tax evader? 

				A: It’s legal to make  use of existing laws to minimize one’s tax liability.  A tax evader is someone who violates the law by making false statements or engages in complex financial operations that have no economic function except to avoid paying taxes.

				Q: So Britain’s logic was much the same as America’s in the 1960s: It needed the money, regardless of where it came from.  The cost ended up making it easier to avoid taxes.

				A: The logic was that sterling needed foreign investment to support its exchange rate.  The main effect, however, was to provide tax favoritism to large domestic investors as opposed to home owners or small investors who did not establish foreign accounts.  A British investor can set up a dummy corporation in these enclaves and avoid paying taxes on resale gains on their land and buildings, stocks and bonds or other assets.

				It is all perfectly legal, as any country has the right to levy—or not to levy—taxes on wealth, capital gains or income.  Inasmuch as capital gains tend to outstrip the growth of earned income, the economic role of such offshore centers is central to global wealth accumulation.  As  global asset-price  inflation gained  momentum during the 1980s and ’90s, the attractiveness of such centers has increased proportionally.  This means that economists hardly can analyze the growth and polarization of national and global wealth without taking into account the web of financial claims and liabilities associated with these centers.

				Q: But there is a growing over layer of illegality, isn’t there?

				A: Certainly, but it’s been merged into “invisibles” as far as economic statistics are concerned, and economic theory too for that matter.  Crime is one of the key sectors for which no estimates are made.  Yet it is perhaps the most liquid, as dictators and kleptocrats, embezzlers and drug dealers fear to tie down their assets in visible form.  The newest additions to the world’s rentier class, they have become a fount of liquidity for today’s economies.

			

			
				Russia has suffered $25 billion in flight capital annually since 1990.  Its IMF bailout loan of August 1997 disappeared into an obscure bank in Britain’s Channel Islands, from whence it was forwarded to Cyprus, Switzerland and the United States.  Most IMF lending to Africa and Latin America has been fully absorbed by capital flight, subsidizing it under the euphemism of “currency stabilization.” What is being stabilized is mainly the rate at which this flight capital is exchanged for hard currency (if one still can call dollars a hard currency).

				Q: How might governments counter this ploy to tax this money?

				A: That is what is being debated in Russia these days.  It seems that the only kind of tax that can be collected from multinationals today is to tax what is visible, not what is invisible—that is, invisible  to the national economic statistician  and tax-collecting office.  Russians are discussing a rent tax levied in the form of an excess profits tax on oil and mining exporters.

				Q: If we look at the balance sheets as they stand, the offshore banking centers appear as net creditors, and the rest of the world’s countries are net debtors?

				A: Not quite.  The “savers” who have accounts in these offshore banking centers have claims on them that, in turn, represent the liabilities of these enclaves that offset their claims on the rest of the world.  But the financial claims held by these havens are owed in turn to their offshore “savers.”

				What is missing from the data that should be there are the claims by these “savers”—the tax avoiders, criminals and so forth—on these offshore havens, classified in terms of their country of origin.  These surreptitious savings get lost in the IMF’s “errors and omissions” line.  This is because the Dutch West Indies, for example, may owe money to a Panamanian shell, which owes money to an Isle of Man shell, and  so on.  The ultimate hot-money claimants are hard to identify.  Deposit inflows to these enclaves find their balance-sheet counterpart in their own rising indebtedness to tax avoiders and dodgers in Europe, North and South America, Asia and Africa.  But the statistics are silent as to just who these invisible savers actually are and where they really reside.

				An Argentinean or Russian exporter sells at a fictitiously low invoice price, asking the buyer to deposit the difference in an offshore bank account.  Needless to say, the Argentinean or Russian will not declare this holding, so it doesn’t appear in the official accounts.  But it exists in reality.  This is why the world’s reported debts exceed the locatable savings by an “errors and omissions” margin.

				Q: How exactly does this false invoicing work?

				A: In two ways.  The simplest is for importers to claim to pay more for imports than their true economic price.  This is what the oil companies do when they price crude oil so high to their refineries that the refineries have no room to report a profit, decade after decade.

				The mirror image of this fraud occurs when exporters claim to receive less than they actually are paid.  The margin is what they are able to embezzle.  The buyer typically pays the difference to a “private” account in one of the offshore banking centers, facilitated by one of the U.S.  or British or Canadian banks set up for this helpful purpose.  This is the meaning of bank “privacy.” It is how Russian exporters of oil, aluminum and other raw materials conceal their actual income  from the  Russian  government.   It explains  the emergence of so many post-Soviet multi-billionaires benefiting from “unexplained enrichment.”

				Q: Doesn’t the Russian government still raise most of its taxes from oil and other raw-materials exports?

				A: Yes, but it fails to tax the actual income.  If it did, Mr.  Khodorkovsky and other kleptocrats would not have suddenly risen to join the ranks of the world’s wealthiest individuals in merely a single decade, and would not now be under prosecution for criminal tax evasion.  It is significant that the financial press in the West writes anguished editorials accusing Mr.  Khodurkovsky’s prosecution and jailing of representing nothing less than brown-shirted fascism and totalitarianism.  Bush administration hacks such as Secretary of State Powell publicly express their worry that this threatens the very foundations of “private enterprise.” This shows how little they think of punishing tax evasion in their own countries.

			

			
				Q: Returning to the topic of offshore banking centers, are you describing a technique that has been developed simply by individuals, or has it been institutionalized on a higher, economy-wide plane?

				A: The largest accounting and law firms of North America and Europe have got a rising proportion of their income for providing advice to companies seeking to make  use of these tactics.  The primary users are money managers and leading corporations to conceal their profits (or losses, in the case of Enron and Parmalat) from oversight by the authorities in their own countries.  By the 1990s, Enron, Parmalat and other giant corporate criminals were able to organize the largest financial frauds in history by using structured finance involving hot-money havens.

				Q: Isn’t there a U.S.  law against arranging a complex business practice solely for the purpose of evading taxes?

				A: The law is indeed on the books, and the IRS has complained specifically that the KPMG firm has organized systematic tax-evasion schemes.  But the neoliberals have placed their own ideological administrators in these agencies, men who have bragged to me that they simply refuse to regulate to “kill the beast,” that is, government, which is supposed to be the economy’s guiding brain.  Their non-action has corrupted the national legal and regulatory system by disabling it.  Power is being wielded by campaign contributors whose wealth has convinced politicians to give tax evaders the right to blackball any regulatory agency who shows himself or herself to be too conscientious in applying the law, above all the tax code.

				Q: What about New York Attorney General Eliot Spitzer?

				A: He obviously recognizes what is going on, and seems to have been astounded to discover how far the rot has spread.  What he found while bringing criminal charges against Arthur Andersen in the Enron case was that every major accounting firm was engaging in the same fraudulent practices.  This created a practical problem for him.  Was he going to close down every accounting firm by applying the law across the board?

				If he had done this, who would have audited the books of America’s companies? It would have crashed the stock market and the entire economy.  So he settled for fining the banks and financial and accounting firms a very small portion of their gains, leaving their partners with their comfortable retirement takings and making them promise to stop breaking the law in the future.

				On the other hand, I think that even if he closed down these firms—and remember, I used to work for Arthur Andersen and found it thoroughly venal already in the 1960s—the system would have healed itself  almost overnight.  The existing firms as such would have been wiped out and many of their leading partners would have gone to jail—probably not more than a few hundred— or at least would have lost their retirement payoffs.  But most of the remaining accountants would have got together to create new firms, free  of the taint of corruption that has  characterized  Deloitte Touche in the Parmalat case, KPMG for its tax-evasion schemes, and the other accounting firms right down the board.

				Q: How deeply can the problems be traced?

				A: The path leading to this state of affairs was opened up at the close of World War II.  U.S.  diplomats brought pressure on the International Monetary Fund to free capital movements, at a time when it was clear enough that most capital flight would be into the dollar, out of economies that were regulated.  Euphemized as “economic reform” and “freedom of choice,” the move toward financial decontrol cleared the path for the development of offshore havens.  That was part of the fatal flaw built into the DNA of the postwar Bretton Woods system.

				The U.S.  Government remained in control, and as I explained earlier, when the Vietnam War pushed the balance of payments into deficit, the government encouraged the large money-center banks to set up branches in these island enclaves to act as enablers facilitating global theft, fraud and other criminal activity.  It has been through their  user-friendly  operations  that the  non-criminal world—the world of honest men and women, industry, commerce and even sovereign governments—has become increasingly indebted to lawbreakers, just as taxpayers are increasingly indebted to tax avoiders.

			

			
				Much of America’s net foreign debt, along with that of countries such as Argentina, is owed to these flight-capital centers.  This has become the meaning of “globalization” in its financial dimension.

				I pointed out above that deposit inflows to these havens are matched in the official statistics by other countries’ “errors and omissions.” The world’s most important economic phenomena that determine exchange rates today have been relegated to the unseen “black” economy—not only crime, but what is becoming the dominant mass of corporate and personal wealth.  It is more “invisible” today than ever, in order to avoid the eyes of prosecutors and tax authorities.

				What is remarkable is that neoliberals praise rather than denounce this phenomenon.  The upshot has been to create a situation in which, if one must own land, other tangible assets, or financial securities, the best way to avoid taxation or seizure is to register them in the name of offshore proxies.

				The next step for these offshore entities is to loan this money back to oneself, charging enough interest to absorb the erstwhile taxable revenue.  Operators large enough to set up their own insurance company can charge off the remainder of their income as tax-deductible  insurance payments to their offshore entity created for this purpose, along with the usual skimming charge for management fees to owners and senior managers.

				Financially sophisticated operators send their money offshore and then borrow it back, paying enough interest, insurance and management fees to themselves to absorb their earnings and thus render themselves free of taxes.  These payments expensed to oneself appear in national income and tax statistics as a cost of doing business, while balance-of-payments statistics report them as an international outflow for “services” under the rubric of “invisibles.” So statistics become increasingly fictitious.

				Q: You have described how the rise of these centers has led to economic statistics losing their value.  How can the economy be analyzed and quantified under these conditions?

				A: Financial havens help income and capital gains disappear from the statistics of national economies as flight capital, only to reappear as debts owed by victimized economies to “foreigners” operating out of these enclaves.  Their balance-of-payments transactions appear as “errors and omissions.” Most economists know that this is a euphemism for “short-term capital movements,” which itself is a euphemism for capital flight and tax evasion.

				The basic perception is that what one can avoid reporting to national authorities will not be regulated, taxed or prosecuted.  Strategy along these lines reflects decades of lobbying by the world’s wealthiest companies and individuals to disable their governments’ ability to tax them.  Accounting firms, law firms and global banks help them by using “structured finance” to conceal their income and wealth—as well as their debts and financial fraud.  The more crooked the client, the larger the fee that can be charged for the advice being orchestrated to guarantee privacy.  In a society where crime pays better than most honest professions, financial and banking expertise is for hire.  The experts will happily go to work for Enron and Parlamat, salving their conscience by believing that this is all part of the free market impelling civilization forward and leaving Communism by the wayside in the world economy’s struggle for existence between competing systems.

				The symbiosis between offshore banking centers and oligarchic, kleptocratic and criminal wealth can be traced in the lawsuits that have graced the front pages of the international press in recent years.  The largest bankruptcies in recent years have involved machinations via such centers.  In Parmalat’s bankruptcy the legal defense by the company’s auditors, Deloitte and Touche, is that they had no reasonable way of knowing that the $4 billion in alleged deposits in an offshore Bank of America hot-money account did not really exist.  Other poster boys for this predatory universe of flight capital are the offshore entities created by Arthur Andersen and Citibank for Enron, the Swiss banks renowned for serving Idi Amin and other warlords, and the Bank of New York and its brethren that helped Russia’s oligarchs embezzle $250 billion in the 1990s.

			

			
				Once the fiscal ploys are spelled out in detail, attentive readers may recognize that what is being described is how today’s multinationals typically are structured to extract revenue and minimize (that is, to avoid) taxes.  Economists since John Maynard Keynes have used the word “leakage” to describe funds withdrawn internationally from the domestic income stream.  The term implies that money is being lost, and of course it is lost to the tax collector.  But it does not simply disappear.  Placed in the world’s anti-government centers, flight capital takes on a creditor power that is indebting North America, Europe, Asia and Africa, siphoning off their financial surplus in ways that remain invisible to most statisticians and economists, politicians and voters.

				Q: You paint a discouraging picture.  What is the point in trying to tax corporate and financial income at all, if transactions with these islands are not simply closed down?

				A: A choice  is  indeed  being  forced.  If these  tax-cheating havens are not closed down, the only people left to tax will be the middle class and employees.

				Companies now file two sets of annual accounts.  One is for their stockholders, and another is for the tax collector.  The tax account shows no profit, because companies don’t want to pay taxes.  The report to stockholders shows a maximum profit, because companies want to boost the price of their stock.  Voters have elected politicians whose electoral campaigns are paid for by lobbies who are hired to mobilize support for this policy, while academic chairs are endowed to hire well-meaning fools or “useful idiots” to teach this anti-government philosophy as representing positive “reform” rather than depicting it as outright parasitism.

				The public is being misled in two ways.  First of all, governments are given tax returns that show profits as shrinking, through artificial book-keeping that becomes the basis for official statistics.  Meanwhile, stockholders are being given stories of fictitiously high profits, at least in the cases of Enron and Parmalat.

				The clients of this floating island world use a system that has been put in place by pillars of business integrity representing the global economy’s core, not merely a peripheral underworld constituency.  These enclaves belong at the center of economic analysis, yet they usually are treated as an anomaly rather than as an integral organ of modern wealth accumulation.

				Q: How might these offshore centers be shut down? The law says that you cannot punish or fine people following the laws that apply in their own day.  You cannot lay down penalties retroactively.

				A: You don’t have to.  Laws against fraud, embezzlement and tax evasion have been on the books for many years, although many of these laws have not been seriously enforced.  One of the easiest laws to enforce is the principle of “unexplained enrichment.” This is, by the way, how the world’s great fortunes were created—and what Putin is applying against Mr.  Khodorkovsky.

				Banks in the United States, Canada, Europe and Asia would agree not to recognize deposit transfers from these centers.  Companies and brokerage houses would refuse to pay dividends to addresses in them.  Countries would lay down rules for legitimization of ownership of these deposits, corporate shares or other financial claims.

				One standard question no doubt would be to ask how one came to obtain holdings in these centers.  Was this wealth obtained out of one’s normal income? If not, how?

				A broader solution would be simply not to recognize banking and creditor claims from these centers.  This would be a start repudiating the world’s bad debts.  This would have to be done suddenly, of course.

			

		

	
		
			
				Progress and its enemies

				This interview with Cinémaginaire, ASHOP (USA), was for the film Surviving Progress, directed by Mathieu Roy and released in 2012.

				Mainstream economics has become a body of assumptions selected to rationalize a “trickle-down” tax policy favoring the financial sector driving the rest of the economy into debt, turning the economic surplus into interest charges—to be recycled into yet more debt creation.  Claiming that wealth at the top pulls up the rest (“the rich are job creators”), the policy inference is to shift taxes off financial wealth and property onto labor and industry.

				What this view leaves out of account is that some ways of “getting rich” are corrosive, not productive.  The wealthiest 5% have got rich mainly by getting the bottom 95% into debt.  And consumers try to escape from their financial squeeze by going even deeper into debt, to buy homes and status before their access price rises even further out of reach.  But what is pushing up real estate and other prices is easy bank  credit—that is, debt.  So the debt expansion calls for yet more debt to keep the financial system solvent.

				This is not industrial capitalism as analyzed by the classical economists.  It is something quite different.  It is a regression to the ancient usury problem that destroyed Rome.

				Yet this is not part of today’s economics curriculum.  Finance and debt is neglected, and hence in society’s view of the future and where present trends are leading.  The debt crisis shortens life spans, worsens health and leads to emigration, suicide and general impoverishment.  So the world economy has entered a regressive epoch whose policies are just the opposite of those of the Progressive Era a century ago.

				This inverts the direction in which policy has been moving for the past eight centuries.  Already in the 13th century the Churchmen sought to bring prices in line with costs of production, ultimately reducible to the cost of labor.  By the 19th century, classical economics was moving toward what Keynes called “euthanasia of the rentier.” But since the 1980s, neoliberalism has promoted euthanasia  of the production-and-consumption economy.  This pro-financial neoliberal economics is aggressive, not peaceful, and its idea of globalization is neofeudal, not progressive.

				Most theories of progress assume that economic relations tend toward a stable balance that is fair.  So progress is onward and upward.  As the economy gets bigger and bigger, people become more equal, wealthier, and also smarter when it comes to voting and acting in their self-interest.  National economies are supposed to become more alike, not more polarized, and to evolve toward happier leisure societies, not descend into a lifetime of debt peonage and insecurity.  Any disturbance in this happy picture is supposed to be automatically corrected.

				Once an imbalance develops—a buildup of unpaid debts and other built-in payments to vested rentier interests—economic and political feedback mechanisms tend to make the imbalance worse.  Societies polarize between creditors and debtors, between property owners and renters, between those with pensions and social security and those without, and between fortunate heirs and the disinherited.

				The central flaw in the today’s economic education

				The domestic economic problem can best be seen by looking at the international strains pushing U.S.  trade into chronic deficit.  Why is the United States no longer competitive? Simply look at what is pushing up basic break-even costs for its labor.  Some 40% of blue-collar wages go for rent, and 15% for debt service (credit cards, bank loans, auto loans, student loans, etc.).  About  8% is paid on state and local and excise taxes.  Before the employee even takes home his paycheck, 11% is deducted for Social Security and Medicare, and about 15% for income taxes.  Thus, before spending anything on goods and services, over two-thirds of income is earmarked for the finance, insurance and real estate (FIRE) sector.

				This is overhead.  It is not part of the labor-costs of production.  It is price, not value.

				Technology was supposed to reduce the labor-cost of production and usher in a leisure economy.  Yet most employees now work overtime trying to carry their debt burden.  Economies are not single homogeneous units.  Finance and property ownership are independent from the production-and-consumption core.  The debt overhead expands faster than the economy’s ability to pay.  This forces a political choice as to whether to write down debts to the ability to pay, or let creditors foreclose on the property of debtors—and in the case of indebted governments, forcing selloffs of the public domain.

			

			
				Most people think of the economy simply as a combination of labor and technology to produce goods to sell at a profit, which normally is reinvested in new capital formation to produce yet more.  That is how progress is supposed to occur.  Classical economists expected that the surplus produced would be invested in more capital, new technology, higher education, and better health and living standards.  This would raise the productivity of labor and capital to provide a life of leisure for the population.

				Most 19thand early 20th-century observers expected the managerial class to consist mainly of government officials.  Bankers would be part of the forward planning process, allocating resources to promote growth aimed at producing and consuming more goods.  Instead, the financial sector is autonomous, wrapping itself like an outer layer of an onion around the “real” production and consumption economy to extract as much  as it can by loading the economy down with debt, and calling this “wealth creation” when it bids up asset prices.

				So the central flaw in today’s economic theory is its failure to recognize that the exponential expansion of debt is external to the “real” economy of production and consumption.  Rentier overhead owed to a financial oligarchy is absorbing the surplus.

				Sustaining the growth in debt by lending to inflate asset prices on credit

				Running into debt is euphemized as “debt leveraging,” borrowing at interest to buy homes, other real estate or entire companies whose price is expected to keep on rising.  The rise is supposed to occur as banks lend more and more credit on easier and easier terms.  So investors believe that it is easier to ride the wave of asset-price inflation than to invest in creating new means of production or new output.

				Bankers seek out real-estate investors, and offer the following deal: “We’ll lend you enough to buy the land and building.  We’ll sit down and calculate how much net rental cash flow the building will yield, over and above expenses.  You will agree to pay us all this rent, and we’ll lend you the money to buy the property.”  A symbiotic relationship is at work.  A real estate investor will ask, “What do I get out of that?” The banker will reply: “You get the capital gain.  Bid against your rivals and win the largest loan by agreeing to pay us your rental income as interest, and you’ll get a gain when you sell the property at a higher price—especially if you increase your rent roll.”

				The government subsidizes speculation by taxing capital gains at only half the rate levied on earned income—wages and profits.  And if the investor turns around and uses the gain to buy yet more property, no tax has to be paid at all.  And the rental income is “freed” from the income tax because the tax code lets landlords pretend that buildings are losing value even while real estate is rising in price.  The over-depreciation fiction makes appear that property is not making money, while it actually is more remunerative than anything else!

				Classical economists valued property by capitalizing its earnings at the going rate of interest.  But matters are more complex today.  Property is worth whatever a bank will lend to a new buyer.  Larger loans are made  as lending terms get easier.  Interest rates decline, so a given flow of income will support a larger loan.  Down payments are reduced as a proportion of the purchase price, so that buyers can borrow a larger proportion of the asset’s sales price.  And less amortization needs to be paid as the loans are stretched out in time and paid off more slowly.  Most important during the 2001–07 bubble, lenders cared less and less about whether the borrower actually could pay at all.  They found gullible pension funds and other institutions to buy  as many debt claims as they could create.  The concept of “ability to pay” all but disappeared.

				Real estate prices are bid up on credit as families borrow to buy homes and rental properties.  The winner normally is the borrower willing to pay the bank the property’s entire rental income in exchange for a mortgage loan.  The hope is to make a gain by selling the house or office building—and  above all its land, that is, its site value—to a new buyer.  Of course, all of this has to stop at some point.  It stopped around 2006 in the United States.

			

			
				Corporate raiding is financed much like real estate speculation

				Corporate raiders have applied these principles to fund leveraged buyouts.  Looking for industrial companies to buy, they make the same deal with their banker that real estate investors offer: “You get the income, I’ll get the capital gain.” (Hedge fund operators also get a 2% commission on the deal’s total value.) The raider goes to Wall Street underwriters and tells them how much they hope to squeeze out of the target company.

				The raider will look not only at what the company is presently earning, but also at how much it is reinvesting in new equipment, research and development and other projects with long-term payouts, and how much it is paying in taxes and dividends.  The raider may pay out all this cash flow to backers who provide the buyout credit.

				Before the debt-leveraged buyout, stockholders got dividends and the government got taxes on corporate earnings.  But thanks to the fact that interest is tax-deductible, creditors are able to get the sum of taxes plus dividends.  The tax collector thus subsidizes the raid.  And the new owner for his part plans to make a capital gain by breaking up the company, downsizing, outsourcing and squeezing labor, and stopping spending on R&D and long-term projects.  (The equivalent behavior for landlords is to “bleed” their property by cutting back on maintenance and repairs, raising rents to the maximum, and paying their suppliers more slowly.)

				But at a certain point this financial plan doesn’t work any more.  Loans begin to go bad and asset prices fall, leaving negative equity in their wake.  This is largely because it is easier to make money by downsizing, at least in the short run, and shift production abroad, while the financial sector seeks to absorb the entire surplus (earnings before interest, taxes, depreciation and amortization, abbreviated as ebitda) as debt service—interest, fees and amortization.  This impoverishes the economy by not leaving companies with enough to buy more plant and equipment, or even to replace what is wearing out or becoming obsolete.

				In a similar dynamic, homeowners cut back on other needs to pay their mortgages.  And even  as the economic surplus is turned over to the financial sector, it recycles its revenue to load down the economy with more and more debt—new loans to new borrowers and larger loans to old ones.  So as fast as the financial sector builds up its own wealth, it relends it.  The economy’s debt grows exponentially—faster than the economy can keep up as carrying charges on all this debt exceed the non-financial economy’s surplus.

				Debts that can’t be paid, won’t be

				This brings business upswings to an end.  It therefore is necessary to clear up the belief that most debts can be paid.  Most people want to pay the debts they take on.  They imagine that banks wouldn’t lend unless they thought the borrower could pay.  So borrowers end up blaming themselves when they can’t keep up, rather than seeing the economy-wide debt deflation that is impoverishing them.

				Banks foreclose on homes and other collateral, but this isn’t the business they’re in, and they usually don’t want property on their balance sheet.  Their game is to lend money and let ambitious speculators take the risk—and to finance raiders who will downsize a company’s labor force, cut back long-term investment projects, and even break up the company so as to pay the banks out of capital gains—financial gains, not tangible capital formation.  As long as banks can turn around and sell their IOUs and bad loans to third parties, they don’t care whether or not the debts can be paid.  Their ability to “originate and resell” debts was a major step to creating a fictitious financialized economy.

				The major problem that banks face is that debt in every country is growing more rapidly than the economy’s ability to keep current on debt service.  People, companies and government itself must pay a rising share of their revenue to the banks.  Mortgage borrowers pay more of their earnings as interest, and companies more of their cash flow as debt service and financial fees.  This leaves less revenue available to buy new equipment, build factories and invest in research and development.  So the economy becomes post-industrialized, leaving it with a shrinking surplus to pay the bankers.

				Creditors try to solve the problem by lending borrowers enough to pay the interest falling due.  This may work as long as more debt leveraging raises asset prices.  Homeowners, for instance, keep refinancing their mortgages as if it were “equity extraction,” free money rather than debt.  This asset-price inflation worked for the stock market until 2000 when the leveraged buyout craze ended.  Alan Greenspan called it “wealth creation.”

			

			
				From his banker’s-eye perspective, the way to make money is to downsize and pay workers less.  This leaves more money to pay the bankers—in the short run.  But it stifles the economy’s ability to create a surplus out of which to pay the banks.  This is the major problem with the financial vantage point generally: Its time frame is short-term.

				Running into debt ultimately is self-destructive.  U.S.  housing costs, for example, absorb some 40 percent of family income for many families, either for rent or to pay their mortgage and other carrying charges.  Sheila Bair at the FDIC seemed almost radical when she urged the government only to guarantee mortgages in cases where the debt service is scaled back to 32 percent of family income.  A higher rate squeezes the family budget too far.  On an economy-wide level, it raises the cost of living and doing business, pricing U.S.  exports out of world markets and making the economy unsustainable internationally.

				How debt gives a financial dimension to the class war against labor

				Mr.  Greenspan found an unanticipated virtue in loading down families with debt.  He pointed out to Congress that American families now  owe so much  on their homes, credit cards and other obligations that they are afraid to go on strike.  They are even afraid to complain about working conditions, because they’re one paycheck away from homelessness.  Missing a paycheck means missing a debt payment— and that will sharply increase the credit card rates they have to pay (up to 30%) and entail heavy late fees.  Foreclosure is threatened.

				When asked in February 1997 why wages and prices haven’t gone up to reflect the sharp rise in the money supply that was fueling the dot.com bubble, Mr.  Greenspan explained that for starters, the credit creation was not being used to employ labor and thereby bid up wage levels.  It was being lent out to labor—as home mortgage loans and equity loans, student loans, credit-card debt and other personal debt.  American families are too deep in debt to afford to go on strike like they could in the 1940s and the ’50s.  Testifying before  the  Senate Banking Committee,  Mr.   Greenspan explained why wages were rising so slowly despite historically low unemployment rates.  Under normal conditions the rate then-current of 5.4 percent—the same as in the boom years 1967 and 1979—would  have led to rising wages as employers competed to hire more workers.  However, Mr.  Greenspan said:

				As I see it, heightened job insecurity explains a significant part of the restraint on compensation and the consequent muted price inflation.”

				Surveys of workers have highlighted this extraordinary state of affairs.  In 1991, at the bottom of the recession, a survey of workers at large firms indicated that 25 percent feared being laid off.  In 1996, despite the sharply lower unemployment rate and the demonstrably tighter labor market …46 percent were fearful of a job layoff.[1]


				Again in July 1997 he testified that a major factor contributing to the “extraordinary” and “exceptional” U.S.  economic performance was “a heightened sense of job insecurity and,  as a consequence, subdues wage gains.”[2]   By making workers afraid to strike, this “traumatized worker” effect has helped industrial capital win the class war.  Wages are kept down by debt pressures on workers, as well as by corporate debt leading to industrial shrinkage, outsourcing and a slower demand for labor.  For Mr.  Greenspan, poverty meant a victory for his Federal Reserve Board’s constituency, the financial sector.

				As matters have turned out, this conflict is not just between employers and their workers.  On the employer’s back rides the banker, who tells companies that paying debt service should take priority over building more factories to expand their market.  Nobody ever said that the class war was economically rational.  Financial managers applaud lower wages as leaving more business profits available to be paid out as interest.  But lower wages leave less income to be paid for rent or capitalized into mortgage loans, the banking sector’s largest market.

			

			
				So the surplus that people expected to take the form of a leisure society is used instead to pay debt service.  The rise in living standards that people were promised from technology hasn’t materialized.  If you read what was written a half century ago, back in 1945 when World War II ended, people thought that with all the technology that was expected—the medical technology, new means of power transportation and consumer goods—everyone would be able to live a life of leisure.  But the surplus hasn’t gone to raise living standards, and certainly not to shorten the workweek.  It has gone to pay more interest and fees to the financial sector.  The postindustrial society is being de-industrialized, indebted and on the road to debt serfdom.

				The exponential growth of  debt outruns the economy’s ability to pay

				One long-term economic trend has progressed more than any other: that of debt.  Debt grows more rapidly than output, population or anything else.  And it grows by purely mathematical means, exponentially.  Economies and populations have never kept pace.

				Any rate of interest can be thought of as a doubling-time.  The effect is like a bank depositor who leaves savings in an account to grow as interest mounts up each year, earning interest on the interest.  At any given rate, the debt will double and redouble as the creditors who receive this interest (mainly the banks and the wealthiest 10 percent of the population) take their financial returns and look for new borrowers with new ventures.

				This often involves lowering their loan standards.  Becoming more risky is the only way to keep the volume of loans/debts doubling.  So the debt becomes what 19th-century critics from Marx to Henry George called “fictitious.” There is no real prospect of the financial claims ultimately being paid.  They can only be rolled over, pretending that the debtors are credit-worthy by lending them the money to pay the interest and amortization falling due.

				Already in 2000 BC the Babylonian language had a word for this:   ṣibat ṣibtim (máš.máš), i.e., interest (ṣibtum/máš) on the interest.  Student training exercises calculated this doubling and redoubling to see how  investors could multiply the money they put into commercial ventures.  Yet in modern times this mathematics is associated mainly with the exponential growth of population, not of debts and savings.  Malthus famously said in 1798 that population keeps growing exponentially at geometric rates while the food supply grows only at “arithmetic” rates, in a straight line, leaving no room for everyone to eat at “nature’s banquet.” But population is now shrinking in the most deeply financialized economies, as it shrank in Europe in the 1930s.  In the post-Soviet economies life expectancy has shortened, fertility rates plunged and emigration accelerated.

				As matters turned out, Malthus was wrong.  When incomes rise, population grows more slowly, not faster.  But even more important is that Malthus got the idea of exponential growth from that of compound interest—the rise in debt left to accumulate interest year after year.  This is how Richard Price explained the contrast between geometric and linear growth a generation before Malthus, in the 1770s, addressing the problem of Britain’s national debt.

				Debts grow exponentially, but economies don’t.  Their growth typically takes the shape of an S-curve, tapering off.  And a major reason causing business upswings to taper off is the growing debt burden.  Paying debts diverts spending away from markets, and hence shrinks investment and employment.  The economy can’t keep pace with the debt burden, so liquidation occurs, and downturns end in a crash.  Every society in recorded history has found that debts grow more rapidly than the ability to pay.  This inherent disparity between the growth in debt and that of the economy’s production and consumption should be the starting point of economic theory, and politics should be all about how to solve this problem.

				Richard Price’s analog y of  a penny saved at compound interest

				By 1776 when the American colonists revolted, Britain and France had spent so much money on war that most of their budget was earmarked to pay the public debt that had been run up for five hundred years to go to war with each other.  Since about the 13th century each new war loan was collateralized by a new tax to pay the interest.  Matters came to a head when Britain and France went to war in 1757 over their rivalry, especially in the American colonies.

			

			
				Richard Price, an actuarial mathematician, had warned in 1772, that all the government’s income would soon be spent on interest on its war debt.  To explain the problem to the public, he chose the example of a penny invested at the time of Jesus Christ at five percent interest.  At simple interest—just paying the five percent each year—the interest would amount to a total 7 shillings and 12 pence by his day.  However, reinvesting this interest as it fell due would accrue an amount equal to a solid sphere of gold as large as 120 earths.  And if this penny had been left to accrue and reinvest interest at six percent, it would have amounted in value to a solid sphere of gold extending from the sun’s orbit all the way out to Saturn.

				Many people at the time of Jesus saved pennies, of course.  And the rate of interest was much higher.  Roman senators, governors and well-to-do individuals such as Cicero and Seneca charged 20 or even 30 percent.  But nobody has a sphere of gold even as large as one earth.  The reason is that no economy could pay this much.  All the gold that’s ever been mined in the world would measure a cube only 18 meters on each side.  So the ability to pay interest is limited by the amount of gold—or the value of assets owed.

				The moral is that an economy encouraging savers simply to leave their money to accumulate must lose it in a convulsion of bankruptcy that wipes out the increasingly nominal savings.  The sums that are supposed to be paid can’t be paid, just as all those pennies saved at the time of Jesus couldn’t be paid in the end.

				As matters turned out, England continued to fight with France, especially after the French Revolution in 1789 brought Napoleon to power.  By the time the war ended in 1815, some 75% of England’s public budget was spent on debt service.

				The Persian chessboard analog y for the “magic of  compound interest”

				There is a famous story about the power of compound interest and how rapidly any sum grows—savings and the debts in which they are invested.  The king of Persia wanted to reward the inventor of chess.  “Whatever you want in my kingdom is yours, as a reward for having created this wonderful game.  Just tell me what you want.”

				“I only want something simple,” the inventor replied.  “Take this chessboard.  I’d like you just to fill it up with grain.” The king asked what he meant.  The inventor explained, “I just want one grain on the first square, but I want you to double the amount on each next square—two grains on the second, four on the third, and so forth.” The king thought that this didn’t sound like very much, and agreed.  He started the first row with one grain of wheat, and put two grains on the second square, four grains on the next, then eight, 16, and 32.  The seventh had 64 grains, and the eighth square128 grains.  So far, the king was happy.  Then he went on to the second row, from 252 grains on the ninth square, 504 and  so on.  The pile kept growing, but at the end of about two rows it still looked like not much grain.  But by the time the 30th square was reached, the king saw that the doubling and redoubling, which at first had seemed to go so slowly, was threatening to absorb all the grain in the kingdom.  He saw that by the time the 64th square was reached, his promise would amount to more grain than is produced in the world.  He turned to the chess inventor and said: “By the time this finishes, you’re going to have all of the grain that was ever produced in the world.” The inventor said, “That’s the idea.” This is how any form of exponential growth keeps multiplying.

				Yet this is what pension funds are promising to achieve, at the typical rate of 8% annually—a doubling time of nine years.  The question is, how can the underlying economy support this financial doubling? In a fairly short period of time the amount of money owed will exceed what is being earned.  Industry will end up paying more interest than it can make in profit, and individuals will owe more on their mortgages, student loans, auto loans and credit card debt than they can earn over and above break-even costs of living.  In such cases the only way to keep current  on bank loans is to reduce consumption (for individuals) and new capital investment (for corporate debtors).

				This is the point at which the financial system becomes extractive instead of helping economies grow.  It takes money out of the economy to pay debt service, which keeps on doubling and doubling.  Arrears mount up and are simply added on to the debt.  The world is approaching the point where all the surplus is owed  as interest.  This is the position in which the king of Persia found himself by about the 30th square of the chess game  described above.

			

			
				The lily pond analogy

				Think of lilies floating on a pond.  They reproduce rapidly, doubling every day.  Suppose you start with one lily plant, and it doubles each day.  Suppose that by the 30th day the pond will be completely full of lilies.  They will cover the whole surface, which will prevent the fish from getting oxygen, and life in the pond will die.  This is what is happening ecologically as well as financially in many parts of the world today.

				The question is, on what day is the pond half full? The answer is the 29th day, because the doubling rate will fill it up completely in the next day’s lily cycle.  One day the pond is half full of lilies stifling the pond of oxygen, the next day it’s dead.

				The global economy is now living in the pre-crash last day of the lily pond analogy—the point at which it is half full.  “Half full” sounds as if we still have time to fix things.  But if you’re doubling the lilies’ growth every day, then tomorrow the pond will be full.  This is the position we are in, ecologically as well as in terms of the debt overhead.  The debt burden is stifling growth in Iceland, Latvia and other post-Soviet economies, Greece and Ireland, Spain and Portugal.  And it keeps growing.

				In the United States, California and other states are having to lay off employees.  A major financial problem is the inability of their pension funds to make the 8% compound interest that was calculated as necessary to enable them to pay their retirees by letting early pay-ins multiply.  This hasn’t materialized, and it cannot do so.  President Obama and the Bush Administration created $13 trillion worth of debt simply by adding it onto the government balance sheet in 2009–10 just to make creditors whole rather than wiping out bad debts.

				How long can the debt expansion go on? In economic terms it has about one day more—that is, one doubling time—to go.

				Should we put our faith in financial miracles?

				Benjamin Franklin, J.  P.  Morgan and Einstein are among many celebrities credited with saying that compound interest is the Eighth Wonder of the World.  Financiers know the principle best.  The important thing to realize is that the principle only applies to the financial sphere, not to “real” economic growth.  But the economy is moving inexorably toward the point where the entire surplus over basic subsistence break-even costs is paid to the banks as interest.  This is the essence of “capitalizing” revenue.  The business plan of bank marketing departments is to get the entire economic surplus paid out as interest.

				The “miracle of compound interest” ultimately is destructive, not productive.  It’s easier make money by lending and foreclosing than by producing and marketing output.  Most people think of how the economy—and their own fortunes—can grow.  But the financial sector’s attempt to extract interest (“Plan A”) ends up in “Plan B,” appropriating the fruits of this growth for itself as financial dynamics overpower the industrial economy.

				The problem is that any rate of interest is a doubling time.  Trying to pay it ends up shrinking an economy’s ability to create a surplus.  So the financial worldview is ultimately self-destructive.  It ends up emptying out a country’s raw materials, cuts down its forests, appropriates its water, and finally empties it out of people.

				Economists use what’s called the rule of 72 to calculate it.  If you take any rate of interest like 5%, and you divide 72 by 5, that’s the doubling time—just over 14 years.  If you divide 72 by 6, it’s shorter (12 years).  And 72 divided by 10 works out to just over 7 years.  This is called the “magic” of compound interest because the real economy doesn’t double anywhere near as fast.  That’s what makes savings that are lent out ultimately uncollectible—and hence, fictitious.

				How usury became socially acceptable

				Ancient languages had no separate words for usury and interest.  Usury meant taking any interest at all.  The usury denounced in the Bible was not commercial interest but credit to individuals, mainly cultivators  on the land threatened with being  reduced to debt bondage and loss of their land or crop rights—their basic means of support.   Written records go back about four thousand years, to 2,000 BC, with sketchy inscriptions and economic records going back to about 3200 BC.  Down to the time of Jesus—that is, for more than half of what has become Western civilization—it was normal for Near Eastern rulers to periodically cancel the debts when they became too large to pay.  A tradition of periodic debt settlement is found in Asia from Tibet to Japan, often linked to New Year ceremonies of social renewal.  The idea always has been to keep finance from unbalancing the overall economy, by preventing the accumulation of debts from getting out of hand.

			

			
				Most of the financial problems that occur today were dealt with already in Sumer in the third millennium BC and in Babylonia in the second millennium.  New rulers taking the throne would cancel the personal debts and agrarian debts so that their rule would begin in economic balance.  The word for debt cancellation in Sumerian was amargi, meaning a return to the original “mother situation,” assumed to have been equitable.  Throughout the ancient Near East, from Sumer to Babylonia to Egypt, the idea of equilibrium was an economy free of bad debts and debt bondage.  Clean slates were the means of maintaining balance.

				Jewish religion took Clean Slates out of the hands of kings and put them at the core of Mosaic Law in Leviticus 25, the Jubilee Year.  Its Hebrew term was deror, cognate to Babylonian andurarum.  Every ruler of Hammurabi’s dynasty (2000–1600 BC) proclaimed andurarum cancelling personal “consumer” debts.  These typically were denominated in grain, as most of the population lived on the land.  In addition to canceling these debts, royal andurarum proclamations liberated bondservants pledged to creditors (they were returned to their families), and also restored the land rights that had been forfeited to foreclosing creditors.

				However, neither the Babylonian andurarum laws, their Sumerian antecedents nor the Biblical Jubilee Year canceled commercial debts.  The guiding principle evidently was that a merchant who borrowed for commercial purposes  could afford to lose  all his money but still retain his citizenship rights to his land.  The concept seems at first glance to be akin to the classical contrast between productive and unproductive loans.  But the key aim was more direct: not to disenfranchise citizens.  Babylonian, Sumerian and Egyptian rulers had a good reason for this.  To let citizens be reduced to debt bondage would prevent them from serving in the army.  Rulers wanted to maintain a self-sufficient citizenry so that their armies would not be defeated by debt-free rivals.

				By the fourth century BC a Greek general known as Tacticus wrote a military manual advising that the way to conquer a city was to win the people over to your side by promising to cancel their debts.  And by the same token, the way to defend a city was promise to cancel the debts of their citizens, and also free the slaves to give them a motive for fighting to defend it.  This is what Zedekiah did in the Bible, and what Coriolanus did in Rome.  (They then went back on their word!) But by classical antiquity it was much harder to reverse debt bondage, because the debts were owed to private-sector creditors, no longer mainly to rulers.  It was easy for rulers to cancel the debts when most were owed to their own palace and to the temples.  But by classical antiquity, interest-bearing debt had become secularized and privatized.

				Today, many Westerners, especially Europeans, are faced with lifetimes of paying off creditors.  The property bubble has burst in Europe, but it doesn’t have the American protection that permits mortgage debtors simply to walk away, leaving the creditor with the house but not a further claim.  Europeans who default on their home mortgages remain personally liable and have to spend the rest of their lives making up the bad debt—the “negative equity”—to the mortgage holder.  So in effect they’re being reduced to debt peonage.

				How much can debtor countries pay?

				For many decades  the large New  York banks  looked at Latin American governments as major customers.  When I went to work for Chase-Manhattan in 1964, I was told to look at the ABC countries—Argentina, Brazil, and Chile—and estimate how much they could afford to borrow.  I started by calculating how much they could export over and above what they had to import.  For Chile, my starting point was to calculate its volume of copper output and multiplying it by the price it received (not world free-market prices, but insider “producer price” sold at a steep giveaway discount to the U.S.  parent copper companies).

				The major import was food.  Chile had the world’s largest supply of guano fertilizer, but the worst farm productivity because of its latifundia/microfundia land tenure system inherited from the Spanish conquest.  My job wasn’t to say what would actually help them pay by changing the political system, or to help them change the exploitative U.S.  minerals investment.  Anaconda was a prime Chase customer, while Kennecott was a prime Citibank customer.  Like any financial analyst, I took the status  quo for granted and simply asked how much could be extracted from an economy that was mal-structured from the start.

			

			
				The aim was to create a model showing how much net foreign exchange a country could generate and pledge to banks as interest.  Bank marketing departments hoped to lend up to the point where the entire surplus of a debtor economy would be earmarked to pay interest.

				By the 1970s, these countries had difficulty paying.  Many simply added the interest onto the loan each year.  So their foreign debt grew exponentially, accruing more interest due each year.  This process reached its limit in the 1980s.  Mexico announced in 1982 that it lacked the funds to pay its foreign debt.  Most Latin American countries stopped paying.  They already were paying virtually all their balance of payment surplus to the banks, leaving them without enough foreign exchange to import basic necessities, not to speak of building new factories.  U.S.  creditor banks didn’t declare default, because they would have had to write down their loans to a realistic value.  The debts were rolled back with a “haircut” by “Brady bonds,” debt write-downs negotiated on the condition that debtor countries commit economic suicide.

				The  International  Monetary  Fund (IMF)  and World Bank pointed out that there was an alternative to bankruptcy: privatization of the public domain.  The World Bank had lent billions of dollars during the 1960s and ‘70s for governments to pay U.S.  and European companies to build up their infrastructure.  Now that it was in place, debtor governments were told to start selling it off and use the proceeds to pay their creditors, along with other assets in the public domain: mineral rights, water, forests, roads and other transportation, and especially the phone systems.  And governments were not to regulate these monopolies by limiting their charges to their cost of production, as the United States itself had been doing for a century.  The new buyers were allowed to make  easy money jacking up the fees they charge, that is, by rent-seeking.  This made these privatized enterprises highly remunerative for international banks extending buyout money and for money managers to invest in their stocks and bonds.

				The alternative was for debtor governments to repudiate their debt on the ground that it was the result of bad advice.  But politicians receptive to this approach were opposed by well-funded candidates willing to follow the Washington Consensus and sell off the public domain, the land, forests, water, public enterprises, government airlines and phone companies, electric power companies, mineral rights and so forth.  So the banks found themselves with a wonderful new market—not only governments borrowing afresh, but also private investors borrowing to buy these privatized enterprises on credit.

				The Soviet Union since its breakup in 1991 provides an object lesson in what debt does to an economy’s population—and finances.  Post-Soviet states were advised that economic progress meant turning state property over to insiders.  This was done initially almost for free, but increasingly involved credit.  Kleptocrats flipped their properties to new buyers on credit.  By the time privatization became available to homeowners—especially in the Baltics—buyers had to borrow the acquisition money from the banks.  And most bankers were foreign affiliates who made loans in Euros or other foreign currencies rather than domestic currency.

				In 2006, Russia’s President Vladimir Putin remarked that the neoliberal “free market” reformers sent from Washington and the World Bank under the Yeltsin dictatorship in the 1990s had destroyed more of Russia’s population than World War II had done, when some 20 million people died.  Russian life expectancy shrank by an average of ten years, its economic growth rate was plunging, its population shrinking, its skilled labor emigrating, and neoliberal asset stripping had dismantled its manufacturing, de-industrializing the nation and indeed most of the former Soviet Union.  Russia was turned into a raw materials exporter.

				By 2008 most post-Soviet economies were strapped as a result of mortgage debt taken on in foreign currency.  Real estate bubbles became the vehicles by which central banks obtained the foreign exchange to cover their trade deficits.  Once these bubbles burst, foreign-currency mortgage lending dried up.  This left these economies with no visible means of support—except to borrow from the IMF and European Union.  (Currency depreciation would have led to further defaults, as debts denominated in foreign currency would have become even more expensive to carry.) Lacking minerals and fuels, they have run deepening trade deficits as they import most of their consumer goods and capital goods.  Iceland and Latvia are the two most heavily debt-burdened countries being told to pay debts far beyond their ability to do so.  Large numbers of people are losing their homes, labor is emigrating, hospitals and schools are being closed down as foreign creditors impose financial and fiscal austerity.

			

			
				Austerity threatens not only to bankrupt the Baltics, Hungary and other East European economies, but also their bankers in Sweden and Austria.  To save these banks, European Union officials and the IMF offered credit on the condition that these countries impose austerity.  Latvia, for example, was told to close down its emergency medical service and many of its hospitals and schools.  This spurred an emigration of doctors and teachers.  Polls report that one-third of Latvia’s population of working age between 20 and 35 years old intends to emigrate, lacking jobs at home.  The surplus is being stripped to pay banks.

				Much the same is happening in Greece, Spain and Ireland as they knuckle under and commit fiscal and financial suicide on the installment plan.  When debt-burdened economies go into recession, their cardiovascular disease rates rise, people get sick and life spans  shorten as public health systems are decimated under IMF-EU financial demands.  Government spending on education and basic infrastructure is downsized and assets sold off to pay creditors.

				What Iceland, Ireland, Greece and Spain expected to be Social Democracy when they sought to join the European Union has turned out to be a pro-financial regime turning economic planning over to bank managers.  When neoliberals say that they want to get rid of government planning because that is the road to serfdom, what they really want is to shift government planning to Wall Street, the City of London and the Paris bourse.  And the problem with letting bankers do the planning is their short-term time frame.  They make money in ways that shrink economies, not help them grow.  So from the financial point of view, the banking system’s business plan turns out to be a road to debt serfdom: a shrinking economy with no surplus over and above basic break-even living standards.  This is what happened in feudalism in the wake of Rome’s collapse at the hands of its creditor oligarchy.

				Economies have been turned into Ponzi schemes requiring exponential credit growth

				A pyramid scheme is basically a Ponzi scheme, a chain letter that needs to keep attracting new players or collapse.  Any system with exponentially growing debts—or promises to pay based on scheduled interest accruals—is this kind of scheme.  Given that any rate of interest implies a doubling time, it is like playing “double or nothing” in Las Vegas.  Ultimate collapse is inevitable.  It comes at the point where no more new players are putting in enough money to enable the earlier subscribers to keep on “doubling up.” The most recent entrants are then left holding an empty bag.

				In real estate bubbles, new buyers must borrow enough new credit to buy homes and office buildings at a high enough price to enable owners to keep on refinancing their debts so as to borrow the interest charges falling due—even if rental income is not keeping pace.  For pension funds invested in the stock market, new buyers must keep bidding up stock prices at a rate enabling the funds to pay retirees out of “paper” gains.  For real estate and stock market bubbles alike, new buyers must expect the rise in asset prices to continue with a momentum of their own, without much regard for how the economy at large can support these gains.

				In the United States, pension funds are struggling to meet the typically 8% annual growth target they need to meet their scheduled out-payments.  There is no way this can be earned in today’s debt burdened economy without taking dangerous risks.

				Half the pension funds in America could achieve solvency by going to Nevada and betting on black or white.  Half would double their money and meet their target.  But the other half would lose everything.  Pension funds may be tempted to pursue this desperate gamble because they’re dead if they keep on the present course and fall further behind the projected annual gains necessary to maintain solvency.  The economy simply is not providing an opportunity to do this any longer with any degree of safety.  So gambling is the only financial game left in town.  The financial tragedy of our time is that most players are certain to lose.

				The basic principle is, “Big fish eat little fish.” Someone has to be devoured, because pyramid schemes build up debts so quickly that no economy can keep up the appearance of solvency for long.  In times past, tangible capital investment was supposed to build up savings, paying investors out of loans invested productively.  But as economies have been financialized, life support takes the form of more and more debt.  Central banks monetize fresh credit and lend it to banks to keep the bubble expanding.

				Easy credit prolongs Ponzi schemes by driving interest rates down and asset prices up

			

			
				The private sectors of most economies emerged with relatively little debt in 1945,  as there was little to borrow for during the wartime years.  From the end of World War II in 1945 until 1980, debt ratios rose steadily—and so did interest rates, from about 2% to more than 20% in the United States for prime corporate borrowers.

				To prevent a financial meltdown, banks flooded the U.S.  economy with credit.  Interest rates came down—to just a quarter of one percent (0.25%) by 2010 for bank borrowing from the Federal Reserve.  The lower the interest rate, the more credit a bank customer can borrow against a given revenue stream.  This is called the capitalization rate (“cap rate” for short).  Rising debt leverage fueled an enormous debt bubble—what lobbyists for the financial sector euphemized as “wealth creation.”

				Students are taught to calculate debt leverage in the first week of business school.  Any flow of income—what a company earns, what a real estate property will yield in rent, or what a person earns over and above break-even expenses—can be pledged to a bank as backing for a loan.  The banker views this income as a potential flow of interest payments.  $100 a year will pay interest on a $2,500 loan at 4%, or a $2,000 loan at 5%, a $1,677 loan at 6%, but only a $1,000 loan at 10%.  The banker seeks to lend the real estate buyer or corporate raider as much  as can be carried at the going rate of interest.  Bank customers bid against each other to buy property, and the winner emerges as the one who gets the largest loan by agreeing to pay the banker the most.   “Equilibrium”  is  supposed  to be reached when the banker ends up with all the property’s net income as interest.

				Real estate investors and corporate raiders are willing to make this deal in the hope of coming out with a capital gain.  This may be achieved by squeezing out more income (downsizing companies and outsourcing their labor force), or waiting for the central bank to act as handmaiden to the commercial banks by inflating asset prices to fuel the debt bubble.

				Buying assets on credit in this way—debt leveraging—was the way to get rich by riding the wave of asset price inflation.  Interest rates were falling and credit terms were becoming easier, enabling bank customers to keep bidding up property.  It was like a Ponzi scheme as new buyers of property on credit provided capital gains for early borrowers to “cash out.” As long as prices for real estate, stocks and bonds rose by more than the interest rate, borrowers came out ahead, at least on paper.  Bankers increased their loans at a rate that absorbed the added income, while balance sheets showed a rising net worth for households, companies and real estate.  The volume of land and buildings, plant and equipment and other investment did not increase much, but its market price—what banks would lend against it—soared.  So from a bankers’-eye perspective the economy was getting wealthier.

				Debt is the bankers’ product, after all.  The economy at large has adopted their vantage point, shifting attention away from the fact that “real wages” (what take-home wages are able to buy after paying essential financial, insurance and real estate charges) are not rising.  The aim is to focus the attention of debtors on the rising market price of their homes rather than at their rising debt.  The trick is to make them willing to live at a lower standard in order to build up what they see as wealth in the form of their house price, and contribute to pension funds and buy mutual funds in the expectation that these will support them after they retire.

				This is a picture painted by bank marketing departments and money managers eager to charge commissions.  The bankers’-eye view is not based on tangible wealth or growth in living standards.  It is that of business school students indoctrinated with exercises in debt leveraging up to the point where interest charges absorb all the available cash flow.  Subsequent training shows them how to increase this cash flow by squeezing labor, increasing productivity by working employees harder, and how to raise their companies’ stock price (thereby increasing the value of the stock options that upper management gives itself) by using earnings to buy back stock or even borrowing to buy their stock or pay higher dividends.  This is how industrial companies are financialized, “creating wealth” simply in the form of higher stock market and bond market prices, not by increasing productive capacity and living standards.

				Debt leveraging is the “post-industrial” mode of getting rich.  But what now backs the expansion of debt is not capital investment producing more output.  It is the supply of “cheap” credit “chasing” real estate, stocks and bonds.  Few buyers who joined the real estate bubble as it moved toward its 2008 peak asked what economic conditions were needed to support the rising property market.  By historical standards, debt/income ratios were rising off the chart.  But as long as the “paper” price of assets was rising faster than their debt, people thought they could get richer buying property on credit.

				The happy illusion of feeling financially wealthy was based on the expectation that there always would be a greater fool to buy one’s property.  This required that banks would keep on lending enough credit to enable these “greater fools” to keep the game of financial musical chairs going, bidding up property prices on credit ad infinitum.  “As long as the music is playing, you’ve got to keep dancing,” quipped Citibank’s Charles Prince.  And until 2008 the banks kept providing music for this dancing.

			

			
				But interest rates couldn’t  be reduced further once they fell under one percent for banks in the United States in 2009, while mortgage drifted down near five percent.  There was no further range to maneuver.  Speculators began to withdraw from the market—and they accounted for about a sixth of home purchases in 2007.  Prices started falling—but the debts remained in place.  So refinancing loans at higher debt levels stopped—and so did the capital gains.  Once borrowers couldn’t make easy gains buying and selling assets, the pyramid scheme came to an end.  People couldn’t resell their homes to the proverbial greater fool.

				The economy began to shrink as debtors had to pay the banks rather than receiving fresh credit from them.  Consumer spending was cut back, as was industrial spending on capital equipment and building new factories.  Foreclosure time had arrived.

				Destroying the Amazon  to pay Wall Street

				The hope of getting rich from a debt-financed financial bubble was a dream from the outset.  Governments owe more and more, companies owe more and so do families as debt service absorbs the surplus over and above basic break-even expenditures.  The only way to pay is to strip assets faster, at an exponentially growing rate.  So they’re emptying out the economy in a vain attempt to pay the debts that keep on building up and accruing yet more interest and penalties as payments fall behind.

				Collateral damage from this financial attack includes cutting down the forests.  Since the 1990s many countries have turned their public infrastructure into privatized tollbooths charging access fees to phone service, roads and other transportation, power and other basic needs.  The more revenue that the buyers are able to strip to pay the creditors that lent them the credit to buy the public domain being privatized, the more the economy shrinks.  So while rising debt service prevents companies from buying new machinery and individuals from raising their living standards, the need to use tax revenue to pay creditors blocks governments from maintaining their infrastructure and protecting the environment.

				This is how financial debt leads to ecological debt.  Brazil’s rain forest is one of the more conspicuous victims.  Creditor demands left the nation with little revenue to replant the forests, and there was little financial interest in taking the time to replant trees.  When they were cut down, it stopped raining, because the trees are what made it rain.  The land started to dry up, shrinking the growth of its forests all the more.  But the debts keep growing.

				The problem is that the banker’s time frame is short-term.  As economies are stifled by their debt burden, Wall Street, the City of London and other creditors decide to take the money and run.  This is a criticism that was being made already by World War I.  British economists such as William Foxwell criticized the fact that while government planning aims at long-term economic growth, the financial sector tends merely to grab what it can.  The financial business plan collapses at the point where the debt overhead strips the economy of its ability to replenish its capital and the earth itself.  The IMF and World Bank are directing debtor countries to pay by stripping their forests, emptying out their oil wells, selling their water and other natural resources.

				This voluntary pre-bankruptcy sale is the end game of the financial expansion.  Bankers take their money and run, to start digging holes in other countries, and emptying them out.  This is what globalization has become.  It is not sustainable financially or, for that matter, ecologically.

				Financial conquest today achieves what military conquest did in times past

				While financial asset stripping has led ecology to become more unbalanced, economies are shrinking and life spans are shortening.  The final stage of this destruction occurred when banks lent money to speculators trying to make gains by buying assets to sell at a higher price.  Banks encouraged this asset-price inflation by lending buyers more and more to bid up prices for assets.  This process didn’t require more to be produced or more labor to be employed.  It focused on leveraged buyouts fueling a global financial bubble.

			

			
				Europe was changing its laws and its tax systems to subordinate financial growth to serve that of industry and agriculture early in the 20th century.  But World War I ended this drive.  When the Allies won, Anglo-American  banking practice predominated over German and Central European industrial finance.  And the bankers’-eye view sees progress as leading toward the point where the entire economic surplus is earmarked to pay the financial sector.

				Finance today is as destructive as military warfare in times past.  Creditor claims for interest payments establish financial tribute.  The resulting austerity is associated with rising disease rates, cardiovascular injury and alcoholism, rising suicide and mortality rates.  Life spans shorten, birth rates decline and emigration accelerates, especially by young adults of prime working age and the most highly educated and skilled labor.

				Russian President Vladimir Putin has said that the neoliberal financial reforms foisted on Pres.  Yeltsin’s regime by the Harvard Boys after 1991 caused a shortfall in population of about 20 million—as much  as Russia lost during World War II.  So the power to create credit to indebt foreign countries has become  as dangerous as fielding armies in times past.

				Is the problem personal greed or institutional and financial structures?

				Many people see  Wall Street using bailout money to pay huge bonuses as a symptom of personal greed.  The moralizing approach is to think that if we can change people’s personality to be more altruistic, we wouldn’t have this problem and the world would be fairer.  But simply to call finance “greedy” is to project an anthropomorphic dynamic to what basically is an abstract and impersonal mathematical dynamic.  The problem is not greedy people as such, but the mathematics of compound interest and the way it has been privatized.  It’s not that Wall Street, the City of London or the Paris bourse deliberately are wrecking economies.  It’s true that there are many selfish wealth-addicted people who behave in an asocial manner.  But the financial dynamic is impersonal and basically mathematical.

				When you follow the money, it turns out that many funders of corporate takeovers are institutions, with pension funds in the forefront.  So the problem turns out to be the way in which finance has been institutionalized, and the warped tax framework that steers investment along economically corrosive lines.  But class warfare also has played a role as industry has long backed financial operators because of their shared interest in suppressing labor.

				Workers were anything but greedy back in the 1950s when they negotiated lower wage payments in the short run so that they would have more security in their retirement.  They simply wanted to secure their pensions.  But tragically, the most reasonable way to achieve this appeared to be to put their savings into pension funds that financialized these savings in ways that benefited the financial sector, not the “real” economy or the long-term interests of labor.

				General Motors, which started the pension fund plan, didn’t want workers to have a voice in management.  It insisted that labor’s pension savings and corporate contributions be turned  over to money managers to buy stocks and bonds.  This inflow quickly became the major factor pushing up stock market prices from the late 1950’s onward, prompting Peter Drucker to coin the term “pension fund socialism.”

				This saving for future security was the opposite of greed.  The workers who contributed to the pension funds weren’t greedy.  They were giving up wage increases in return for pensions and health insurance.  But pension fund managers used labor’s savings in increasingly speculative ways as the financial sector became disconnected from direct investment in means of production.  The system has become mal-structured independently of the personality or psychology of its managers.

				The actuarial promise was that pension funds would keep on doubling and redoubling, paying for retirement and health care out of “paper” capital gains.  At first, these gains were assumed to take the form of dividends on earnings from new capital investment in factories and equipment, research and development employing labor.  There was supposed to be a self-feeding economic expansion.  But it turned into asset-price inflation—rising prices for stocks and bonds fueled by pension-fund savings.  Profits were made by cutting labor costs, not by new capital investment.  The financial sector made money by loading the industrial economy down with debt, increasing the price of doing business and living, and thereby pricing labor out of world markets.

			

			
				In recent years pension funds have bought stocks mainly from venture capitalists and managers cashing out on their stock options.  They have been withdrawing  money from the stock market while the workers who were putting their wage withholding into it.  Industrial cash flow and labor’s savings have been financialized and used to speculate in assets-in-place (including junk mortgages, corporate takeover loans and derivatives gambles) rather than to promote direct investment that employs labor and expands the “real” economy.  So the question is, what kind of progress is most important: debt-leveraged “capital” gains from higher real estate, stock and bond prices; or more means of production and consumption in a context of environmental stability?

				You could say that it was financial planners who were greedy in designing a system that made speculators rich and benefited primarily the economy’s wealthiest 5 percent who own most of the stocks and bonds.  The system has collapsed for labor and small savers, whose savings have been siphoned off by the top of the economic pyramid.

				Meanwhile, the financial system has become corrosive, expanding at the expense of the industrial economy and living standards while diverting public spending to pay creditors.  Financial planners may claim that there is no alternative, but this obviously is not the case.  Giving priority to creditor claims is not universal in history, nor is it necessary today.

				Take the case of China.  Rather than emulating U.S.  practice and investing for financial gains—making money from money—the starting point is industrial engineering with a materials-based input/output approach.  Financially, the idea is to steer savings and credit into the capital formation needed to sustain rising production and living standards.  This is what classical 19th-century economists expected the West to do.

				The West’s financial laws are a legacy of  how the Roman Empire collapsed

				There were no financial bubbles in antiquity.  Debt bondage and forfeiture of crop rights was merely temporary in duration, and was regulated on much more stable and also more humanitarian terms than those which characterized Western civilization from Roman times down through 18th-century Europe.  The reason was largely pragmatic.  Any city or state that let its creditors enslave the population for bondage and foreclose on the land would be emptied out by a flight of people, or defeated in war.

				Rome was the first country not to cancel the debts and free its bondservants.  It went to war to support the oligarchies in Sparta, whose kings Agis, Cleomenes and Nabis sought to annul the debts late in the 3rd century BC, much as the United States today has overthrown many elected leaders in Latin America—not only Salvador Allende in Chile but most recently the President of Honduras, and has tried to overthrow Hugo Chavez in Venezuela.

				Rome conquered the Mediterranean region militarily, not economically.  Its wars of the first century BC, especially against Mithridates in Asia Minor—the richest province—ended up stripping local economies, looting the temples and melting down their golden ornaments and statues, and using the booty to hire mercenaries to conquer yet more regions.  The problem is that they took so much, so greedily, that they stripped the Empire’s ability to maintain its basic infrastructure, from public buildings to waterworks.  As the historian Tacitus subsequently described the accusation of one critic of the Empire: “You make a desert, and call it victory.”

				A major turning point had occurred in 133 BC.  Tiberius and Gaius Gracchus were tribunes from an aristocratic Roman family that sought to promote land reform and oppose financial corruption.  The Senators took the long benches in their chamber, which is on a high cliff, and pushed Gracchus and his supporters over it.  The next hundred years (until Augustus took power in 29 BC) saw Rome engulfed in a Social War, which the oligarchy won by force of arms.  Its creditor-oriented laws and behavior stripped the imperial economy bare.  When there was nothing left to conquer, the extractive system fell apart, pushing Western Europe into a Dark Age.

				At home  as well as throughout its Empire, Roman law gave creditors the right to foreclose on the property and personal liberty of debtors irreversibly.  This creditor right was deemed more important than the freedom of citizens or the rights of property owners to their customary and traditional self-support land in what had been the family-based communal land tenure arrangements that qualified them for citizenship, and hence for service in the army.

				Nearly all earlier societies had reasoned that they needed to cancel debts, because reducing debtors to servitude would leave fewer people to fight in the army.  Rome got money to hire mercenaries by making war a paying proposition.  Roman governors looted their colonies, especially Asia Minor and Egypt, and brought the money to Rome.  But it was put mainly into landed estates, which were all that survived when urban economy disintegrated.

			

			
				Modern terminology would call Rome neoliberalized—or conversely, America today is acting like the Roman oligarchy, stripping what it can to endow hereditary estates whose owners live in gated communities much like the Roman manors on the land.  In this sense the business plan of most financial managers today is neofeudal.

				Europe’s medieval recovery in the 12th century retained Roman legal principles putting creditor interests over those of the people and even over those of landowners, who could lose their land to foreclosing  creditors.   So creditor-oriented  Roman law did not “protect property.”

				Parallels between the Roman elite and today’s financial polarization

				It seems ironic that neither Social Democrats nor Labour parties have taken the lead in advocating a change in financial and tax practices to subordinate the debt system to industry and democratic growth.  Proposals for reform come mainly from critics within the financial class itself.  After all, who would be better able to see how finance works in corrosive ways, and how that game is now almost over.  (Some magnates, to be sure, simply want to pull up the ladder to prevent others from making money, now that they themselves have become the power elite.) The ancient antecedents are Kleomenes in Athens “taking the people into his camp,” and the Gracchi in Rome.

				The financial sector thus is dividing into two groups.  Most want to take the money and run, seeing that the game’s over.  Their ranks include big bank CEOs like Sandy Weill or Richard Fuld of Lehman Bros.  and Goldman Sachs since Hank Paulson organized the $13 trillion bailout.  Their philosophy is to take what they can for themselves, emptying out what they can, spending bailout money on bonuses and bailing out their casino-capitalist counterparts, and sitting back to become the ruling class for the next century while the economy goes bankrupt.  The other group, much smaller in number, recognizes that this would impoverish the economy and also would create an ecological disaster by stripping the environment to pay debt service.

				But members of this group are the exception.  The financial sector calls itself  libertarian simply on the ground that it opposes government taxing and regulatory power.  But its business plan— collateralizing the entire economic surplus for debt service—threatens to reduce the private sector to debt serfdom.  Its fiscal policy of shifting taxes off banks and their major customers (real estate and monopolies) onto labor and industry makes the economy high-cost, as does the campaign against government regulation, anti-usury laws and even truth-in-lending laws.  Claiming to protect populations from going down the road to serfdom, ideological propagandists depict central bank independence and deregulation as the bulwark of democracy.  But the effect is simply to siphon money up to the top of the pyramid, whose elite depict their own fortunes as constituting progress even  as their policy shrinks and “post-industrializes” the economy.

				How I came to view the economy in this way

				I learned about compound interest working for Wall Street banks, first by tracing the recycling of savings into mortgage lending, and then by analyzing Third World debt—how the loans destroyed rather than helped the debtor countries.  It is natural for people who have worked in the banking field to be most familiar with how the financial sector is not really part of the real economy of production and consumption, but is external to it, relating to it in a predatory and extractive manner.  The financial sector is best thought of as a wrapping around the production and consumption economy, ultimately shrinking it.  The national income and product accounts depict Wall Street as providing financial services.  But this is playing with language.  The main activity is to empty out the economy.  This is not really “providing a service.”

				Guidelines for economic reform

				There’s a basic principle that should be the guide for economic reform: Debt that can’t be paid, won’t be paid.  The question is, just how it won’t be paid.  Since the 1980s the IMF and World Bank have told Third World and Asian countries that they will be treated as pariahs  unless  they pay their  foreign debts  by holding a pre-bankruptcy sale—privatize their public enterprises and natural resources.  This only makes them poorer and even more indebted.

			

			
				The  alternative is  to write  off the debts  that have steered economies into financial and trade dependency.  Debts that can’t be paid should be scaled down to what can be paid, preferably in an equity-for-debt swap.

				But right now the solution is to turn the debtor’s assets over to creditors.  This strips debtor countries of their forests, subsoil mineral rights and water.  The financial sector will foreclose and evict mortgage debtors from their homes, cut back on public healthcare and shrink the population through forced emigration, shortening life spans and falling birth rates.  It’s better for the people to scale back the debts and to replace interest-bearing debt with equity.

				An ideological pedigree for equity rather than debt financing

				Europeans began to discuss financial alternatives in the 1810s.  In France, Saint-Simon advocated restructuring the banking system to replace lending at interest with a more equity-based investment.  The Saint-Simonians sought to subordinate finance to industry by having banks lend in the form of profit-sharing arrangements— much like commercial ventures had been organized for thousands of years.  The advantage of equity investment is that when profits decline, the debtors’ obligation reflects their capacity to pay.  The debt doesn’t grow more rapidly than industry can pay.  This was the principle that underlay the Credit Mobilier in France.  By the late 19th century, banks in Germany and Central Europe normally took an equity position as well as a debt position in their industrial customers.

				The financial problem of bankruptcy resulting in a forfeiture of assets to foreclosing creditors is now global.  A substantial proportion of government debts, corporate debts and personal debts exceed the foreseeable means to earn enough to pay.  The question is, how will the world resolve this situation? I believe that what should be done is to roll back the debts to what can be paid.  The way to resolve the problem of negative equity should be to calculate a normal rental income for properties pledged as collateral, and write down the debt to a reasonable capitalization of this income.  But governments are doing just the opposite.  They are trying to save the debt overhead, to “make good” on the loans, including the excess over and above the means to pay.  What if the debts are not written down to reflect the ability to pay?

				So far, governments are creating public debt to bail out creditors for their bad debts.  The burden of this subsidy will fall on future taxpayers (but not the financial sector or its real estate customers).  This will raise the cost of doing business and living in debt-burdened economies.  So the “sanctity of debt” is not really a free market solution.  It is antithetical to what most people think of as a free market.  If you are not debt-free, you are not economically free.  If your taxes are spent on paying banks interest for the “service” of simply creating credit on a computer keyboard, then you are paying a financial class a rentier tribute that in times past could be obtained only by military force and occupation.

				Instead of scaling back the debt to what can be paid, governments have made the creditors whole for their bad loans.  Fictitious claims have been made real.  In America, $13 trillion was given to Wall Street for its bad gambles rather than letting casino finance go under.  Most of the bailout was used to subsidize credit default swaps and other gambles in the financial casino.  The economy would not have suffered if this web of cross-gambles had simply been let go, cancelling out what Wall Street firms owed each other.  If the winners couldn’t collect, well, that’s what happens in casinos with bad risks.  Instead of saying “That’s your problem,” the government bailed out the Wall Street casino rather than letting it die what should have been a natural death.  It was as if Las Vegas casino owners complained that they couldn’t collect from their losers and asked the government to please pay them for the balance owed—“bailing out” the losers much like the government bailed out A.I.G.  on its swap-default guarantees.

				Tax reform must go hand in hand with financial reform

				This situation could have been averted by the kind of tax reform that Adam Smith, John Stuart Mill and other classical economists advocated.  Taxing “free lunch” rent would collect what the financial sector is after instead of taxing labor and industry.  This would have saved the economy from rent extraction being paid out as debt service.  But as matters stand, the finance, insurance, and real estate (FIRE) sector has become a single conglomerate.  Letting its web of debts be wiped out would be a simple reform, and taxing or regulating such economic rent would prevent the problem from developing.  That is how a “free market” really should work.

			

			
				If creditors lend more than a country can pay, they should lose.  Otherwise their victims will be impoverished and the economy will shrink.

				The political conflict between democracy and oligarchy

				The problem has taken on a serious political dimension, because one party’s debt finds its counterpart in another’s savings.  Some 95 percent of the population is in debt to 5 percent at the top of the economic pyramid.  Freeing the economy from debt means annulling the claims of this top 5 percent.  It is largely to prevent this that they seek control of the government, through a combination of their campaign contributions and control of the popular media.  They have shown themselves willing to strip the planet and reduce populations to poverty in order to collect what they believe is owed to them.  They are not willing give up their claims.  This will be the political fight of the 21st century.  It is whether we will have oligarchy or democracy.

				Two kinds of  progress

				The world is confronted with two quite different visions of progress.  The Progressive Era’s idea was for growth in production and living standards—a better world for children to grow up and enjoy more leisure than their parents had.  This traditional idea of progress is now being rivaled by a bankers’-eye view.  The marketing departments of banks aim to get the economic surplus—all growth in wages, corporate profits and real-estate prices—for themselves.  The idea is for the economic surplus to be capitalized into interest payments and paid to them as debt service—by labor out of its wages, by real estate and monopolies out of their economic rent, by industry and agriculture out of their profits, and by governments out of their tax revenues.

				The neoliberal (that is, pro-financial) dream leaves little available for rising living standards, capital replenishment or environmental renewal.  It benefits mainly the top 5 percent of the population at the expense of the bottom 95 percent.  The other kind of progress is for the 5 percent that wants to monopolize the gains by financial means.  They won at the end of Rome and again in medieval Europe when they subdued population to feudalism.  Their modern counterparts on Wall Street, the City of London, the Paris Bourse and other financial centers envision getting the fruits of technology and the savings of the bottom 90 percent for themselves.  Business schools  now focus  on teaching  students  how to debt-leverage “financializing” the economic surplus, by extending bank loans against it and turning the surplus into interest and other financial charges.  Unfortunately, this is predatory progress.

				Financialization versus material progress

				Neoliberal economics has stripped not only the natural environment but also the teaching of classical economic thought and history.  Babylonian school exercises already in 2000 BC taught students how to calculate compound interest.  We have their textbooks calculating the growth of herds tapering off while debt dynamics grew exponentially faster.  This seems to have helped them be better economic managers than the IMF and advocates of the Washington Consensus  who subordinate  economic growth to debt service.  Today’s economic models fail to contrast the exponential growth of debt with the growth of the real economy tapering off in an S curve.

				How junk economics retards real progress

				Economies failing to base their policy on this contrast will become debt-ridden, de-industrialized and uncompetitive internationally.  Yet a political corollary of pro-financial doctrine is a willingness to suppress ideas (and people) that do not agree with you.  The first thing the Chicago Boys did in Chile was to close down all economics and social science departments outside of the Catholic University where they held doctrinaire sway.  They realized that to impose a neoliberal style “free market” requires sufficiently totalitarian control of the universities and popular media to block any familiarity with alternative financial and fiscal policies.  If the history of how debt destroys  economies  were  taught, societies  would recognize  the financial problem for what it is.  Educational systems would focus on how to resolve the disparity between the growth of debt and that of the nonfinancial economy.  A bank regulator who understands how Wall Street extracts its free lunch would be likely to do something to create a better system.

				As the French poet Charles Baudelaire noted: “The devil wins at the point where the public comes to believe that he doesn’t exist.” Finance wins at the point at which economists stop talking about debt, and talk as if all loans were productive and the debts could be paid.  So today’s economics curriculum is basically a disinformation system, subsidized by financial lobbyists to turn out “useful idiots” who don’t believe that a debt problem exists, any more than they believe that there is any such thing as a free lunch.  To deter reform, the financial sector selects people like Alan Greenspan or Ben Bernanke who actually believe what they’re saying.  The best con man or disinformation lobbyist is one who believes what he’s saying.

			

			
				In reality, of course, the economy is all about how to get a free lunch, and the easiest way to get one is by financial means.  This involves persuading the population that borrowing is the way to get rich, not the road to debt peonage.

				So we are brought back to the question of just what kind of progress we are going to have.  Any doubt about how deliberate the rentier sector is about its asset stripping without regard for its adverse economic consequences is dispelled by looking at the furious decade of lobbying by banks and credit-card companies leading up to the U.S.  bankruptcy “reform” of 2005.  Tens of millions of dollars were spent to back politicians committing themselves to stripping away anti-usury regulations and other basic consumer protection.  More recently, the intense lobbying around the modest financial reforms just passed in 2010 was highlighted by anguished cries from Wall Street claiming that a prospective Consumer Protection Agency threatened to make borrowers pay more to handle the “bureaucratic paperwork.” The cost of credit was said to rise if truth-in-lending laws prevented banks from cheating their customers.

				Deception is the name of the game.  Alan Greenspan did give a mea culpa apology for his neoliberal model not working, but economics students are still being taught a travesty of free markets without being told how opposite the modern neoliberal view is from that of the classical economists.  Students are taught about a mythological “tragedy of the commons” if it is not privatized—which means, if Wall Street doesn’t control it.  But the author of that doctrine retracted it, and financial control of nature quite obviously is stripping the environment.  The connection between financial debt and ecological debt is that financial debt can only be paid at the cost of stripping the environment along with other assets.

				So the central flaw in our economy today is to view the finance sector as part of the real economy rather than as a parasite wrapped around it and extracting its surplus.  Financial managers have taken the political system out of the hands of democracy.  Wall Street and its counterparts in other countries have appropriated the power to create credit and charge interest for this privilege, much as medieval conquerors took the land and charged rent as an access price.  There’s little that individuals can do but try to stay out of debt.  But economies as a whole need productive credit, so the solution is not to ban it or ban interest; it is to return creditor power to the public sector, where enterprise first developed thousands of years ago.

				Wall Street for its part sees that the game is over.  That’s why its managers have decided that it’s time to take the money and run.  The debt overgrowth has gone too far for Wall Street to save, so all they can do is back politicians who will give them as many  bailouts as possible.  Wealthy investors are using their money to buy as many tangible assets as they can—castles, yachts, escape houses in every country they can, and, increasingly, agricultural land.  When you see insiders jumping ship like this, when most investment money takes the form of flight capital to less debt-burdened economies— those that still have room to take on more debt—you know the game is over.  There’s little to be done at this point except to write down the debts—or maybe decide how to rebuild society after the financial and fiscal Dark Age that the financial predators have pushed us into.  It’s not the first time in history they’ve done that.

				Latvia or Iceland could be America’s future if we let neoliberal financial managers do to us what they did to Latvia, imposing flat taxes of 59% on labor while un-taxing property.  The result was a debt-financed real estate bubble that collapsed in negative equity— with homeowners being personally liable for as far as the eye can see.  Many are emigrating to escape a lifetime of debt payments to pay for the banking system’s irresponsible lending.

				Neoliberals insist that there is no alternative to their junk economics.  They try to exclude alternative ideas from the journals they control, so that only their side of the picture will be presented.  This stifles debate, because “free market” economists know that the only way their doctrine can win out is by totalitarian control of the academic system, the popular media and politics.  Serious discussion of economic issues therefore occurs mainly in countries where financial lobbyists are not so thoroughly in control.

				T he road to debt serfdom and financial oligarchy

				As we enter an era of debt peonage, much of the world may end up like Iceland and Latvia, subjected to financial and fiscal austerity without an economic surplus left to maintain living standards.  Companies will not be able to invest in plant and equipment if they must pay their junk-bond holders and other creditors.  Governments will not be able to maintain the environment, but will have to let it be stripped to pay foreign creditors.  The earth may be gutted as economies are stifled by letting their debts grow exponentially.  This should be taught as the basic financial model, rather than distracting students to think of the “real” economy operating on a barter basis without unproductive lending creating a bad debt overhead.

			

			
				Most people think that if someone borrows money, they should be able to repay it.  But the reality is that many can’t pay, except by borrowing even more.  The debt keeps growing, forcing economies to cut back public spending, including ecological renewal.  Brazil is cutting down its forests and other countries are permitting companies to strip the environment and even sell off water rights to get the money to pay the creditors.  This is called progress.  But financial progress ends up becoming antithetical to human progress, industrial and agricultural progress at the point where economies are stripped by the mathematics of compound interest.

				Many people blame themselves as they fall into debt.  The natural tendency is to take responsibility.  But unfortunately, there’s little that most people can do as individuals.  The problem is the financial system that has gained control of government policy and is behaving in a destructive way.  The oligarchy’s first rule is to take away democracy’s most important financial right, that of creating money and regulating debt.  The lie is repeated again and again that an independent Central Bank is the hallmark of democracy.  But no real democracy would give Wall Street veto power over its bank regulators.  That’s oligarchy, not democracy.

				It often is said that people can’t live without hope, but hope also may be their undoing.  Hope is what financial predators and other con men play on.  They’ve played on the hope that despite declining real wages in the United States since 1979, families can maintain their living standards if they borrow and hope that real estate prices will rise and retirement can be paid out of paper stock-market gains.  The public relations trick is to convince people that they can get rich by running into debt to speculate and gamble at the financial racetrack.  This is a false hope.  Throughout history the hope of most people used to be to stay out of debt.  An economics of deception has turned their hope and desire for life against them.

				This is why the financial sector so often has been likened to a parasite.  It is not simply a case of the parasite taking the surplus for itself.  In nature, successful parasites are more than just organisms that sap the host of nourishment.  To succeed for long, the biological parasite needs to take over the host’s brain and trick it into believing that the free rider is part of the host’s own body, even its baby to be protected and nurtured.  That is how the financial sector operates.  It tricks the host economy’s brain—the educational system and the government as planner and lawmaker—to make it think that the way to grow is to promote a financial oligarchy.  What the financial sector really does is suck up everything for its own benefit, and depict this appropriation as irreversible “progress” and “wealth creation.” The classic warning remains that of the prophet Isaiah denouncing the rich for putting plot to plot and house to house until there is no room in the land for people.

				Most people think of progress as being straight and irreversible—and that government regulation and planning “interferes” with growth by being deadweight overhead.  Neoliberal economics claims that “automatic stabilizers” maintain equilibrium.  But this view does not apply to the mathematics of compound interest.  Balance needs to be restored from outside the system.

				Bronze Age rulers succeeded better in handling imbalances that build up in financial and property relations.  They realized that balance is not achieved automatically from within.  The idea of circular time required periodic renewal to restore balance—the status quo ante—by proclaiming Clean Slates to clear away the payment arrears (mainly rents and fees owed to the palace and its collectors), annul consumer debts, liberate bondservants, and also, it seems, to release exiles from Cities of Refuge to re-incorporate them into society.

				This policy was applied for more than half the length of our civilization (from 3000 BC down to the time of Jesus).  And in his first reported sermon, Jesus said that he had come to proclaim the Jubilee Year.  By contrast, today’s idea of progress involves building up the debt overhead into this accumulation.

				Today’s financial crisis is making more people aware of the antithesis between financial capital and industrial capital, and with the idea that financial wealth can be parasitic rather than productive.  The financial sector and its debt claims (bonds, mortgages, bank loans, etc.) are not on a par with physical capital, factories and other tangible means of production.  Debt claims—financialized wealth—are more parasitic than productive.  This is why bankers have now taken the place that the 19th century assigned to the landlords as society’s main recipients of exploitative unearned income.

			

			
				The way to counter the idea of progress as a buildup of savings that represent  other peoples’  debts  is  to study  how economies throughout history have dealt with (or in the case of Rome, failed to resolve) their debt problems.  As preparation, it would help to review classical political economy and its definition of economic rent and asset-price gains as unearned income.

				The popular fallacy is that economies can get bigger without having to make the choice of saving economic balance and flexibility rather than carry debt imbalances forward.  But progress does not occur symmetrically.  Different parts of the economy grow at different rates.  The financial sector’s buildup of debt imbalances grows faster than the real economy.

				What is mainly growing today is pollution—debt pollution as well as ecological pollution.  You don’t want the polluters to be the ones who define what progress is, because they will celebrate their own activities as “wealth creation.” Their business plan is to transfer society’s wealth to themselves, not build up that of the world.  So the economy shrinks.  That is why credit card companies now make more money from penalties and late fees than they make on interest charges.  In the end, destruction of the “real” economy dries up the financial sector, too.
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				Europe’s sovereign debt crisis in historical perspective
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				Summary


				The Eurozone lacks a central bank to do what most central banks are supposed to do: finance government deficits.  To make matters worse, the Lisbon Agreement limits these deficits to 3%—too small to pull economies out of depression by offsetting private-sector debt deflation.

				Even if central banks could monetize higher levels of deficit spending, there are good reasons not to subsidize unfair tax systems and tax cuts on the real estate and financial “free lunch” windfalls that classical economists urged to be the tax base.  Under classical tax policy, Europe would not have had a land-price bubble in the first place.  “Free lunch” economic rent would have become the tax base, not capitalized into bank loans to be paid out as interest.  Government budgets would have been financed in a way that kept down property prices.

				But bank lobbyists have blocked the Eurozone from creating a true central bank to finance public budget deficits.  They also have reversed classical tax policy, un-taxing real estate and finance while putting the burden on labor, corporate profits and consumers by the turnover tax (VAT).  These twin financial and fiscal policies have strengthened the wrong sectors and made the current sovereign debt crisis inevitable, turning it into a general economic and political crisis.

				Having created this crisis, rentier interests are seeking to use it as an opportunity to dismantle social welfare spending, break the power of labor unions and transfer their losses onto the public sector.  Privatizing profits and “socializing” the losses threatens to plunge the Eurozone into austerity and economic shrinkage—unless bad debts and bad loans are written down or off entirely.

				Debts that can’t be paid, won’t be.  The question is whether their non-payment will take the form of debt write-downs to the level that can be paid, or whether Europe will be subjected to a wave of foreclosures, privatizations and cutbacks in public spending on infrastructure and social programs.  In discussing alternatives, it may help to remember that Germany’s Economic Miracle was grounded in the Allied Monetary Reform of 1948, which was a far-reaching debt cancellation.  A similar debt write-off  is needed to enable Europe to restart with a Clean Slate (Schuldenstreichung) and a sounder financial and tax system.  The need has now become urgent.

				Such a financial reform needs to be accompanied by a tax reform to collect land rent, natural resource rent and to restore basic infrastructure monopolies to the public sector rather than leaving it as a windfall gain or “free” to be capitalized into a new wave of bank loans.

				


				I want to start by saying how shocked I was a few years ago to find that Germans are being propagandized with a travesty of history regarding the Weimar hyperinflation in the 1920s.  When I studied—and later, taught—graduate economics in the 1960s, the problem was clearly understood.  Students learned how Germany was loaded down with reparations far beyond its ability to pay after World War I.  Already in 1919, John Maynard Keynes’s Economic Consequences of  the Peace warned that setting these reparations so high would cause a breakdown of international payments.  During the 1920s he defined the limits to how much foreign debt or other “capital transfers” could be paid abroad.

			

			
				Followed by a few economists such as Harold Moulton and Allyn Young in the United States, Keynes’s “structural” balance-of-payments analysis was taught to a generation of students and credit analysts.  It became common knowledge that what governments might tax away in domestic currency was not necessarily available to be paid in foreign exchange.  Germany could pay dollars or gold only by exporting more—or by selling property, or borrowing hard currency.  What collapsed its exchange rate and inflated its prices was trying desperately to pay foreign debts, not printing money to spend at home.  I realize that Germans are traumatized by inflation.  Rather than being carried away by emotions, now it is time to take a step back and acknowledge the real reasons that caused the trauma.

				Keynes and his colleagues failed to convince governments to reject the arguments of Jacques Rueff in France, Bertil Ohlin in the United States and other creditor-oriented economists who claimed that there was no limit to how much money could be squeezed out simply by imposing financial and fiscal austerity.  Their narrow-minded views received powerful support from creditor interests, backed by nationalistic American diplomacy.  Their logic of revenge was not a responsible guide to policy.  Yet it has survived in less emotional but equally cold, calculated form as rationalization for the International Monetary Fund’s austerity programs imposed on Latin American and other Third World debtors since the 1960s.

				What is remarkable is that awareness of the empirically valid side of the 1920s German reparations debate has disappeared from today’s discussion.  The losers in that debate—the austerity advocates—have swamped the popular media, government and even the universities with what psychologists call an implanted memory: a condition in which patients are convinced that they have suffered a trauma that seems real, but which did not exist in reality.  The German public has been given a false memory of its traumatic hyperinflation.  The pretense is that this resulted from the Reichsbank printing money to finance currency spending.  The true explanation is to be found in the foreign currency collapse—trying to pay foreign debts far beyond the ability to do so.

				Every hyperinflation in history has been caused by foreign debt service collapsing the exchange rate.  The problem almost always has resulted from wartime foreign currency strains, not domestic spending.  The dynamics of hyperinflation traced in such classics as Salomon Flink’s The Reichsbank and Economic Germany (1931)  have been confirmed by studies of the Chilean and other Third World inflations.  First the exchange rate plunges as economies pay for foreign military spending during the war, and then—in Germany’s case—reparations after the war ends.  These payments lead the exchange rate to fall, increasing the price in domestic currency of buying imports priced in hard currencies.  This price rise for imported goods creates a price umbrella for domestic prices to follow suit.  More domestic money is needed to finance economic activity at the higher price level.  This German experience provides the classic example.

				In 1919 the Allies imposed unpayably high reparations on Germany—largely to pay the Inter-Ally arms debts that the U.S.  Government insisted on collecting from Britain and France for supplies and weapons sold before the United States entered the war.  Such debts traditionally were forgiven among allies upon achieving victory.  But the U.S.  Government refused to do this, so its wartime customers turned to Germany to pay.

				Its liability was unlimited under the Treaty of Versailles.  For starters, Germany was stripped of its coal reserves, steel mills and other valuable assets.  This left little alternative but for the Reichsbank to create German marks to throw onto the currency markets to obtain the foreign exchange to pay reparations.  This raised the price of imports, and hence the domestic price level.  More money was needed to transact purchases and sales at the higher price level.  So the line of causation went from the balance of payments and currency depreciation to rising import prices.  More expensive imported goods raised domestic prices as well.  It was this that created a need for a higher money supply, not domestic money that forced higher prices.[1]


				Germany’s reparations were paid by borrowing abroad, not by taxing domestic income.  Its cities borrowed dollars in New York and turned the proceeds over to the Reichsbank in exchange for domestic currency (whose spending did not cause domestic price inflation).  The Reichsbank paid these dollars to the Allies—which turned around and paid the money to the U.S.  Government for their arms debts in a triangular circulation.

			

			
				The Federal Reserve flooded Wall Street with enough credit to keep interest rates low enough to encourage foreign lending to obtain higher interest rates abroad.  This appeared to make the system work—by financing debt service with new borrowing.  Economists call this a Ponzi scheme (Schneeballsystem).  What promises to be the “miracle of compound interest” cannot last for long without self-destructing.  The low U.S.  rates that made foreign lending profitable fueled a domestic real estate and stock market bubble that crashed in 1929.

				It may seem strange for an American such as myself  to be invited to Germany to tell you about your own history.  But that is what happens when bank lobbyists skillfully exploit a collective trauma to strip a nation of knowledge of its history and replace it with a travesty of reality.  This distortion of history is a precondition for spreading the creditor-oriented ideology advocated by the EU Commission, European Central Bank (ECB) and International Monetary Fund (IMF).  This “troika,” captured and caged by neoliberal ideology, is using a false historical view to plunge Europe into needless austerity and poverty.

				The most immediate decision was to do to Greece what the Versailles Treaty did to Germany: enforce foreign debt service far beyond its ability to pay.  Politically, this requires suspending democracy and accepting the possibility of Greece slipping back into military dictatorship, by insisting that populations not be given a voice in whether to approve government’s commitment to pay.  The veritable coup d’état is capped by replacing elected governments in Greece and Italy with “technocrats,” Euro-speak for what we Americans call investment bank lobbyists or factotums.

				When you find wrong-headed ideological economics promoted year after year as a litany, there always is a special interest at work.  Today’s most powerful special interest is the financial sector.  It is seeking to extract gains even at the cost of imposing austerity and ultimate bankruptcy on entire national economies.  Pro-creditor lobbying has gained enough subsidy and power to strip the history of economic thought from the academic curriculum, to the point of suppressing memory of monetary debates going back two centuries.  Today’s monetarist insistence that foreign debts can be paid without limit, for example, is rooted in David Ricardo’s Bullionist logic put forth in the 1820s.  It was controverted by the anti-Bullionists, yet universities still teach Milton Friedman’s Chicago School blind spots, and central banks throughout the world enforce its errors of omission and commission.

				This censorship of past intellectual history is not science, nor is it empirically based.  It is ideology reflecting brute self-interest by creditors.  But its rationalization of Eurozone strictures against central banks financing public spending is used to brainwash the economics profession and the ranks of central bankers submissive to investment bankers.  There is even an ideology that government budgets should be balanced rather than provide the economy with money and purchasing power to grow.  The policy conclusion reveals the motivation why this error has been popularized so successfully: If central banks do not provide the economy with money (in the form of money-debt that nobody expects actually to be paid over time, unlike commercial bank credit), then this leaves private-sector banks as the only source of money and credit—and charging interest.  Their aim is to keep for themselves the monopoly of creating money that governments could do just as well on their own computer keyboards.

				Banks have shown themselves to be irresponsible by financing the characteristic form of price inflation of today’s world: a financial bubble fueled by credit on easier and looser terms to buy real estate, stocks and bonds, to buy entire companies.  Governments hardly could have been expected to fuel asset-price inflation.  Their interest should be in taxing away “free lunch” windfalls from the land’s rising site value and from natural resources, and to provide basic infrastructure services at subsidized prices or freely, just as they provide roads without tollbooth access charges.  Banks have sought to enable mortgage debtors and corporate raiders to pay their interest by cutting taxes, leaving more land rent and corporate income “free” to be paid to bankers and bondholders rather than to the tax collector.

				The result is to raise prices in two ways.  First of all, “rent is for paying interest,” and  so is corporate cash flow in today’s world of debt-leveraged buyouts, hedge fund takeovers, mergers and acquisitions.  Whatever the tax collector relinquishes is “free” to be capitalized into higher bank loans, raising the price of assets.  This raises prices for housing, of factories and other means of production.  Economies polarize between creditors at the top of an increasingly steep pyramid, and debtors at the bottom sinking into debt peonage.  The middle class melts away.

				Tax cuts on land rent, natural resources and the higher income brackets force governments to shift the tax burden onto labor, industry and consumers.  This raises the break-even cost of living and employing labor.  This prices debt-ridden and regressively taxed economies out of world markets.  The effect must be economic shrinkage—unless the entire world joins in this race to the bottom.  The myth that Germany’s hyperinflation in the 1920s was caused by the Reichsbank using the printing press to finance Germany’s domestic budget deficit has survived to justify the Lisbon Treaty’s  preventing  the European Central  Bank from creating money to lend to governments.  Banks have spent a generation planting this false history to force governments to borrow commercially, at interest, presumably on risk-free terms.  The ECB thus has been hijacked to serve commercial banks, not the public interest.  The aim is to monopolize the creation of money that governments could create just as well on their own computer keyboards.

			

			
				Already in the 18th century, British economists such as Sir James Steuart, Josiah Tucker and even David Hume recognized that additional money and spending normally (as long as unemployment existed) helped increase output more than prices.  The corollary is that monetary deflation in unemployment conditions tends to curtail output more than imports—not to speak of transferring property from creditors via foreclosure.  So money is much more than a “veil.” It is debt, not merely a set of “counters.” Austerity discourages new capital investment, leading to deeper import dependency, worsening the balance of payments as well as the fiscal deficit.

				By starving the economy of the funds to increase employment and output—while backing banks that have spent the past generation inflating real estate prices and the financial bubble—ECB policy has promoted asset price inflation for housing, living costs and hence employment costs.  This hardly is a recommendation for leaving it with the central planning power.  It is seeking to impose austerity to squeeze out debt payments for its past irresponsible credit policy.

				Something has to give.  If debts are not written down—and indeed, written off—then economies will have to use their surplus to pay past creditors and their heirs rather than invest in economic growth and raising living standards.  The financial plan is to dismantle government social spending and infrastructure investment, privatizing this—on credit, building heavy debt servicing charges into the prices of public services now provided at subsidized rates or freely, paid for by a combination of progressive income and wealth taxation and new government money creation.  The effect will be to increase the national price structure, while making creditors and privatizers rich even as the overall economy shrinks.

				A political and ideological coup d’état is replacing democracy with financial oligarchy, transferring government power to banks and bondholders.  The new policy is not for governments to tax the wealthy but to borrow from them—at interest, which is to be paid by taxing labor, consumers and industry all the more.  To proceed down this path would reverse Europe’s Enlightenment and the past three centuries of economics which was called classical economics—and even “free market economics.” It is a travesty to impose austerity policy in the name of the patron saints of classical political economy.  The Physiocrats, Adam Smith, John Stuart Mill, Wilhelm Roscher, Friedrich List and Progressive Era reformers urged just the opposite path of what now is being taken, and indeed which the world seemed to be following  until World War I and for a few decades after World War II.

				The euro was crippled at the outset, financially and fiscally

				The European Union was created largely as a project to end war, but the way the Eurozone has been shaped has opened an unanticipated form of warfare and tribute-seeking: a conquest waged by bankers and their major rentier clients to create a financial oligarchy ruling via “technocrats” installed much  as proconsuls used to serve in the Roman Empire.  Acting on the prime directive that all debts must be paid, willy-nilly, this administrative class is willing to plunge economies into austerity and depression to create an opportunity to roll back social spending under force majeure conditions.  Reversing the past two centuries of European Enlightenment, financial interests are fighting to reverse the Progressive Era’s reforms of a century ago and the social democracy that followed World War II.

				Europe is being pushed into depression, but it is not a cyclical business downturn or a result of natural phenomena.  It is not economically necessary, and certainly not the result of labor being overpaid.  The sovereign debt crisis is being used as an opportunity to force privatization sell-offs and dismantle the power of governments to regulate and tax wealth.  Budget deficits are used not to revive employment, Keynesian-style, but to save banks and bondholders from having to take a loss.

				The first dimension of the Eurozone’s problem is financial.  Bank lobbyists crippled the euro at its birth.  Unlike Britain and the United States, the Eurozone lacks a central bank to do what central banks are supposed to do: create money to finance government budget deficits.  The money and credit needed to fuel the economy are to be created by commercial banks, at interest.  There simply is no continental European idea of a central bank lending directly to government.

			

			
				This is why George Soros recently described the euro itself  as a bubble—a positive feedback of belief that it would work has been followed by a sudden realization of its structural shortcoming.  “The main source of trouble,” he explained, “is that the member states of the euro have surrendered to the European Central Bank their rights to create fiat money.”[2]  Prevented from lending to governments, the ECB in its present form was bound to fail at the point where governments need to rescue economies from debt deflation.

				The euro was created without a body able to monetize public spending independently of commercial banks.  But the banks have lost too much to resume lending.  Deregulation, lax oversight and outright fraudulent practice have become so rife, especially emanating from U.S.  and British banks and their correspondents, that trust has been broken.  Without faith, credit disappears, because the word credit means, literally, “I believe [that I will be repaid].” Bankers rightly fear to extend credit to other banks.

				This is the end-game resulting from the fact that the banking system’s business plan has not been to finance new capital formation to create future income flows from the real economy, but to find assets and income streams to serve as collateral for new loans.  As banks compete to lend against real estate (which accounts for some 80 percent of new bank lending in the United States and Britain), the effect is to load these assets and their income stream with more debt, siphoning capital away from productive investment to pay interest and amortization to the banks.  It is a predatory yet basically lazy business plan.

				Unlike  public deficit  financing, commercial  banks  inflate prices—asset prices.  Banks lend mainly against rent-extracting assets, headed by real estate, oil and  gas, mining, and monopoly rent extraction—precisely the “free lunch” rent that classical economists urged to be the tax base.  Land has passed out of ownership by hereditary aristocracies to be democratized—but on credit.  Recognizing that whatever the tax collector relinquishes is “free” to be paid to the banks as interest, banks have thrown their weight behind un-taxing the land, fuels and minerals.

				This fiscal dimension is the second time bomb in Europe’s economic mal-structuring.  A property’s price is however much a bank will lend.  As bank officers seek to loan as much  as borrowers will take, they loosen the terms, lending a rising proportion of the purchase price of real estate or other property.  This raises asset prices— a result of higher debt leveraging, not actually earning or producing more.  So more borrowers buy property simply hoping to make an asset-price (“capital”) gain.  This is why commercial bankers love asset-price inflation.  It broadens the market for their credit creation.

				By deeming interest tax-deductible as if it were a necessary business expense (and even on owner-occupied residential real estate in most English-speaking countries), today’s pro-debt, pro-bank tax code subsidizes a rising proportion of the economic surplus to be paid out as interest to the bankers.  This causes a loss not only to the tax collector, but also to the economy at large.  New buyers of homes or commercial property, for instance, vie with other prospective buyers to see who  will pledge the most after-tax income to obtain a bank loan.  The result is that although governments do not fuel real estate and financial bubbles by lending or by central bank money creation, they help inflate asset prices by guaranteeing mortgage loans and un-taxing rent to pay higher mortgages.

				To make matters worse, governments must make up the loss of property tax revenue by taxing wages and profits, or sales via the Value Added Tax (VAT).  These taxes increase the economy’s cost of living and doing business, by raising the supply price of labor and tangible capital, and by raising the sales price by the amount of the excise tax.  So what inflates asset prices is tax favoritism for debt leveraging, not central bank money creation as such.

				This means that if economies are to be more competitive, they need to minimize the degree to which housing prices, education prices and public utility services are debt-leveraged and hence build interest charges into their prices.  Over more than two centuries, economists have urged taxing away “unearned” income that has no counterpart in actual costs of production (“economic rent”) and either keeping natural monopolies in the public domain or at least regulating their prices to keep them in line with technologically necessary production costs.

				Explaining this logic was what free market classical political economy was all about—and why it no longer is being taught by academic curricula run by today’s travesty of “free market” ideology.  Most people today intuitively sense that banking and high finance has become predatory.  Bill Black (UMKC) has described “control fraud” as a combination of crooked accounting, buying politicians, slandering whoever might expose the deception, and backing “free market” economists to assure the public that Wall Street will regulate itself without any need for regulatory oversight.  Yet it wasn’t politically correct to say so until George Ackerlof won the 2001 Nobel Economics prize for his 1993 article with Paul Romer on “Looting: The Economic Underworld of Bankruptcy for Profit.” Its thesis was straightforward: “Bankruptcy for profit will occur if poor accounting, lax regulation, or low penalties for abuse give owners an incentive to pay themselves more than their firms are worth and then default on their debt obligations.  Bankruptcy for profit occurs most commonly when a government guarantees a firm’s debt obligations.”

			

			
				Today’s economics textbooks treat this as an anomaly—as if it shouldn’t exist, and therefore can be ignored as an accidental failure in the system, not its intention, focus and indeed its very essence.  No textbook explains how the most recent fortunes have been made by grabbing other peoples’ savings—pension fund savings, and especially those of rival financial institutions.  Yet Enron’s corruption of Arthur Andersen turned out to be symptomatic of the Big Five accounting firms, followed by bond ratings agencies that all gave AAA credit ratings to what turned out to be toxic subprime mortgages.  Economics texts do not explain why until very recently the way to get rich was to borrow money to buy a property that was going up in price—and why debt-leveraged asset-price inflation must necessarily collapse in a wave of bankruptcy.

				The financial sector’s business plan is to impose throughout Europe what the European Central Bank and “troika” partners are doing to Greece, Ireland, Portugal and Spain.  They say: “Give us your ports and your land, your tourist sites and your water and sewer systems.  Let us put up tollbooths on these privatizations to collect rents.” The buyers are to turn around and use the revenue to pay their bankers—while the governments receiving the buyout payment for this property turn around and pay their bondholders, including the bankers who hold these bonds as reserves.

				Acting on behalf of these bankers and bondholders, central bank apparatchiks say, in effect: “Sorry our earlier advice to deregulate financial markets and untax wealth didn’t work out better.  But you must take responsibility for the consequences of your policy decisions.” In times past this kind of asset grab imposing rentier tribute required an army to enforce.  What makes today’s situation so remarkable is that it is achieved without need for military intervention—as long as populations remain passive and believe that the world works in the way that banks depict.  Its promise is that “Austerity will make you rich,” much  as if self-deprivation will make you holy.  The corollary is that to become rich—or even to keep the economy functioning—banks have to be saved from taking a loss.  And the unstated inference is that governments must absorb the loss and pass it on to “taxpayers.”

				The reality is that losses are inevitable as debts go bad and drive a widening part of the economy into negative equity (debts in excess of assets).  That is inherent in the mathematics of compound interest, and the result of steadily loosening loan standards to raise the degree of debt leveraging.  Disabling popular opinion from realizing this fact is part of the weaponization of the economic theory, turning it into a combination of distraction, diversion and outright deception.

				Matters are made much worse by the financial sector’s lobbying to untax the finance, insurance and real estate sector, as well as untax asset-price (“capital”) gains and the higher income brackets.  Taken together, these policies have steered bank credit to finance a real estate and stock market bubble, not into creating new industrial capital, infrastructure or other productive lines.

				I can understand German reluctance to finance the budget deficits of governments such as Greece that are unable or unwilling to tax the wealthy, and whose insiders control public spending and contracts.  This would merely subsidize tax evasion and wrongheaded fiscal policy by ECB credit—provided ultimately by European  taxpayers.   The  deep  problem—which  hardly has  been discussed—is that Eurozone tax policy creates the opposite of what classical economists defined as free markets—markets free of unearned income.  The land’s site value stems largely from what is provided by nature and given value increasingly by public infrastructure spending (e.g., on transportation, water and sewer services) and the general level of prosperity.  Economic rent is independent of the landowner’s, homeowner’s or mine owner’s own investment or costs.  What makes it a free lunch is that, by definition, it has no counterpart in the recipient’s own outlays—except to finance the purchase of the rent-extracting privilege or asset in the first place.

				Instead of progressive taxation of land, natural resources and “unearned income” (economic rent), the tax system subsidizes debt creation and promotes asset-price inflation by giving favoritism to debt-leveraged price gains and making interest payments tax-exempt.  This means that tax reform is needed to go with financial reform.  The problem with Greece is not merely their widespread tax evasion by the wealthiest layer of the economy, which normally would pay most of the taxes (as was long the case in the leading industrial nations).  Governments are taxing the wrong sources of income: wages and profits, instead of rent.

			

			
				Under present conditions, the Eurozone’s collapse is unavoidable

				The Eurozone’s economic collapse is not accidental.  The bank lobbyists who wrote the continent’s financial and tax policy planted the roots of the debt problems of Greece, Ireland, Spain, Italy and Portugal at the euro’s creation,

				(1) by not permitting the European Union to create a proper central bank to monetize government deficits.  This obliges governments to borrow from banks at interest for creating credit that public central banks could do just as readily on their own computer keyboards.  Creditors use the government’s need to roll over the public debt as a lever to impose austerity.  Instead of spurring confidence, the rise in interest rates and political crisis spurs a capital flight and bank run (viz.  Greece and Spain).

				(2) by forcing governments to minimize these deficits to only 3% of GDP—too low to spur recovery in the face of today’s debt deflation.

				(3) by promoting an anti-progressive tax shift off real estate and finance (and the higher wealth brackets in general) onto wages and profits.  This raises the cost of living and doing business—while lower property taxes leave more rent to be capitalized into bank loans.

				(4) by un-taxing capital gains and deeming interest payments tax deductible.  This encourages debt leveraging to bid up prices for housing  and other assets.   Diverting  savings  into speculation makes rentier economies less competitive, and also less fair.

				(5) by loosening bank regulations to permit unproductive bank lending to inflate asset prices rather than to finance new means of production.  A race to the bottom has shifted the financial center to London, where deregulation has led to a free-for-all of irresponsibility (viz.  the Icesave debacle), while in the United States financial fraud has been effectively de-criminalized.

				(6) by bailing out banks and bondholders when the time finally comes for governments to create new debt in response to the financial crisis.  Instead of increasing social spending or writing down bad debts and loans, governments (at ECB urging) take bad debts onto the public balance sheet, leaving the debt overhead in place.  This exacerbates the debt deflation, shrinking economies all the more, reimbursing the 1% at the cost of impoverishing the 99%.  This pits the financial sector not only against labor but against the productive economy at large.

				Financial institutions have become more extractive than productive, not only directly as creditors and money managers, but also as lobbyists for tax rules that subsidize debt rather than direct investment.  Once initiated, the debt overhead grows exponentially to a point that shrinks the economy’s ability to pay and invest productively, causing defaults and foreclosures.  The banks’ policy response is to insist that governments replace bad private-sector loans with public debt.

				This means creating money only to benefit the banks and other creditors, not to help the non-financial productive economy.  Almost without voters noticing, the traditional role of government has been inverted to serve creditors, not the “real” economy.  In principle (at least as popularly understood), central banks are supposed to spend to promote economic growth and full employment, not make financial returns by loading economies down with debt.  But since 2008 the U.S.  Federal Reserve has sought to re-inflate the financial bubble, not spur the “real” economy.  EU governments, having had their monetary hands tied while commercial banks inflated asset prices far beyond the ability of debtors to pay, are now told to take bad debts onto their balance sheets and squeeze out enough additional tax revenue to pay interest to the happy bondholders who have got “cash for trash.” The fiction at work here is that austerity can squeeze out more money, rather than worsen the deficit.  The moral outrage is that the 99% should be taxed to make the 1% whole— on its share of wealth, which has doubled during the financial bubble, as if this were built into the moral structure of nature itself ! This is outrageous.

			

			
				The unpayably high magnitude of debts is not accidental and cannot be cured by merely marginal reforms short of writing off the debt overhead.  It is not possible to preserve the present financial structure and leave the debt overhead in place.  This means that bank bailouts are in vain—except to enable existing speculators, depositors and investors to take their money and run.  In contrast to the political cover story about how bailing them out will “restore confidence,” bankers are using central bank subsidy to abandon the economic ship.  Sophisticated financial analysts know that in the end, the debt overhead must go bad.  This is the reality that banks have sought to expurgate from the academic curriculum and, more important, from public consciousness—because it shows that the bailouts ultimately must be in vain.

				The illusion of restoring stability can be sustained only by creating new government debt and bailouts to feed the exponentially growing debt overhead.  The ECB is providing enough liquidity to banks to lend debtor governments enough to keep paying their bondholders and bail out bankers.  This creates a financial echo chamber.  Banks finance governments, which finance the banks.  The U.S.  Federal Reserve led the way by flooding the money markets with liquidity so that bankers could lend mortgage debtors enough to pay their debts falling due, even for property in negative equity (with the mortgage exceeding the market price).

				The aim is to keep alive the illusion that debts can be paid by helping the economy borrow its way out of debt.  Meanwhile, debt deflation prevents the economy from earning its way out of debt.  In austerity-ridden economies, lending hardly can be productive, because there is little motive to invest as sales fall, retail stores close and more debtors default.

				It thus seems absurd to think that bank propagandists can get much popular traction for their claim that the financial system will collapse unless governments bail them out.  What they really want is simply to save their stockholders and bondholders from losing the outsized gains they have made over the past decade.  Frightening scenarios are painted about how wiping out bank reserves will endanger depositors’ savings, because one party’s savings is another’s debt after all.  So the 1% is to be bailed out as if this were all for the good of the 99%—the proverbial widows and orphans, and especially retirees and their pension funds, all of whom are conceptualized as living off trusts invested largely in bank bonds and hedge funds.

				What needs to be recognized is that even if governments finance more deficit spending at this point, it is hard to see how  this can rise to a magnitude sufficient to offset the impact of debt deflation—that is, the interest and amortization to carry past debts, whose payment leaves less income available for spending on goods and services.

				The savings overhead is the problem, it is synonymous with the debt overhead.  It is time to ask whether it is desirable for economies to save, at least to save along present lines—even to save for retirement.  The problem is that savings tend to concentrate wealth at the top of the economic pyramid, and to do this parasitically when they are lent out to become other parties’ debts.  Restructuring the financial system is especially important for pension funding and Social Security, to re-organize it more along the lines of Germany’s pay-as-you-go system rather than financialized to make money by lending and speculation as in the United States.

				The problem with our present system is that almost all financial savings today are lent out, rather than taking the form of new direct investment to increase the means of production or raise living standards.  Most corporate investment is made out of retained earnings.  Bank loans affect the corporate sector mainly by fueling takeovers and leveraged buyouts of companies already in place—and ripe for asset stripping.

				This is not the happy picture that economic textbooks depict, with banks lending savings to factories with smokestacks coming out of them and workers walking with their lunch pails in, presumably to get the paychecks.  Such misleading diagrams (at least in American textbooks) are intended to brainwash students to believe that finance plays an inherent symbiotic role with industry and the economy at large, rather than being an external intrusion—something that has been likened more to the relationship between locusts and a farm than to a mutually beneficial system.  When debtors pay their bankers, they have less to spend on the real production-and-consumption economy.  And when bankers make the loans that extract this income, the credit is not what people have saved, but what bankers have created on their own keyboard.  “Loans create deposits,” not the other way around.  And the vast majority of these loans are made to buy assets already in place: to transfer the ownership of real estate, stocks and bonds on credit, bidding up their prices in the process— while deflating the “real economy.” This is why asset-price inflation finds its natural complement in debt deflation of the economy at large.

			

			
				What textbooks should explain is that under today’s financial system, the more an economy saves, the more that is owed.  This would not be such a problem if savings were lent out productively, in ways that enable the borrower to earn the income to pay off the debt with its interest.  But the banking system’s business plan is to convince borrowers that they can pay debts by buying assets whose price is being raised by the exponential rise in bank credit.  The idea is to lend more against every asset and income stream, by requiring smaller down payments and slower amortization of the debt balance.  The trick is to convince borrowers that they are getting richer as long as prices for homes, stocks and bonds are rising faster than debt is increasing.

				This asset-price rise increases the ratio of property prices to labor’s wage rate.  And when prices plunge, the debts remain in place.  This is what economic orthodoxy and its textbooks leave out of account.  Yet it is the paradigmatic model of financial bubbles.

				What is needed—after letting the present bubble crash by wiping out the bad-debt overhead—is to prevent a recurrence of the Bubble Economy, by restructuring the financial system along more productive lines.  But banks are fighting tooth and nail against such a restructuring, because it means rejecting the Thatcher-Reagan epoch of Chicago School neoliberalism sponsored by the banks at the expense of the economy at large.

				More immediately, this understanding of the dynamics of debts suggests a need for governments to provide a “public option” for saving as well as for money creation, credit cards and other financial infrastructure that is indeed necessary for the everyday economy to function efficiently.  The aim should be to promote tangible capital formation and minimize the cost of living and doing business, not unproductive credit grounded in asset-price inflation and a financialized real estate bubble and stock market bubble.

				Quantitative Easing policies have pushed down interest rates to just 1 percent in the United States and Britain.  This has led pension plans and insurance companies to desperately seek higher rates of return—and they have done so by gambling on derivatives.  Typically these gambles and hedge fund speculations have lost money, not given the hoped-for gains, as Wall Street sharpies have stuck their clients with bad interest-rate swaps and other deals gone bad.  The usual excuse is made: “Nobody could have anticipated these problems.  No one could have foreseen the crash.” But large swaths of the pension fund and insurance sector have been left with negative equity—while their managers have paid themselves enormous commission fees and bonuses, and paid stockholders enormous dividends during the run-up, despite falling profits and rates o return.

				How asset-price inflation leads to debt deflation

				Debts must be paid out of income earned elsewhere.  And as the volume of debt rises, interest payments and other carrying charges divert personal and corporate income away from being spent on goods and services.  (These payments also reduce tax receipts, because interest is ruled to be a tax-deductible expense.) Markets shrink, investment and employment slows, and debtors are less able to pay their stipulated debt service (or taxes).  Debt deflation arrives, along with a fiscal squeeze—and it is deemed a crisis.

				Just what really is this crisis? From the vantage point of wealthy creditors atop the economic pyramid, the problem is simply one of how the wealthiest 1 percent of the population—which has doubled its share of wealth over the past generation—can avoid having to give up its remarkable gains.  These gains have been made  as a result of indebting the bottom 99% and receiving the lion’s share of debt-leveraged asset-price gains.  To avoid the seemingly normal recession of these gains, governments and the population as a whole must bear the loss.  Families must lose, businesses must go under, local and national government may collapse and societies must suffer lower wage levels, so that banks and other creditors do not lose a penny.

				This narcissism of wealth prompts creditors to pretend that the Bubble Economy’s fluorescence was normal, not a distortion.  The wealthy and their financial institutions want to double their share of income and property again, and then to keep on increasing it even to the point where the rest of society is plunged into misery, labor emigrates, birth rates fall and the economy dies.  That is the result of “growth” of the financial system that increases asset prices by debt leveraging.

				Tying the hands of government by depriving it of a central bank to create money

				The Progressive Era prior to World War I, and even economic democracy after World War II, envisioned a mixed public/private economy in which governments would provide basic infrastructure on a subsidized basis, and regulate markets to steer savings and new money or credit creation along productive lines.   But Article 123 of the Lisbon Treaty assigns this role to commercial banks—including that of financing government budget deficits, by preventing central banks from lending to governments.

			

			
				This constraint blocks governments from monetizing the spending needed to pull economies out of today’s post-2008 depression.  It forces a shift from public money creation to commercial bank credit—and as noted above, this bank credit takes the form of irresponsibly inflating asset prices and distress lending.  In this new “neoliberal” approach, the role of government is not to supply the economy with money, but to leave this to the banks—and then to act as debt guarantors even when the banks lend more than their debtors are able to pay.

				Bank lobbyists defend this monetary handcuff by a scurrilous and historically false claim that public financing is inherently inflationary, even hyperinflationary.  The implication is that commercial banks are more responsible than central banks, and that their credit creation on their own keyboards is less inflationary than when governments do this for social spending or infrastructure investment.  Yet commercial banks have fueled the fastest and largest asset-price inflation in history! Loosening the terms of mortgage credit and even obtaining public guarantees for irresponsible lending—and in the United States, lobbying to decriminalize financial fraud, or at least to deregulate it and to insist on the appointment of law officials who refuse to prosecute—has obliged homebuyers to pay more for debt-leveraged housing, and investors to pay more for assets ranging from office buildings to stocks and bonds, thereby raising the price of buying a retirement income or, for pension funds, of paying a pension.

				The aim of this financial game is to transfer the economic surplus into the hands of an emerging neo-oligarchy composed of bankers, bondholders and other creditors.  Their strategy is to loan against real estate and corporate assets and income streams, while lobbying to make the tax code serve rentier interests by favoring rent extraction rather than new investment.  Speculation in asset-price gains receives tax preference over productive lending.  Borrowers are able to pay back their loan with interest mainly by borrowing more against real estate, stocks or bonds whose price is being inflated by commercial bank credit creation.

				Meanwhile, the economy at large loses as output and employment shrink—while prices for consumer goods and services rise.  This is the post-crash austerity phase of the debt cycle.  It is characterized by a transfer of property from debtors to creditors.  So just as they received the income that was transmuted into interest payments on bank loans during the upswing, they foreclose on property during the downswing.  The ensuing crisis becomes an opportunity for creditors to carve up public assets as well, in privatization programs dictated by the IMF, World Bank and EU bureaucracies acting on behalf of global creditors.

				Under these conditions the major problem becomes one of how the economy is to avoid shrinkage, if debt service is withdrawing more revenue than the public sector deficit is providing to the private sector.  Financial interests deem any such body of analysis suggesting that their behavior is extractive rather than productive to be a potential attack and even “class war.” Bank lobbyists prefer to popularize the myth that economies can get rich by increasing prices for real estate, stocks and bonds on credit faster than debt is growing—as if paying interest did not shrink the market for goods and services, and hence employment.

				Failure to address these debt dynamics—the tendency of bank credit to inflate asset prices, and of interest to drain purchasing power from the economy—is a major reason why global investors as well as Greek and other voters have lost faith in the Eurozone.  It has been hijacked by central planners drawn from the financial sector.  They have shown themselves to be incompetent at best, and at worse deliberately misleading when they block central banks from creating money to lend to governments—by blaming the German hyperinflation on the Reichsbank printing money to spend domestically rather than on its attempt to pay foreign-currency debts abroad.

				Collapsing the currency by trying to pay foreign creditors is what Third World countries were obliged to do for many decades under IMF tutelage.  It is the fate that confronts Greece if there is no debt annulment and the country reverts to drachmas.  This would make debts in euros or other foreign exchange more expensive to pay in domestic currency, raising import prices proportionally—regardless of the pace of domestic money creation or government deficits.

			

			
				Why haven’t the past half-century’s productivity gains made everyone rich? 

				Today’s austerity is not the result of technology, diminishing returns or resource depletion.  What prevents productivity gains from being translated into rising living standards is the financial sector attaching debt at an exponentially expanding rate to the economy’s assets and income streams.  This turns land rent, resource rent, industrial profits, disposable personal income and tax revenue into a flow of interest to pay bankers and bondholders—whose lending bids up asset prices, so that buying a home, for example, requires going even deeper into debt.

				The bankers’ business plan is to create credit up to the point where all “free” disposable revenue is pledged to pay interest.  The aim is not to help economies grow or fund new capital formation.  That is incidental to the aim of capitalizing rent, profit and disposable personal income into bank loans.  The problem is that this is destructive of the economy at large, and hence of the banking system’s own viability.  Financially siphoning-off  of the surplus leads to foreclosures on property, including privatization of public enterprises and infrastructure on credit, enabling their purchasers to avoid paying taxes, thanks to the tax-deductibility of interest payments noted above.  Hitherto free or subsidized services are to be saddled with rent-extracting tollbooths.

				Not since the Middle Ages and colonization of the New World, Africa and Asia has the world seen so aggressive an economic warfare.  The plan drawn up in 2011 for Greece to become a tribute payer confronts voters with a condition for remaining part of the Eurozone that nobody expected a decade ago: replacing democracy with a rentier oligarchy administered by financial technocrats.  The government is to serve bankers and bondholders by acting as their debt collector.

				Today’s conquest thus is financial, not military.  And what is so remarkable is that it is being waged in the ideological arena, as if it were all for the best! The illusion is that it paves the way for better growth involves expunging the memory of classical economics.  Rentiers recognize that the greatest defense against their attack is to restore the classical distinction between earned and unearned income, and between productive and unproductive credit.  These are the most effective analytic tools to guide the tax and financial reforms and balanced public/private economy envisioned in the Progressive Era to counter the special interests and their privatization grabs.

				Bankers are the new central planners—and their plan is for austerity

				 When Greece, Italy and Spain joined the Eurozone, many voters hoped that in addition to the obvious aim of ending the many centuries of war, the European project would create a fairer economy by curing local political corruption and stopping the notoriously widespread tax evasion by the wealthy.  I’ve heard Italians say that more active EU control should have saved them from Berlusconi, while in Spain the Basques hoped that pan-Europeanism would make their regional tensions with the national government a thing of the past.

				Such optimism was not justified, because the EU constitution has no provision to clean up corruption or levy taxes efficiently– not even a uniform tax code.  Even so, few voters anticipated that neoliberals would hijack EU governance to protect bankers from loss, at public expense with a deepening austerity being the “solution” to a decade of irresponsible bank loans.

				Why should voters approve a European Union structured in such a way? What  is its appeal? It cannot clean up local corruption and sponsor fair income and property taxation, and it cannot create a central bank to help pull economies out of depression.  What does a united Europe have to offer consumers or business if it subjects the continent to financial and fiscal austerity?

				Greece and other “southern rim” countries are not rejecting their European identity as such.  They are rejecting austerity.  The Eurozone is in danger of breaking up because it has come to mean central planning by bankers, or at least on their behalf.  Neoliberals accuse government planning of being inefficient, but central planning by bankers threatens to resolve the present crisis by imposing depression.  This is what the Eurozone has come to mean as the 1% at the top of the economic pyramid seek to increase their power over an increasingly indebted labor force, industry and government.

				It seems inevitable that continental Europe ultimately will shift its central bank policy to monetize budget deficits along the lines that Britain, the United States, Korea and other industrial economies have long been doing.  But even so, it is not desirable to print money simply to finance budget deficits that stem from un-taxing land, monopolies, finance and other rent-seeking extractive activities.  It also is unwise to create enough money to lend to the public to pay an insolvent debt overhead.

			

			
				A model to be avoided is the U.S.  Federal Reserve policy of taking junk mortgages from the banks onto its balance sheet—without writing down the debts of homeowners in negative equity.  When government bailout funding exceeds the net worth of bank reserves, then the government has effectively become owner.  The stockholders should be wiped out, giving the government an opportunity  to own and operate the financial system as a public option.

				A Clean Slate: Thinking about the Unthinkable

				Financial austerity can be avoided by cutting off its taproot: debts that have been created by (1) untaxing the “free lunch” economic rent from land, mineral resources and monopolies to capitalize it into bank loans, and (2) un-taxing inherited wealth, the highest income brackets and capital gains.  “Freeing” rentier income from taxation has enabled the banks to capitalize it into larger loans to bid up property prices, while tax cuts have led to government deficits as large as military warfare used to cause.  The resulting budget deficits are used as an opportunity for creditors to demand privatization of public infrastructure.

				Restoring tax reliance on land and other rent-yielding assets— and restoring basic infrastructure to the public domain, or at least regulating its prices to bring them in line with technological necessary production costs—is made problematic by the fact that their rent already has been pledged to the banks as debt service.  So classical free market policy today entails defaults, debt write-downs and deeper bank insolvency.  The silver lining is that this situation opens the path to make the financial system a public utility as originally intended!

				The benefits that Germany received from its 1948 Monetary Reform provide an object lesson.  Allowing Germany to start free of debt enabled its industry to start without financial overhead, catalyzing its economic recovery—and serve as a bulwark against communism.  It was easy for the Allies to annul German debts in 1948 because they were owed mainly to former Nazis.  It is harder to cancel debts owed to today’s vested interests, especially to pension funds and popular savings.  This is how deeply debt leveraging has become interwoven with the production-and-consumption economy to make a Clean Slate more politically radical today than it did a century ago.

				All countries emerged from World War II with relatively little private-sector debt.  Yet each recovery since that time has started from a higher level of debt.  This has acted as a brake, making each new recovery weaker than the last—like trying to drive a car with the brake peddle pressed closer and tighter to the floor.

				What makes debt cancellation politically problematic is that it entails writing off savings on the other side of the balance sheet.  One party’s debt is another’s savings.  Most to the point, the debts of the 99% are the savings of the 1%—and despite today’s democratic trimmings, the 1% control the government.  Banks and other creditors are now much more strongly positioned to oppose writing down their claims on the non-financial economy.  And they are willing to impose depression on Europe in order to collect in full.  But they ultimately must lose as economies fall into depression.  That is what is so self-destructive in their position.  Bank reserves are wiped out when the debt overhead buckles and debts go unpaid.

				This need not be a tragedy for society at large.  Someone must bear the loss, and it is preferable for the financial sector to relinquish its enormous recent gains than for economy to grind to a halt.  Economies can recover as banks re-open under public management in their same physical offices, while government leave insured depositors with minimum working balances.

				Just as its Economic Miracle started with a debt cancellation, a viable Euro would best begin with a similar Clean Slate to revive the economy today.  As in 1948, the government could reimburse depositors for basic working balances.  By making its economy as debt free as was the case after World War II, Europe can re-create the boom of seventy years ago.  The role of a Clean Slate, after all, is to restore the normalcy of the status quo ante.  It does not distort as much  as reverse recent financial distortions.  In this respect it is more conservative than radical.

				A Clean Slate has the positive effect of wiping out the explosive debt leverage that has driven European governments, businesses, real estate and families into their present hole.  “Deleveraging”— paying down a debt out of current income—would have a similar effect to Keynesian saving in the form of “hoarding”: It would prevent income from being spent on current output, thereby exacerbating debt deflation and depression.  An organized write-down of debts is less disruptive than not canceling them.  Despite the financial sector’s howls that wiping them out is destabilizing (a euphemism for making them take a loss on a financial system that was mal-structured in the first place), the reality is that leaving these debts on the books is even more destabilizing—because the debt overhead simply cannot be paid.  Trying to keep today’s public and private-sector debts on the books will cause even steeper, more drastic losses and economic polarization between creditors and debtors.

			

			
				A European political realignment?

				Banks repeat Margaret Thatcher’s censorial claim “There Is No Alternative” to their business plan to attach debt to the entire surplus.  The aim—and logical conclusion of the inexorable mathematics of compound interest—is for all corporate cash flow, real estate rent over break-even costs, and disposable personal income over basic subsistence to be paid as interest.  Where these debts compound beyond the ability to be paid, the ECB, EU and IMF “troika” insist that that labor must reduce its consumption and give back the workplace rights and privileges it has won over the past century.  Consumers must be taxed more heavily, and public spending must be rolled back to squeeze out more fiscal surplus to pay the bankers and bondholders.  In sum, Europe is to be subjected to the same kind of austerity that wrecked Latin American and other Third World debtors for so many  lost decades.

				This creation of feudal-type rentier privileges would roll back many centuries of reform.  It is a financial version of the military grabs that seized the land and levied tribute a millennium ago.

				There is an alternative, of course.  Europe does not need to impoverish itself.  It can create a real central bank and a “public option” in banking.  It can renew the centuries of free market reforms to tax land and subsoil rights, natural monopolies and special privileges or return them to the public domain by de-privatization rather than leaving this rent extraction “free” to be capitalized into bank loans.  Europe has put a financial tributary system in place and even has absorbed pension and popular savings into this system.

				This financial warfare is engulfing Europe without most populations even realizing that it is being waged against them, and against industry as well.  Most of all, financial interests seek to disable government, which is the only power strong enough to tax and check their power via public regulation and a central bank with a public option to provide basic monetary services.

				To resist this attack, Europe’s political parties need to revive the path along which most were traveling before World War I.  This requires re-introducing the history of classical economics into the academic  curriculum to counter  the  censorship  that neoliberal ideology has imposed on education and political discussion in the popular media.

				A parallel neoliberal strategy has been to shunt religion along non-economic lines so as to prevent it from playing the political role it did in past centuries, from the Schoolmen of the 13th century and Martin Luther’s denunciation of usury down to Christian socialism, Papal encyclicals, and of course Liberation Theology.  Adam Smith was a professor of Moral Philosophy, and through much of the 19th century universities continued to teach economic thought as a branch of moral philosophy.  The common key to this long tradition was to link ethical values to economics by value and price theory: the idea that people would earn income by providing a productive service to society, not by simply taking or by usury, rent-extraction or other unjust income.

				The neoliberal challenge

				By rejecting this value and price theory, rentier advocates distort the historical  focus  of religion.  By denying that there is  unearned income or that economic rent and interest are transfer payments, neoliberals replace classical moral philosophy with a pro-rentier caricature of science.  Today’s National Income and Product Accounts omit capital gains from asset-price inflation, yet these account for most of the Bubble Economy’s buildup of wealth.  My recent collection of essays, The Bubble and Beyond, reviews how economic theory has been turned into a set of tautologies.  Most seriously, the failure to perceive that the overall volume of debts cannot be paid—and indeed to put this at the very center of economic logic—is like denying global warming.

				The term “neoliberalism” kidnaps the classical liberal idea of free markets that sought to erect defenses against special privilege and unearned income.  To classical economists a free market meant one free of unearned income (defined as land rent, natural resource rent, monopoly rent and rent-extracting privilege).  Neoliberals invert this idea.  In their usage a free market is one free from taxes or regulation of such rentier income, giving such revenue (and capital gains) tax favoritism over wages and profits.  Finance thus is free to operate unchecked as governments are treated as enemy,  not protectors of the common weal.

			

			
				By freeing markets from public regulation and taxation—that is, by dismantling checks and balances against exploitation and free lunches—neoliberalism becomes a doctrine of central planning.  Control simply is shifted from governments to financial centers.  The effect is to replace public power to protect the people with an oligarchic power to oppress them, disabling public authority to regulate and tax finance and its rent-extracting customers.  To call this “freedom,” “free choice” or “free markets” is an exercise in Orwellian doublethink.

				In these respects neoliberalism is a doctrine of power and autocracy, a weaponization of economic theory in today’s financial war against the economy at large.  Its fiscal program is to un-tax banks and insurance companies, real estate and monopolies.  The result is a financial war not only against labor but also—indeed, most of all—against industry and government, because that is where the money is.  Gaining the power to indebt economies at increasing velocity, the banking and financial sector is siphoning resources away from the real economy.  Its business plan is not to employ labor and expand output, but to transfer as much  of the existing flow of revenue as possible into its own hands, by capitalizing it into interest payments.

				Much as the Roman democracy arranged voting by “centuries” ranked by landed wealth, so in the United States votes are bought simply by dollars, mainly from the financial sector.  The result must be economic polarization toward a rentier oligarchy.  Much as Rome’s creditor class reduced the Empire to a Dark Age of subsistence and barter, today’s financial dynamics are globalizing the polarization between creditors and debtors, imposing austerity in the name of free markets.  So as in Rome, the end stage of neoliberalism threatens to become debt peonage.

				Finance capitalism versus industrial capitalism

				This is not the struggle that was forecast between capitalism and socialism.  It is occurring within capitalism itself—between industry and finance.  Finance capital has vanquished industrial capital.  While social democracy has overcome the familiar class war between employers and workers, it has not been able to cope with the financial coup d’état against industry and labor alike.  Capital goods used for productive purposes on the asset side of the balance sheet are the objective of finance capital extending loans on the liabilities side.  Tangible capital has a cost (ultimately reducible to that of labor) and is limited in supply.  Interest-bearing bank credit creation (“other peoples’ debt”) is potentially unlimited.  It thus has become the paradigmatic free lunch.

				What is limited is the ability to pay, and this is where industrial capitalism buckles under the demands of finance capital.  Financial managers have taken over industry to bleed it, not to fund its expansion.  Industrial firms have been financialized, turned into vehicles to pay interest and dividends or simply to spend their earnings on stock buybacks or to buy other firms rather than to undertake new capital investment.  Companies even are borrowing to pay out loans as dividends so as to create quick stock-price run-ups—for their managers to cash in their stock options.  This behavior has prompted industrial advocates to call banks locusts (Heuschrecken) devouring the surplus instead of acting like bees to fund tangible capital formation.

				The path of least resistance to defend industry and rising living standards is to renew the Progressive Era social democratic program of turning banking into a public utility to provide basic financial services such as checking account and credit card transactions at cost, like roads and other public services so as to minimize the price of living and doing business.

				The basic principle that should guide public policy is age-old:  recognition that any debt overhead tends to grow unpayably high.   Over and above the exponential mathematics of compound interest is today’s “free” creation of credit (debt) emanating from the United States since the dollar’s link to gold was cut in 1971.  The resulting expansion of debt tends to approach the point where it absorbs property rent, corporate cash flow and disposable personal income—along with a rising proportion of government revenue.

				Industrial capitalism envisioned a circular flow between producers and consumers.  That was the original concept of national income accounts created by Francois Quesnay and the Physiocrats.  Today’s version treats finance, insurance and real estate (FIRE) as producing a “service” and hence as being part of this circular flow, not as an extractive transfer of income from it to an autonomous and increasingly predatory rentier class.  National income is diverted to pay debt service, causing consumption and production to shrink as banks and financial institutions now play the role that landlords did in feudal and post-feudal times.

				The resolution to today’s creditor claims must take the form either of bankruptcy and foreclosure, or a debt write-down.  Over a quarter of U.S.  real estate is now in negative equity, pending either forfeiture or even worse—a long fight by mortgage debtors just to reach the break-even point of zero net worth.  This is the culmination of democratizing property ownership on credit.  It is not economic freedom but debt peonage—having to spend a lifetime trying to work off debts in a situation forcing debtors deeper and deeper into a financial hole.

			

			
				The need for debt write-downs to be widespread, extending to all personal debts—and hence restructuring the banking system— frightens many people from supporting so deeply structural an alternative.  Yet it is much easier in practice to start afresh with a Clean Slate, as Germany did in 1948, than to retrofit a system that has been so crookedly designed.

				Neoliberalism denies that resolution of an unstable debt overhead must come from “outside” the financial  marketplace.  EU policy is turning “the market” into a straitjacket by shifting private sector debts onto the government’s balance sheet while blocking governments from printing money to finance the resulting budget deficit.  This inverts the direction of the last three centuries of economic and political reform.  It is a political revolution—yet perhaps the most invisible and covert takeover in history.  Banks are able to create a now-unlimited volume of credit, increasingly tax-free, and even receive public bailouts aimed at enabling them to resume lending to the non-financial  economy.  It is the equivalent of giving invaders land for free and turning over the tax system to conquerors—without a real fight or understanding about just what is being given away.

				The financial sector’s war against society at large has led to as deep a public debt as military warfare did in times past.  The rentier tactic is to oblige governments to borrow from the wealthy at interest instead of taxing them, while indebting populations, real estate and industry by levying tribute in the form of interest and  fees.  To cap matters, banks demand subsidies and bailouts so that they will not suffer the when debts and savings expand beyond the ability to pay and hence must be wiped out.  The financial sector’s ploy is to hold the economy hostage, threatening to stop the circulation of payments if they do not get their way.

				Attacking government regulation and protection as leading down the “road to serfdom” toward centralized planning, the financial sector has become the great expropriator.  It aims to centralize planning in Wall Street, the City of London, Frankfurt and other banking centers, steering entire national economies down the road to debt peonage.  To achieve victory, high finance needs to disable government, which is the single power able to regulate, tax and otherwise curtail its expansion.  To disable political democracy, finance buys control of the electoral campaigns so as to promote politicians acting as its officers.  It also buys control of the television, radio and published mass media, and uses endowments to buy control of the academic process.  Together, these are the various organs that represent the “brain” of society.  They are being zombified today.

				Religion itself  has been diverted away from its age-long focus on debt and usury.  Few Christians are taught that in his initial sermon, Jesus unrolled the scroll of Isaiah proclaiming the Jubilee Year, and said that this was his own task: to proclaim the “Year of the Lord” and announce a Clean Slate wiping out Jewish debts, liberating indebted bond-servants and restoring lands to their original pre-foreclosure owners.  And the English-language edition of Martin Luther’s writings is careful to exclude his important pamphlet denouncing Cacus, the monster of exponentially self-expanding interest-bearing debt.  Evangelicals in America are especially manic in defending financial claims on property, as if these claims were property itself, not its antithesis.

				Neoliberals claim to protect the freedom of individuals, especially in the face of oppressive government, but not from creditors or rentiers.  Classical economists realized that a strong government was needed to check the vested interests.  Their aim was not to dismantle government, but to use its regulatory and taxing power in the public interest to minimize unearned income and “free lunches”—and to minimize the economy’s cost of living and doing business.  Keynes and his generation recognized that if governments are blocked from controlling and taxing Finance, Insurance and Real Estate (FIRE), the economy will pass into the control of financial planners.

				There is no such thing as an “automatic” free market.  Every successful economy has been a mixed economy, with the public and private sectors  each having their  distinct  role.  Privatization  of money, credit, and other basic infrastructure services may be only a transitory phase of history, not the irreversible trend that neoliberals applaud and which has led to the present crisis of unchecked rentier power in a political vacuum.

				Europe’s central bank tradition versus Anglo-American merchant banking

				The Bank of England was created to lend money to its government, which it has done most typically in time of war.  In contrast, continental European tradition has been for central banks to lend to commercial banks, which hold their reserves largely in government bonds.  So in effect, commercial banks monetize government deficits indirectly.  Banks and bond buyers are supposed to act responsibly, lending on economically viable terms that prevent inflation and irresponsible government spending.  The German Constitution (Article 109 [2]) states the intention to foster price stability, employment, the balance of payments and economic growth.

			

			
				This tradition is grounded in an epoch when most bank lending was to commerce and industry, and hence at least nominally productive.  Europe prospered as long as its debt overhead was low enough to be carried.  Over the past generation the tsunami of credit created by U.S.  and British banks has overwhelmed Europe’s industrial banking tradition.  Banks have financed a real estate bubble (with the happy exception of Germany) and engaged in esoteric computer games.  The upshot is that the continental European banking tradition that worked so well when grounded in industrial expansion has given way to an Anglo-American merchant bank practice, making gains simply by riding the wave of asset-price inflation—a self-feeding debt leverage ploy for banks to induce customers to borrow.

				Today’s economic discussion should focus on what the best policy response should be in a situation where irresponsible credit is centered in commercial banks, not government spending.  The pre-2008 asset-price bubble was not a result of central bank lending to governments.  It was a product of favoritism toward the FIRE sector, facilitated by the Eurozone’s tax system focusing more on sales and income taxes than on land taxes aimed at leaving less “free” rental income to be capitalized into bank loans to bid up property prices to Bubble levels.

				How should governments respond when reckless bank lending puts the entire economy at risk? This is what has happened most notoriously in the United States, Britain and Ireland with their junk mortgage (“subprime”) lending, liars’ loans and outright financial fraud fostered by a refusal to bring criminal charges against blatantly illegal activities.  To put matters bluntly, the financial sector of English-speaking countries has been taken over by predators who are “free” to fill their pockets as quickly as possible.  The current MF Global and Bank of America scandals are merely the most notorious unprosecuted financial crimes occurring today—and evidence of how their greed has corrupted government and the courts to block them from acting.  Like ordinary criminals, the emperors of high finance do not care about the damage done by their raids.

				The problem facing the Eurozone today is to decide just what should happen to Spain now that its real estate bubble has collapsed, leaving its reckless banks with negative equity.  They are trying to hold the economy hostage, as if this corrosive financial debt creation somehow can—and should—be revived, as if it were normal—a status quo ante, not a wrong path.  How much should Europe permit the banks fallen into negative equity to saddle national governments and “taxpayers” with their irresponsible loan losses?

				In today’s downturn governments are called on to create public debt to give to commercial banks whose reserves have been lost as a result of bad lending—the bad financial behavior to which they have long accused governments of being prone! Should Eurozone governments surrender to bankers and take their bad real estate debt and the bonds of insolvent governments onto a pan-European public balance sheet.  This would be an “oligarchization” (I hesitate to say socialization) of public debt—a transfer of wealth to the class that has been looting the economy.

				This problem was not foreseen at the euro’s creation.  Nor was it anticipated that governments would need to run budget deficits to pull Europe out of depression.  Such spending necessarily is financed by public debt.  Ironically, despite the recklessness of their commercial banking systems, central banks in the English-speaking countries are able to monetize public debt as freely as commercial banks can create credit on their own keyboards.  This money-creating ability saves governments from being held hostage by creditors as a lever to force pro-rentier tax policies, privatization and deregulation.  So the way out of the quagmire created by Anglo-Saxon commercial bank practice is shown by Anglo-Saxon practice when it comes to central banking.

				Ironically, it is precisely because of continental Europe’s more successful  industrial and productive banking tradition that the ECB provides credit only to commercial banks to replenish bank credit in liquidity crises.  It is blocked from lending to governments to monetize their budget deficits.  This limited role leaves the ECB unable to cope with today’s solvency crisis.  A debt-ridden economy cannot “grow” its way out of debt.  And it certainly cannot “borrow its way out” by a U.S.-style Quantitative Easing program.  The idea is that lower interest rates will enable the enormous debt overhead to be carried more easily—spurring new borrowers to buy out the old debtors.  But this solution seeks merely to revive the bubble, by re-inflating asset prices to a level that will bail out the banks—by the economy at large running even more deeply into debt.

			

			
				This means that business cannot borrow—especially the small and medium-sized firms responsible for most new employment in the U.S.  and European economies over the last few decades.  So the financial system has reached a terminus.  Not only does most of the debt overhead need to be let go, but the banking and financial system (including financialized pension plans) and tax systems need to be restructured so as to prevent a recurrence of the Bubble Economy.

				The debt overhead weighs as heavily on an economy as over taxation.  The only practical solution is a Clean Slate, and that is not something the ECB has authority to proclaim.  Only a government body (or, in the European context, several governments acting in concert) can do this—under crisis conditions such as we are experiencing today.  And if it fails to move with forethought along these lines, the debts will go down anyway, because debts that can’t be paid, won’t be.  That is simple accounting.

				Why is this kind of restructuring not at the center of today’s financial discussion—as if it were unthinkable? Not to think about alternatives means sitting by while Europe becomes an economic dead zone.

			

		

		
			
				[1]  I describe the reparations and Inter-Ally arms-debt tangle in Super Imperialism (new ed.  2003), and the distinction between the domestic “budget problem” and the international “transfer problem” in my review of theories of Trade, Development and Foreign Debt (2nd ed., 2009).

			

			
				[2]  George Soros, Remarks at the Festival of  Economics, Trento Italy, June 2, 2012, http://www.georgesoros.com/interviews-speeches/entry/remarks_at_the_festival_of_economics_trento_italy/

			

		

	
		
			
				How do we fix this mess?


				Interview with Eric Janszen of iTulip, before a lecture at Harvard University, December 2, 2008.

				Q: How do we fix this mess?

				A: Debt service is the major charge that is institutional rather than “real” and technologically necessary.  Our tax system favors debt rather  than equity financing.  By encouraging  debt it has prompted a tax shift onto the “real” economy’s labor and capital.  The resulting interest charge and tax shift mean that we’re not as efficient and low-cost producers as we used to be.  This makes it hard to work our way out of our foreign debt.

				You want to phase out the “tollbooth” economy that adds unnecessary charges to the cost of living and doing business—charges that have no counterpart in actual necessary cost of production.  You want to avoid monopoly rent of the sort that Mexicans have to pay Telmex.  And you want to avoid having the tax collector lower property taxes, leaving more revenue available to be pledged to banks as interest on higher mortgage loans.  To get a lower-cost world, you have to counter political pressure from real estate owners and their bankers to shift taxes off rent-yielding properties onto labor and capital.  Income and sales taxes add to the price of doing business, and hence reduce their supply and competitiveness.  Most economists—even Milton Friedman—recommend that the more efficient tax burden is one that collects economic rent—property rent, fees charged for using the airwaves, monopoly rent, and other income that is basically an access charge.  If you tax land rent, for instance, this doesn’t raise the price of housing or office space.  The rent-of-location  is  set  by the market  place.  Taxes—or  interest charges to buy such property—are paid out of  the market price for using this space or natural resource.

				“Rent-seeking” charges also are paid out of prices.  So taxing economic rent doesn’t add to prices.  It simply collects what nature or public infrastructure spending have provided freely—site value, the broadcasting spectrum, and the rights to access the internet or other technology in cases where prices exceed the reasonable cost of production.  Unfortunately, despite what Milton Friedman said, the economy today is increasingly about how to get a free lunch of this sort—and how to get the government to avoid taxing it, and shift the tax onto labor and industry instead.  This loads down the economy with unnecessary costs and higher prices, especially when rent-yielding assets are bid up on credit.  That’s the essence of this decade’s real estate boom.

				Q: So let’s talk about the economy.  The National Bureau of Economic Research (NBER) finally announced in December that we’ve officially been in a recession for an entire year.  What an odd recession it has been.  There’s still an awful lot of lending going on.  Clearly housing has been hammered  but if you go to the malls they’re still busy.  It just doesn’t seem like recessions are what they were in the old days.

				A: One of the National Bureau’s leading indicators is the stock market.  It’s supposed to turn up in recessions because companies aren’t investing in new production facilities.  If you’re not buying capital goods or property, you’re putting your money into the financial system.  Savings end up providing the credit to bid up stock prices.

				That’s the past pattern, but stock prices aren’t going up at all these days.  This recession isn’t following the pattern that the National Bureau’s founder, Wesley Mitchell, was describing when he put together his set of leading and lagging indicators 70 years ago.  So the NBER is at sea if it tries to find correlations with past business cycles.  We’re not in a more or less automatic “cycle” at all—a cycle that will almost automatically turn into a boom like clockwork.  The economy has hit a wall—in this case a debt wall.  Each business upswing since World War II has taken off from a higher level of debt to income, profits and asset prices.  It’s like trying to drive with the brakes on.  Right now the financial debt-deflation brake has been pushed to the floor.

				Q: The definition they came up with was simply “two quarters of negative GDP growth.”

			

			
				A: That shows how superficial their approach is.  The National Bureau was founded to make forecasts.  Its staff fed in a mass of statistics, hoping that a pattern would emerge.  The result became its leading and lagging indicators—average correlations from many cycles to get a “normal” pattern, assuming that the economy is a self-regulating system.  That was Mitchell’s theory and Schumpeter had the same idea in his book on Business Cycles, drawing a smooth sine curve.

				Popular wisdom and journalism in the 19th century talked about crashes, not cycles.  A long upswing would end in a sudden downturn—a scalloped ratchet pattern.  It takes a long time to save up money, but you can lose it in a hurry.  But the National Bureau views the GDP and national income as being almost on automatic pilot, rising and ebbing in a consistent pattern.  They follow a “one pattern fits all” logic.  They should be explaining how this recession is different from others.

				Q: It discredits any institution to tell people things a year after it was  obvious  to everybody.  Not forecasting  something  is  bad enough, but not being able to look in the rear-view mirror and see things clearly are even worse.

				A: If we’re in a recession, what does it mean? We’re in a phase change where the economic relationships, proportions, leads and lags do not operate as they did in the past.  So any mathematical model that’s based on this sequence is going to be junk mathematics.  The last time we had junk mathematics we had the big financial crises that we’re bailing out today.

				Q: When people think of recessions, they typically think of a couple of things.  First of all, they imagine inflation going down, and that has finally happened over the last quarter or so.  There has been a precipitous decline in inflation, but it seems to me the spike in inflation we saw a year ago is probably one of the things that precipitated this recession in the first place.

				A: You mean the oil spike? Coming to the airport to get up to Boston yesterday, they raised the limousine price from $22 to $28 two months ago, ostensibly because of the oil spike.  I called and they said it was still $28.  They’re never going to come down.  Just like when the European currencies went into the euro started everybody rounded off the price of bread and there was a huge jump in many prices.  That didn’t come down.  So yesterday I took the subway and bus.

				Q: So why are the prices ticking upward then? Wouldn’t it make  sense for falling demand to start bringing down prices? If the input cost to run your restaurant, taxi service or whatever you’re doing is now lower, why not lower prices to meet the new lower demand? Or are they raising prices to compensate for lower unit volume?

				A: The pricing system is like that of electric utilities.  Long Island Power in New York said there is much less consumer demand for electricity, so they need to raise their rate in order to stabilize their revenue flow—because if they don’t stabilize their revenue flow, they can’t pay their employees.  Con Ed had a similar policy in selling steam: Total revenue was fixed, and divided by the number of steam customers.  Each time a customer withdrew from the old steam system, prices were raised for the remaining customers.

				So you now have a business model that is not the marginal pricing model you find in textbooks.  The aim is instead to stabilize your income flow in the face of falling demand.  Imagine running an economy like this.  Now, imagine that the debt overhead grows exponentially, divided over the population.  You’ll have its carrying charges (interest and amortization) spread over an economy that is shrinking as debt service “crowds out” spending on goods and services, shrinking investment and employment.  Taxes will rise to pay interest on the Treasury bonds issued in “cash for trash” swaps to bail the banking system out of its bad loans and derivatives gambles.  Shrinking loan volume, but rising bailout and other financial costs.

				Let’s look at the hapless sectors of society that aren’t in a monopolistic position to administer prices in this way.  Restaurants are said to be cutting back food portions to hold prices or income stable as fewer people can afford to eat out.  Retail trade is shrinking, and stores are going bankrupt.  Starbucks is closing shops around the country.  Auto demand is falling.  Nortel just went under, and its business plan is basically like that of the rest of the telecom sector.

				Q: That is pretty much what we told our readers about six months ago when this recession arose and everybody was expecting a goods-price deflation.  We told them to not expect that.  Even though demand will fall, supply will fall more quickly.  So what would happen is a new equilibrium price between smaller demand and smaller supply at the same or higher prices.

			

			
				A: They’ve built in all these break-even costs that the Chicago School dismisses so trivially as “sunk costs.” The economy has a legacy of much higher break-even expenditures built into its cost of living and doing business.  This is what I meant when I said above that every U.S.  business recovery since WWII has taken off with a higher level of debt.  That means debt service—the monthly “nut” you have to cover—has become much higher with each recovery.

				Q: At some point in this conversation I’d like to talk about what’s going to happen to private sector debt.  It appears that we have reached a point where there isn’t enough cash flow to service the debt, and that we can’t create more credit to continue to generate more demand to create more cash flow to pay the old debt.  In other words, we finally seem to be in a real debt deflation, as you, Steve Keen and others have talked about over the years.

				A: Adam Smith said no county ever has repaid its national debt.  He was referring to government debt, which was the major form of debt in his day, but now you can say the same thing for private sector debt as well.  If you look at the exponential growth of debt, no economy can simply grow by the purely mathematical principle of compound interest.  So this “magic of compound interest” that is supposed to make the economy rich by doubling one’s savings works to double the debt just as well.  One party’s saving becomes  another’s  debt.  Well  into Volume  III of Capital,  Marx sketched the history of writings on compound interest (Martin Luther, Richard Price and his sinking-fund proposal, etc.) to show that this purely mathematical law was incompatible with industrial capitalism.  Engels wrote a footnote to say the reason Marx put all these notes together for Vol.  III (he died before he could complete it) was that he was a follower of St.  Simon, the French reformer who said we have to replace banking based on interest-bearing debt with a shift of banking toward essentially a mutual fund that would invest in stocks.  That way, returns to savers would be paid out of earnings rather than growing faster than the economy’s overall ability to pay.

				Q: Equity-based banking…

				A: Yes, because equity-based banking can go up and down.  But when they did that in France, the first example was the Credit Mobilier, which went bankrupt under Louis Napoleon, for the same reason that the John Law’s bank went bankrupt: corruption by government insiders at the top.

				Q: Good idea, bad execution.

				A: But the German and Central European banks did apply this concept before World War I.  They took a heavy equity position in the companies they financed.

				Q: We have a model for that in this country.  It’s called Venture Capital.  It’s a form of banking.  It funds losses.  Typically we use equity financing in this country to finance companies that are not yet economical, the theory being that if you finance them through equity rather than debt, you have a much better chance of getting a decent return for the risk you’re taking.

				A: That’s right, like Amazon for all these years before it made any money.

				Q: Why wouldn’t the equity banking model work for companies that finance purchases of property?

				A: That certainly would be a better model.  Unfortunately, what we’re getting is a bastardized version.  The Treasury is talking about refinancing the existing mortgage debt in a way that the banks that have made these bad loans will have an equity kicker, much like the S&Ls asked for in the booming 1980s.  The problem with this is that most American families have  seen their net worth rise mainly through the price appreciation of their homes.  That’s what created the middle class here.  If you leave the creditor with the equity return, you will turn over to the financial sector this land-price inflation that has made the middle class rich.  The system really would only work if you have a full site-value tax on the land’s rental value.

			

			
				Q: Well, until recently.

				A: Right.  The financial sector translates its economic power into the political power to cut back real estate taxes.  What has really been fueling the rise in property prices in this country has been the fact that real estate has been untaxed.  What the tax collector relinquishes is now free to be capitalized into debt service on higher loans to bid up real estate prices.  In 1930 about 75% of state and local finances came from the property tax.  Last year it was down to 16%,  so that’s from 3⁄4 down to 1⁄6.  Cities have shifted the property tax onto wages and salaries—income and sales taxes that increase the price of business.  Taxes used to fall on property and hence were progressive, but now have turned regressive.  The result is that “tax deflation” now reinforces debt deflation.  This threatens to aggravate the depression we’re entering.

				The venture-capital model that you’re talking about applies to enterprises that create new goods and services, especially products that weren’t produced before.  But in real estate what you have is not so much  a profit as “economic rent” and the free lunch of land-price gains that John Stuart Mill said landlords make in their sleep.  The rental value of their property is determined by economic conditions and by local infrastructure spending to raise the rent-of-location, not by their own efforts and enterprise.  Land and natural resources therefore should be the basis of taxation, because a real estate tax keeps down house prices and makes them more affordable.  Homeowners may imagine that they are benefiting when property is un-taxed.  But this simply leaves more rental income available to be pledged to the banks and capitalized into larger mortgage loans.  So people end up paying the same amount of income to carry property as they did when real estate taxes where higher, but now they pay the banker instead of the tax collector.  In fact, not only do they have to pay the same amount—but in the form of mortgage interest instead of taxes –they still have to carry the tax burden.  This tax burden now takes the form of income tax and sales taxes.  So you double the sum of taxes plus debt charges.

				Q: You’re probably familiar with Professor Robert Shiller’s work.

				A: Of course.

				Q: To make a long story short, his analysis is that U.S.  housing prices for the last 100 years with two exceptions—after World War II and today’s housing bubble—have only kept up with the rate of inflation.  No more, no less.  Pretty much kept up with inflation in the US.  It really is the land value that has been inflating.

				A: I prefer to say land price rather than land “value,” because in classical economics value is created by labor and direct costs of production.  Land rent and other economic rent is income without corresponding cost of production, and hence price in excess of value.

				Q: Yes, very good.  But Shiller’s point is that until recently, people didn’t view the building on the land as an investment, but as an expense.  Unless they could charge more rent on the building than it cost to operate.

				A: Yes.  That’s how the construction industry views it.  There’s a tax distortion here too.  Buildings can be depreciated as a tax write-off as if the property is losing market price, despite the long-term rise in real estate prices.  Buildings can be depreciated again and again, at a higher price each time they change hands.  The national income and product accounts (NIPA) show that this depreciation— along with the tax-deductibility of interest—made the real estate sector exempt from having to pay an income tax from about 1945 through 2000.  The result has been to divert investment away from industry into real estate—largely to get a tax break while riding the wave of land-price inflation.  To cap matters, capital gains now are taxed at a much lower rate than “earned” income (wages and profits), and don’t even have to be paid when property owners turn around and plow their gains into yet more property accumulation, or when they die or make  use of other “small print loopholes” that the property and financial lobbies have inserted into the tax code.

			

			
				Q: But for some reason people got the idea that it’s the house sitting on the land that actually is inflating in price and creating wealth for them.

				A: This illusion is sponsored by the Federal Reserve Board.  If you look at its real estate statistics in Table Z of the Fed’s quarterly Flow of Funds report, it lists the overall value of real estate.  The figure comes mainly from the Census Department and is based largely on local property assessments.  The problem is that it uses the land residual method, not the building residual.  The logical thing to do would be to make a smooth land-price map, rising toward the center and falling away as you move away from the transport nodes.  But the Federal Reserve has given in to the real estate lobbyists, who want to create a justification for raising depreciation write-offs as if the building itself  is rising in value.  If you look at how commercial investors made money on their real estate, until about five years ago when the real estate prices took off, from World War II to 2000, the sector as a whole didn’t pay income tax, because it didn’t have a declarable income! Investors were allowed to expense most of their ebitda (earnings before interest, taxes, depreciation and amortization) on interest and depreciation.  Absentee owners could pretend that the building actually was losing value, and hence that their property was losing market price because the building was being “used up.” The same building could be depreciated again and again and again—and in fact, the older the building was, the better built it was and usually the better location it had, so the rental value and market price actually was rising.

				Q: When it changed ownership.

				A: When it changed ownership you could start depreciating it from scratch all over again.  That’s called over-depreciation.

				What’s ironic is that the role of depreciation was developed in classical economics by Karl Marx.  His Theories of  Surplus Value criticized Quesnay’s Tableau Economique, pointing out that it didn’t have a figure for replenishing the seed needed  to grow next year’s crop.  He said the same for industry: An industrial investor must recapture the capital he has put in, just as a bondholder gets back the principal, not only the interest.  Marx added that for industry we are talking not only about physical depreciation of machinery, but about technological obsolescence.  Then Schumpeter elaborated this with his theory of technology, innovation and creative destruction.  But that doesn’t happen much in real estate.  The older the building, the more valuable it is because new construction standards are going down and properties are more shoddy.

				What the Federal Reserve statisticians do is take the original cost of the building, and then factors in the construction price index to calculate its replacement cost.  This makes it appear as if buildings are rising in value.  In fact, the rise that the Fed has imputed year after year is that by 1994, the replacement costs of all the buildings owned by all the corporations in America was so large that it left a land residual of negative $4 billion dollars.  This was like saying to someone, “I’ll give you $4 billion, but there’s a catch.  You’ll have to take ownership of all the corporate-held land in the United States.” The result was nonsensical, of course.  So the Fed had to do something.  But it didn’t change its methodology.  What it did instead was simply to publish the overall value of real estate held by corporations, partnerships and individuals, and the values of the buildings.  It has stopped publishing the calculation for the land residual.  It doesn’t want the embarrassment of sometimes having a negative land figure, and I guess it hoped that nobody would look and subtract “buildings” from “total” to see how  silly the result was.

				About two years ago the Fed came out once again with another lobbying effort trying to rationalize why it is appropriate to use land residual instead of a building residual.  Fortunately, it’s not too hard to unwind what the Fed has done.  It also publishes as a footnote more realistic calculations for some sectors.  The actual value of land in America a few years ago was about $11 trillion, but according to the Fed’s figures it was only about $5.5 trillion.

				The bottom line is that you’re right, it is all about the rising site value of land and the rent of location.  From the builder’s and investor’s perspective, buildings are like what in New York are called “taxpayers”: a one-story building just big enough to rent out as a storage facility lot or even a parking lot to cover the tax costs while the owner waits for the site to appreciate.  There was a debate about this in the 1890s and the early 1900s by Professor Ely of Columbia and others.  The claim was that slumlords and speculators play a productive role because they are waiting for the land to “mature” or “fructify” like a crop or fine wine.

				Q: Let’s get back to the current economy.  We started off by talking about expectations that there will be general price deflation.  There are some that say that the U.S.  is already in a deflation.

			

			
				A: I believe that.

				Q: Not only a debt deflation, but a self-reinforcing downward price spiral.

				A: Yes.  And the prices falling fastest are asset prices, not wages and product prices.

				Q: Bernanke came out in December and said, “Let’s put out of our minds this idea that we can have a deflationary spiral like we had in the 1930s.  That can’t happen any more.” Do you agree with his assertion?

				A: No.  For starters, he’s talking about the wrong thing.  The economy actually consists of two sectors: the FIRE sector—finance, insurance and real estate—and the “real” sector producing goods and services.  There has been enormous inflation in the United States in recent years, but it has been constrained in the asset market: stocks, bonds and real estate.  There has not been wage inflation, and little commodity price inflation.  So the “deflation” he’s talking about is the deflation that most people think about—the prices they pay, and what they earn.  The real deflation so far has been contained in real estate, stocks and bonds—bought on credit.  But soon there is going to be a market deflation, as debt payments divert income away from being spent on goods and services.

				The asset-price inflation ran up against a limit, namely, how high a price/earnings ratio can rise.  The answer is, to the point where you pay more for a property than you get simply by capitalizing its net income at the going rate of interest.  From the 17th century through the early 20th century, from William Petty onward, economists defined land value as the flow of rent capitalized at the rate of interest.  But in recent decades, buyers built an expectation of capital gain into the price they were willing to pay.  I live in a condominium in New York (in Queens), for instance.  To buy an apartment there on a mortgage costs about $2,000 a month, while paying the carrying charge costs another $1,200 and taxes are $300 a month, but it can be rented out for only $1,800 a month.  So a buyer would lose $1,700 a month, just to hope that somehow this property will continue to rise in price by more than enough to cover the loss.  A friend of mine has bought three apartments in this building on these terms.  I don’t think that’s a good deal.  It is not an “equilibrium price.” Now, factor in an expectation that real estate prices are going to decline, especially as about a quarter of U.S.  real estate is estimated to be in a state of negative equity so that the mortgage exceeds  the market  price,  and you see  why the economy  has  a problem.  People are losing their jobs as employers downsize, and many will have to put their homes on the market.  So even though interest rates are falling, prices also will fall.

				Q: We called the top of the Commercial Market in June 2008 when the Cap rate in New York City hit 9%.  Historically it’s around 2%.  Prices declined fairly precipitously since we made that call.  Friends of mine in the commercial real estate industry say that they see this only as the beginning, and it probably will go on for years.

				A: It has to, because prices are too far beyond normal economic rates.  The only saving grace for New York City—at least for Manhattan—is that a declining dollar will make apartments cheaper in foreign currency.  Foreigners may buy just to have a place to stay here, and to conceal their earnings as capital flight as has been occurring in central London real estate.

				Q: Back in 2003 I found a wonderful paper written by a Bank of Japan economist about how their FIRE-sector deflation spilled over into their production/goods economy, the mechanisms of that spillover, and how the nation wound up with deflationary problems.  Now Bernanke of course says in his speech that he’ll make his own mistakes, he’s not going to make other guys’ mistakes, so he doesn’t need to be reminded of what the Japanese did or didn’t do or U.S.  policy makers in the 1930s.

				For practical purposes the effective federal funds rate is already at zero.  His monetary policy seems to be spent.  The latest gambit is to print money and buy mortgage-backed securities.  Do you think that will work?

				A: No.  For starters, it doesn’t apply to negative equity.  Nobody is going to make new loans or renegotiate debts for the quarter of U.S.  real estate whose debt already is larger than the current market price.  There is still an enormous debt overhead that has to be written down.  Credit inflation—that is, “solving” the debt problem by extending yet more debt—is not going to address that problem.

			

			
				Q: Isn’t it becoming painfully obvious to everyone that eventually we’ll have to solve the problem the way we did in the late 70s, which is to inflate everyone’s nominal cash flow?

				A: For better or worse, that would threaten to end the era of American affluence.  A better solution is simply to write down the debts.

				Q: Explain how that could work in today’s world.

				A: It was beginning to work before Hank Paulson intervened to stop market forces from writing down loan values.  Junk mortgages and CDOs (Collateralized Debt Obligations) were selling for 22 cents on the dollar at the time Lehman Brothers went bankrupt.  The government could have stood aside and let the market settle at this level.  If it had let the market price of these mortgages and CDOs fall, their new buyers would have been in a position where they wouldn’t lose if the mortgage debts owed by homeowners were written down proportionally.  This would have brought debts in line with the realistic ability to pay.  So the free market actually was solving the problem until Bush and Paulson—with the support of both presidential candidates—came in and said, “No, we’ve got to bail out the creditors so they don’t take a loss.” Instead of letting their big campaign contributors take a realistic loss and then writing down the debts, the Democrats overruled Republican opposition and bailed out the creditors, taking some $7.7 trillion of government guarantees and new “cash for trash” transactions onto the Treasury’s and Federal Reserve’s books, as the recent Bloomberg report has documented.

				These bad loans have been added onto the government’s balance sheet, but the underlying debts themselves have not been written down.  They still can’t be paid.  This leaves the government in the position of having to either go out, foreclose and empty out the houses, or absorb the bad-loan loss, making “fictitious debt claims” real as far as the irresponsible lenders and investors are concerned.  Either way, it is a giveaway to save creditors from taking losses on what in many  cases were outright fraudulent junk loans packaged into junk CDOs by fraudulent Wall Street firms and guaranteed by A.I.G.  and investment banks using junk-mathematics models.

				Q: This is more or less what the Japanese did, isn’t it? They took private bank loans and moved them onto the public account, and undertook job-creation programs: print money to pay salaries.  Salaries pay off the debt, private debt goes down, public debt goes up.  They started off at 39% of the GDP and right now they have 193%, just below Zimbabwe.  Yet the yen remains strong ...

				A: Wait a minute.  You have to realize why it’s strong today.  It’s not because of what Japan is producing and selling.  It’s strong because the Japanese government enabled the banks to “rebuild their balance sheet” and “earn their way out of debt” by providing them with nearly 0% interest credit, which they could then lend out at 1%.  This free credit started a giant wave of international carry trade.  Japanese banks made a teeny profit creating credit to lend to foreigners, who then converted the yen into dollars or, for instance, into Icelandic currency to lend to Iceland at a huge arbitrage margin.  Today, nobody wants to lend to Iceland any more.  So these loans are being wound down.  This means that Japan’s former borrowers are repaying by converting foreign currency back into yen to repay the banks.  So the yen is strengthening not because the economy is strengthening, but because of the unwinding of this carry trade that helped fuel the global debt bubble.

				The United States dollar is in much the same position as its banks are being repaid.  When Greenspan lowered interest rates here, banks made cheap dollar loans.  Global arbitrageurs borrowed in dollars, converted them into foreign currency to fuel real estate markets throughout the world—a property and stock market bubble.  Now that these bubbles are bursting, arbitrageurs are unwinding this debt leveraging.  This de-leveraging is creating a temporary flow into the dollar, just as it’s doing into the yen.  But once the deleveraging process is completed, the Japanese and U.S.  economies will have to actually earn and pay their way in the world, just like other economies, through economic growth.  De-leveraging is not economic growth.  It’s a balance sheet relationship involving assets and debts, not the production of goods and services.

				Q: Lets think this through.  What will the dynamics be of the end of the de-leveraging, and how will this impact the dollar? Is the dollar more likely to stabilize at the value where it ends up after deleveraging is over, or will it resume its decline?

			

			
				A: There’s no model that you can come up with that is stable at this point.  In any event, I don’t believe in economic models that have an equilibrium point.  I think it’s nutty to look for equilibrium or stability in asset pricing in today’s economy.  Rather, we see a careening between top and bottom limits.  To think that there’s an equilibrium point in between is to enter the world of highly sophisticated junk mathematics.  The resolution of today’s dynamics will occur in the political sphere, and it will involve a change in the institutional environment within which financial and economic market forces operate.

				Here’s the problem.  The U.S.  government owes $4 trillion to foreign central banks.  There is no model you can come up with that shows how America can repay this amount in the face of its now chronic trade deficit, its overseas military spending and the proclivity of money managers to treat the dollar like a hot potato and move into other currencies.  So you’re back with Adam Smith’s observation that no government has ever repaid its debt.  And today this can be said of the U.S.  private sector as well.

				Q: $9 trillion.

				A: Yes, for the banking system’s questionable real estate loans, not even counting the lack of coverage on the losing side of derivatives gambles and hedge guarantees.  Let’s look at the real estate sector you brought up before—all those junk mortgages written without any idea of the mortgagee’s ability to pay or a realistic market valuation of property pledged as collateral.  There’s no way that the debtors can pay out of their own resources.

				Q: The front cover of Time Magazine represents President-elect Obama as FDR, driving a 1930s car, wearing a hat and so on.  Everyone seems to forget that FDR was elected after the economy crashed, not at the start.  His role was savior.  Obama is coming in at the beginning of the process, more like Hoover.

				A: Well, FDR did help crash the world economy in one of his first acts, by scuttling the London Monetary Conference in 1933.

				Q: What had been done from 1930 until 1933 when he came on board was essentially to let all the debt default.  So there was basically a mass default.

				A: That was “cleaning out the system.”

				Q: Upon taking office, the first thing FDR did was to devalue the dollar by 70% against gold, used at that time to back international trade payments.  It was a unilateral export of deflation to the rest of the planet.

				A: Keynes wrote an article the next day saying that Roosevelt was “magnificently right.”

				Q: Probably the rest of the world didn’t feel that way.

				A: France didn’t.  But if you want to see mismanagement, look at how France responded to it.  You could say that the problem lay in the rest of the world’s response to the American action.  That may be a lesson for today.

				Q: How did they respond to it?

				A: They subjected themselves to deflationary bankruptcy for the balance of the decade.

			

			
				Q: The other thing that happened was that the market wasn’t clearing in terms of the banking system.  So one positive thing FDR did was to shut all the banks for a week, have a bunch of accountants determine who was and wasn’t solvent, and then open all the solvent ones.  The Japanese didn’t do that and that’s why they’re still having problems.  We obviously are not going to let our debt and credit markets clear.  We’re going to keep shoveling money at the banks, as if the current solvency issue is just a liquidity issue.  If we don’t let the banking system clear, can this just keep going on?

				A: No, for the following reason: What are you going to do about all these bad loans that people are stuck with—the fact that they have more mortgage debt than they can afford to pay? What are you going to do about the 10 million families that are going to be foreclosed on next year? The Treasury is trying to pump enough credit into the economy so that existing mortgage debtors can refinance their properties at a lower, more affordable interest rate—or, failing that, to inflate property prices by enough  so that new buyers may come in and take over from defaulting debtors.  But all this is an attempt to keep the existing debt overhead in place.  It won’t work much for properties in serious negative equity.

				It also doesn’t address the problem of bank losses on derivatives and the losing side of hedge trades—“casino finance capitalism” over and above the real estate bubble.  The Treasury and Fed are trying to clean up junk mathematics  gambles  by printing new government bonds and making “cash for trash” swaps.  The government is trying to keep a financial fiction alive—the fiction underlying the ideology that the “real”  economy won’t work if  the financial sector is not made solvent on its losses.  But the two sectors are decoupled, as I’ve been arguing.  I think it’s crazy to plunge economic reality into debt deflation to bail out creditors as if their fictitious computerized balance sheets reflected some underlying economic reality, if only we can wait long enough and let the economy grow by enough to carry the debt overhead with which it’s been loaded down.  The debt overhead is what is shrinking the economy.  That was the problem that the 1930s dealt with, and which most crashes solved by wiping out “bad savings” along with bad debts to create a kind of clean slate.  That’s not happening today.

				Q: What if the U.S.  takes the Japanese approach.  There are always islands of cash flow somewhere in the economy that the government can go after to finance the debt.

				A: There’s plenty of money, of course.  It used to be said that the amount of debt doesn’t matter, because we owe it to ourselves.  But the problem is, who is “we”? The Western states owe it to the East—which is what the early 1930s political wrangling was about.   Debtors owe their creditors, and the bottom 95% of the population owes the top 5%.  How are you going to get money to the debtors? That’s the problem.   You could say it is the same problem Rome had.  Rome didn’t solve it and we basically entered into the Dark Ages.  The United States is trying to solve it by the Treasury monetizing bonds to give to creditors in exchange for their loans gone bad, and then will go after the “taxpayers”—the bottom 90%—to siphon off enough income to pay the interest charges on the vast new public debt being printed up.   The problem is that extracting this debt service will shrink markets for goods and services.  This will deter new investment and employment, preventing the economy from “earning its way out of debt.” So what we have is an erroneous economic theory.  And when you find an economic theory that doesn’t work, the “error” almost always turns out to benefit some special interest.  So “error” and junk economics are rarely innocent.

				Q: Last time we were in this kind of a negative equity situation in the 1930s, FDR called in gold and re-priced it.  The top 10% or so had money in gold in safe deposit boxes in an attempt to keep it away from the government.  FDR took it away and said, in effect: “The bad news is that we’re going to give you an instantaneous 30% haircut when we take away the gold and replace it with devalued currency.  The good news is that things are not going to go as badly here for you as in other places where people have money.” That was the deal.

				A: That’s right.

				Q: So what’s the deal going to be this time?

				A: The only deal that would have worked was to write down the debts.  The government had a chance to do it, and missed it.  The Treasury cared only about its own constituency—the bankers and other creditors, not the debtors.  So it’s going to be like pulling the skin off the “real” economy slowly.  It’s going to be torture until they write down the debts to reflect the ability to pay and still have enough spending power to grow.

			

			
				Q: Let’s talk about where the torture is.  The torture I assume expresses itself in unemployment.  It will rise and rise and stay there, and then all the secondary factors that arise out of unemployment; all the political problems that arise, divisiveness among income and other groups as you mentioned.  Then there’s the crash in local and state government tax receipts from falling income and property tax collections ...

				A: Now that property values are down and there are abandonments, you’re going to have the heaviest squeeze on state and local finances that you’ve had in 60 years.  So how are states and localities going to pay? Normally they…

				Q: I have a theory, and would appreciate your thoughts.  You know what the Japanese did? They allowed the prefectures to run deficits.  Here in the U.S.  states can’t do that yet.  They can’t run deficits.  What if we change the law to let them effectively print their own money just like the federal government does? Then they can effectively execute deficit spending just the way the federal government does.

				A: There’s an ideological block to that.  I don’t see U.S.  cities getting people to accept the chits.  For one thing, the banks and bond underwriters would mount a huge public relations campaign insisting that cities should borrow from them.  But I do indeed accept the State Theory of Money: What gives value to money is its acceptance as payment for taxes.  Financial and fiscal policies are thus symbiotic.  Taxation is how governments give value to the money they create.  If they issue it in excess of taxes, the market price of money plunges; that is, prices rise.

				Q: Don’t tell the gold bugs that, by the way.  They think gold is natural money.

				A: But that’s historically wrong.  I’ve been trying to convince some of China’s western states for the last ten years to issue the equivalent of Germany’s Rentenmarks (currency issued against taxes levied on land and industrial production, starting in 1924 to end the German hyperinflation).  You can indeed finance deficits that way, at least to a reasonable extent.

				Q: Governments didn’t want to get paid in cows and wheat and stuff.  I tell our readers that gold was adopted by governments because they wanted to be paid taxes in a medium that people didn’t have the means to produce themselves.  That doesn’t go over very well.

				A: As I said, the government creates a demand for money by levying taxes.  But today there’s pressure on states and municipalities to do exactly the opposite.  They’re cutting property taxes as real estate owners cry that they’re going to forfeit their property to the banks if they’re not given tax relief.  Most cities have a few years’ lag in assessments, so these are just now catching up with the recent bubble economy—just as property prices are turning down.  So owners can’t just go to their bank and borrow the tax money and interest to keep current, and don’t even want to keep subsidizing renters in the hope that they can sell out at a capital gain to make the operating loss all worth while.  Hopes for capital gains are now dashed.

				Instead, there is growing pressure to un-tax the land.  I guess the point that you’re making is what a city can do to raise revenue.  To issue its own money and credit, a local economy would need to raise the real estate tax.  This would get the tax structure back to where it was in the 1920s, by the way.  It would provide a demand for local money, or backing for bond issues for that matter.

				Q: I don’t know how the Japanese do it.  I assume the prefectures, as municipalities or financial entities, were running some sort of surplus?

				A: I haven’t looked at it.  I don’t know how they get a surplus.  You would have to look at the flow of funds in their budget.  New York City could get the money it needed to build the Second Avenue subway, for instance, by calculating how much added value this would give to property along the route, and then recapturing this rise in rental and market value by a windfall tax.  It could explain that this isn’t really a property tax as such; it’s a windfall tax on the rising value that municipal infrastructure spending gives to the land.  It’s the community that creates this value, after all, not the landlord.

			

			
				Q: Part of what I’m trying to promote in my book are politically palatable ways to do the right thing.  To tax property at a higher rate is kind of a non-starter.  But a windfall tax: that’s a good idea.

				I ran across an interesting piece of research done by the Cleveland or St.  Louis Fed, I can’t remember just where.  They were testing the idea that wages were the primary transmitter of inflation to an economy, a central tenet of the ideology we’ve been getting out of the Chicago School for the last thirty years.

				A: Alan Greenspan himself controverted that idea a few years ago when he said that right now workers are so deep  in debt that they’re one paycheck away from missing their mortgage payment, one paycheck away from homelessness.  They are afraid to go on strike for better wages and even to complain about their working conditions.  Instead of wage inflation, just the opposite has occurred.  Not only have real wages drifted down since 1979, but workers have to enter a lifetime of debt peonage to afford their houses.  Mr.  Greenspan’s junk-credit creation is what’s been pushing up the cost of living.  And businesses now have higher break-even costs as a result of the debt they’ve taken on to buy back their own shares, to take over other companies and even to pay out as dividends.  We’ve experienced asset-price inflation, not consumer price inflation.

				Q: What was interesting about this analysis was how rigorous and mathematical it was.  They did everything they could to make it look non-ideological and even-handed.  Their conclusion was that inflation leads to higher wages, not the other way around.  Which sounds pretty commonsensical, but it took them a long time to get there.

				A: The minimum wage hasn’t been raised in many years, so it has lagged far behind inflation.  In fact, real wages often lag behind goods and service prices, and it’s a way to squeeze labor.  In my history of trade theories I cite John Barton’s 1817 Observations on the circumstances which influence the condition of  the labouring classes of society: “That a fall in the value of money lowers the recompense of labour has been incidentally pointed out by several late writers.

				… Mr.  Malthus observes, that ‘the discovery of the mines of America, during the time that it raised the price of corn between three and four times, did not nearly so much as double the price of labour.’” For many years an argument along these lines occurred in Brazil with its indexing.  The Chicago School simply ignores facts and theory that don’t bolster its anti-labor, pro-creditor ideology.

				Q: I get stuck on this because I don’t see the debts being forgiven.  Within our system, I don’t see how everybody is going to get off the hook and not have to pay the mortgages and credit card debt.  One of the things I learned from my research—and one of the things  that really precipitated  the downward  spiral  in the 1930s—was that consumer loans were full recourse loans.  That made a big difference, because people would get their first refrigerator and their first stove and they didn’t want to give it back.  So the best debt you could possibly purchase in the 1920s was consumer debt, because people paid it back before anything.  Not mortgages, however, because those were not recourse loans.

				A: Many are still paying their mortgages because “the poor are honest.” They believe that it is moral to pay debtors, even to impersonal banks.  This is quite different from the way that professional real estate investors such as Donald Trump think and calculate.

				Q: Following that line of thought, mortgage debt in Japan was full-recourse, unlike here where mortgages are quasi-recourse.

				A: It depends, state by state.

				Q: If a bank can take your income for the rest of your life to get you to pay your mortgage that was one of the things that drove property prices down and down for 20 years in Japan.  Who wants to buy a house when prices are falling and you know you’re going to get stuck paying the mortgage no matter that you’re upside down on it.  Both ideologically and also in terms of the way our system works it’s much more likely mortgage debtors are going to punt.  A lot of people walking away from their debt.

			

			
				A: That’s right, starting at the top of the financial pyramid.  General Motors, other auto companies, steel companies and airlines are managing to avoid paying their pension debts.  They are threat-ening bankruptcy to wipe out employee claims.  Other companies simply replace defined-benefit plans with defined-contribution plans.  So debts are being wiped out all the time—mainly debts owed by the wealthy, not those of the poor or (as they are called in the United States) the middle class.

				The bankruptcy laws were rewritten in 2005 so aggressively that I’d be surprised if enormous pressure doesn’t grow for the incoming Obama administration to draft a new and easier bankruptcy law.

				Q: To get it back to what it was.

				A: At least, or to continue the increasingly pro-debtor trend that’s been underway since the 13th century.  If it doesn’t become easier to wipe out debts, then a left wing of the Democratic Party will emerge with the bankruptcy law at its core.

				Q: You can bet there will be a long line of people behind that.  But what about the possibility of inflating some of it away over time.  As you say, it sounds like it might damage U.S.  standing but what if all the governments adopted the approach at the same time, deflating debt against commodities, for example, instead of wages and salaries? What if there was a global inflation, not of huge proportions but higher than what might be considered orthodox?

				A: Some countries would lose more than others.  That’s the problem.  If everybody were doing it, if the economy were like a balloon with a pre-printed pattern on it that just gets bigger or smaller, you could see that happening.  But it’s not like a balloon, and there would be distortions.  For instance, what do you do about the big dollar holders like China and Japan? They would lose, compared to debtors.  And what do you do about the self-destructive neoliberal ideology that the Europeans have? For your scenario to materialize,  countries  would have  to act in their  self-interest.  Although that is the premise underlying all international diplomacy theory, it’s rarely applied in practice.

				Q: The other way to do it is for the United States unilaterally to allow the dollar to depreciate back to where it was earlier in 2008 before the de-leveraging.

				A: I think that’s going to happen simply by market forces.  The market will push the dollar back down, and the yen too.

				Q: That takes us back to the contest to see who  has the least ugly currency.

				A: America is really the only country that has a real currency.  The Euro is not one.

				Q: It’s a spin-off of the dollar.

				A: Right, so the real question we’re moving towards is whether other countries will have a currency of their own or not? I don’t see any sign of that yet.  Or even a discussion of that yet.  That’s what amazes me.  Nobody is talking about the real issue, just like during the recent U.S.  election.

				Q: So nobody is talking about creating a new currency?

			

			
				A: Do you know of any, apart from the “nutters”?

				Q: By “nutters” I assume you are talking about the one-world currency conspiracy theorists.  One branch has the world going to a single central bank based on the IMF, with the IMF playing a key role.

				A: The reason that’s impossible in principle is that any currency is based on the power to tax—and taxes have to be passed by a legislature.  “No taxation without representation.” The Euro doesn’t have the power to tax because there is no European parliament with authority over its nations.  America is large enough so that it does have the power to tax and hence to have a currency.  But Europe does not; it’s fragmented.

				So the idea of the IMF offering a world currency is really about making the dollar deficit the world currency.  That means backing world monetary expansion with American military spending abroad, America consumer spending (the chronic trade deficit), and the free lunch of the American takeover of foreign industry.  That is not a model of stability for a world monetary system.

				Q: China recently floated a trial balloon about the idea of making the yuan a hard currency.  What do you hear?

				A: That would require political changes that have not yet occurred.  I know they are thinking about it.  It’s almost as if you’re getting physicists together to create a new means of production.

				Q: Yes.  People vastly underestimate how difficult that is to do, to create a global currency.  For one thing, the Chinese would need to create a bond market that can compete with Japan’s and the USA’s.  Can you imagine the difficulty?

				A: You need enough scale to get a critical mass.  The question is, in what financial form would other countries hold Chinese currency—or that of any other key-currency nation?

				Q: There’s no European bond market.  People forget that.  That’s one of the reasons why the euro is not a currency.  There are German bonds in euros, and there are French bonds in euros, but no central systemic European bond market.

				A: That’s right.  And the neoliberals have blocked nations from running a budget deficit of more than 3% of GDP, so that prevents Europe from doing what America has done and create enough Treasury debt to absorb the balance-of-payments deficits the economy is running.  It’s as if the Europeans haven’t even sat down to look at the basic balance-sheet relations of domestic money creation, tax policy and the balance of payments.  I think that even in this country over the last forty years, the classes I taught at the New School in balance-of-payments accounting were the only graduate economic courses in this area that remains arcane to most economists and especially to politicians and journalists.  They seem to be lost in a pre-scientific, non-quantitative frame of mind.

				The Euro was mis-structured from the outset.  Once you have something mis-structured, the costs of retrofitting—of  undoing something and doing it right—is too expensive.  That is why this bailout is going to be so expensive.  How are we going to undo the $7.7 trillion that’s been wasted?

				Q: Playing devil’s advocate here, doesn’t that still put the dollar in a favored position, despite the problems here?

				A: Yes.  It’s favorable politically and diplomatically, because other countries are still leaving it up to the dollar, to U.S.  diplomats to define the coming world.  U.S.  diplomats always put American national interests first and other countries don’t put their national interest first.  That’s an asymmetry we’ve had since World War II in the global financial system.

				Q: Getting back to the economy, how do you see events developing? Of this volatility we’ve seen in the stock market, my expectation for 2009 is that the market will be a proxy for the hopes and fears of government intervention, rising when stimulus programs are perceived to have promise, and crashing on evidence they are not.

			

			
				A: A slow crash is what I expect, resulting from debt deflation and debt peonage for consumers.

				Q: Will the decline be ongoing?

				A: Ongoing, as long as debts are kept on the books instead of being written down or written off.  Each time there’s another decline the newscast will say “Unexpected this” and “Unexpected that,” “Nobody could have foreseen it,” and more cognitive dissonance of this sort.

				The problem is that “demand” has been coming from credit, and that’s now ended.  People—and companies—are having to pay back the debts they’ve run up during the past few bubble years.  National income statistics report this amortization as “saving,” but it’s not a form of saving that’s available for spending.  It’s just working off past credit creation.  Like Keynesian-type saving, it’s non-spending on goods and services.  But in this case the hoarding is not done by consumers, but by the creditors.  They recycle their debt service into new loans or into buying assets already in place.

				Companies won’t invest without having a market—and the market is now dead, not only in the United States but also in the post-Soviet economies and satellite economies to the U.S.  (Europe, etc.).  So banks won’t lend, because there’s no prospective new income to be earned to repay new loans.  That’s why trade is stagnating, and why more defaults will occur.

				Q: On iTulip we keep a collection of the surprises that we expected, going all the way back to the tech-stock bubble in 1998.  Everything is “unexpected” if you watch TV.  So you say that the crash will continue until we get rid of the debt.  Until we address the real problem, the debt, it goes on and  on.

				A: That’s correct.  You won’t solve the debt as a financial problem until you solve the fiscal problem of restructuring the tax system so that you avoid subsidizing debt rather than equity and tax the free lunch of asset-price inflation rather than give it special tax breaks.  The economy would work much more efficiently—and equitably—by taxing economic rent—land rent, the airwaves, monopoly rent and other income that is only an access charge that adds to the price instead of taxing labor and capital that adds value.

				Right now, American labor has to pay  so much  for housing— largely mortgage debt—and for personal debt service that there’s no way U.S.  labor can compete with workers in countries that have a lower debt.  So we’re not dealing with comparative costs, as in Ricardian theory, we’re dealing with absolute costs and the highest absolute cost in every country for labor is no longer corn, like it was in Ricardo’s day.  It is housing debt and personal debt.  So we have high debt-fueled housing prices, pension and health care debt determining exchange rates and competitive costs.

				Q: Interesting.  So the real value of the dollar is based on the net present value of the cash flows that are generated by these heavily indebted U.S.  households and corporations?

				A: The only way you can lower the debt is to wipe it out, given that interest rates cannot be driven lower than they are now.  Everybody would like to lower the debt overhead.  But to write off debts you have to write off somebody’s savings on the asset side of the national balance sheet.  It’s simply not possible today to lower the debt by paying it off or earning your way out of debt.  But it’s politically hard to write it off because of the choice as to just what savings you’re going to wipe out.  These debts represent some party’s assets—fictitious as these assets or “finance capital” may be.  So the economy finds itself politically and also ideologically obliged to keep its fiction on the books.  That’s the financial tragedy we’re in today.

				A lot of bad loans are going to be taken over by the government.  How willing will it be to write down the $8 trillion in bailout loans and guarantees it’s taken on? You can imagine the political screaming and blame.  “Hey, you’ve given away $8 trillion to the people who made the bad loans to begin with—banks that were being indicted for fraud, and their enablers who underwrote,  guaranteed and bought these packaged junk mortgages and junk derivative plays!” So the fiscal problem will turn into a political problem.  You can’t isolate an economic forecast from the fiscal and the political forecast.

			

			
				Q: It sounds to me like we’ve got a serious conundrum over the next few years.  The things we really need to do to get the economy moving again are politically impossible.  So how does an investor  deal with that?  It certainly doesn’t  sound  like a robust environment for stocks.  I don’t see how U.S.  Treasury bonds can maintain their extraordinary performance over the next few years.

				A: Obviously, bonds can’t increase in price from a near-zero interest rate—especially as the dollar decline resumes after the carry trade is unwound.  Investors will keep their money in short-term Treasuries as long as they can’t see anything better than safe places to park their money.  Even 1% is better than a loss.  Until the banks regain solvency, most people are in the same position as billionaires: Their main concern isn’t to make money, it’s to preserve the capital they have.  Preservation is more important than trying to make money in a risky environment.  People simply try to avoid risk by putting their money into Treasury or money market funds.

				Q: To my way of thinking, one way out of this is to use one of the still functioning portions of our capital financing system: venture capital.  It has its problems, it ain’t perfect, but it does finance capital investment without creating debt.  It gets very expensive in times like this.  Last I checked, first financing rounds are typically 50% of your business, so it’s not cheap.  But it does fund real invention that actually will improve the economy.  It got out of hand during the tech boom and has never really recovered, but my  sense is that this ultimately will be what helps drag us out of this, precisely because it is equity-based financing of industry that actually improves productivity and competitiveness.

				A: New tax rules could help this, above all by ruling debt not as a tax-deductible necessary cost, but a choice of how to finance investment, just as equity investment is a choice.  This would equalize the playing field—and if anything, I would prefer to favor equity investment.  That is what the Saint-Simonian reformers in France pressed for throughout the 19th century, and it fueled the German and Central European takeoff.

				What’s blocking the recovery of investment today are mainly the debts that are left in place.  If you leave labor, real estate, cities and the government—and infrastructure—with a high break-even charge, it becomes uneconomic globally for recovery to work.  So you would almost need a neo-protectionist policy in the United States.

				Q: I would propose very low tax rates on money invested in private equity.

				A: I would like to see no income tax at all, and taxes shifted onto free-lunch rents, including financial rents.  Most credit has gone into buying rent-yielding properties in recent years rather than into tangible capital formation or technology.  You could make America or any nation the lowest cost economy in the world by a tax system that falls on excess prices rather than on labor and capital.  This goal was the central aim of classical political economy from Adam Smith to John Stuart Mill, Henry George, Thorstein Veblen, Simon Patten and business schools in the 19th century.  But it changed after World War I, and now we’re in a Counter-Enlightenment.   Today’s neoliberals are not liberals in the sense of the classical economists.  They’re free lunchers and apologists for an emerging rentier oligarchy.  If their policies win out, they will stifle the real economy.

				Q: Maybe when you and I have this conversation ten years from now, we’ll see more capital and value-friendly policies.  We’ll see how  it goes.

				A: Nobody can foresee what’s going to happen, so I’m sure it will be interesting—and even surprising, as the newscasters say.

			

		

	
		
			
				Reforming the financial and tax system


				Interview with Alan Minsky on KPFK’s program Building a Powerful Movement in the United States November 3, 2011 in preparation for an Occupy L.A.  teach-in with William Black and Robert Scheer.

				Q: Addressing a movement that is asking the big questions about how the global economy and the national economy should be re-organized, what would you say to the movement at large about how best to organize a high-tech modern industrial economy in a way that would produce more social and economic justice?

				A: The Occupy Wall Street movement has similarities with what used to be called the Great Awakening periods in America.  Such periods begin by realizing how serious the problem is.  So diagnosis is the most important tactic.  Diagnosing the problem mobilizes power for a solution.  Otherwise, solutions will seem to come out of thin air and people won’t understand why they are needed, or even the problems that solutions are intended to cure.

				The basic problem today is that nearly everyone is in debt.  This is the problem in Europe too.  There are Occupy Berlin meetings, Greek and Icelandic protests, Spain’s “Indignant” demonstrations and similar ones throughout the world.

				When debts reach today’s proportions, a basic economic principle is at work: Debts that can’t be paid; won’t be.  The question is, just how are they not going to be paid? People with student loans are not permitted to declare bankruptcy to get a fresh start.  The government or collection agencies dock their salaries and go after whatever property  they have.  Many people’s revenue over and above basic needs is earmarked to pay the bankers.  Typical American wage earners pay about 40 percent of their wages on housing whose price is bid up by easy mortgage credit, and another 10 to 15 percent for credit cards and other debt service.  FICA takes over 13 percent, and federal, local and sales taxes another 15 percent or so.  All this leaves only about a quarter of many peoples’ paychecks available for spending on goods and services.  This is what is causing today’s debt deflation.  Wall Street is supporting it, because it extracts  income from the bottom 99% to pay the top 1%.

				Half a century ago most economists imagined that the problem would be people saving too much as they got richer.  Saving meant non-spending.  But the problem has turned out to be just the opposite: debt.  Overall salaries have not risen in decades, so many  people have borrowed just to break even.  Instead of an era of free choice, very little of their income is available for discretionary spending.  It is earmarked to pay the financial, insurance and real estate sectors, not the “real” production and consumption economy.  And now repayment time has arrived.  People are squeezed.  So when America’s saving rate recently rose from zero to 3 percent of national income, it took the form of people paying down the debts.

				Many people thought that the way to get rich faster was to borrow money to buy homes and stocks they expected to rise in price.  But this has left the economy financially strapped.  People are feeling depressed.  The tendency is to blame themselves.  I think that the Occupy Wall Street movement, at least here in New York, is like what has occurred in Greece and also the Arab Spring.  People are coming together, and at first they may simply watch what’s going on.  Onlookers may come by to see what it’s all about.  But then they think, “Wait a minute! Other people are having the same problem I’m having.  Maybe it is not really my fault.”

				When they see so many other people who have a similar problem in not being able to pay their debts, they realize that they have been financially crippled by the banks.  It is not that they have done something wrong or are sore losers, as Herman Cain says.  Something is radically wrong with the system.

				Fifty years ago an old socialist told me that revolutions happen when people just get tired of being afraid.  In today’s case the revolution may grow nearer when people get over being depressed and stop blaming themselves.  They come to think that we are all in this together—and if this is the case, there must be something wrong with the way the economy is organized.

			

			
				Gradually, observers  of  Occupy Wall Street  begin  to feel stronger.  There is positive peer pressure to reinforce their self-confidence.  What they intuitively feel is that the Reagan-Clinton-Bush-Obama presidencies have squeezed their lives.  The economy has become untracked.

				What’s basically wrong is that the financial system is running the government.  For years, Republicans and Democrats both have said that a strong government, careful regulation and progressive taxation is the road to serfdom.  The politicians and neoliberal economists who write their patter talk say, “Let’s take planning out of the hands of government and put it in the ‘free market.’” But every market is planned by someone or other.  If governments step aside, then planning passes into the hands of the bankers, because of their key role in allocating credit.

				The problem is that they have not created credit to finance industrial investment and employment.  They have lent for speculation on asset price inflation using debt leveraging to bid up housing prices, stock and bond prices, and foreign exchange rates.  They have convinced borrowers that they can get rich on rising housing prices.  But this merely makes new homebuyers go deeper into debt to buy a home.  And when banks say that rising stock and bond prices are good for the economy, this price rise lowers the dividend or interest yield.  This means that pension funds and individuals have to save much more for retirement.  Instead of improving their life, it makes them work harder and borrow more just to stay in place.

				The banking system’s alternative to “the road to serfdom” thus turns out to be a road to debt peonage.  This financial engineering turns out to be worse than government planning.  The banks have taken over the Federal Reserve and Treasury and put their lobbyists in charge—men such as Tim Geithner the others with ties to Rubinomics dating from the Clinton administration, and especially to Citicorp, Goldman Sachs and other giant Wall Street firms.

				So the first thing to realize is something that is characteristic of all great reform movements.  Voters are not yet supporting a radical position to restructure the whole system.  But at least they are coming to see that small marginal reforms won’t work, or are simply trick promises, like President Obama’s promise that banks would renegotiate mortgages for homes in negative equity as part of the quid pro quo for the bailouts they received from Treasury Secretary Geithner.  There’s been no quid pro quo, merely talk.

				People see that law enforcement is missing when it comes to the banks and Wall Street.  So simply restoring the criminal justice system would be progress.  It used to be that if you ran a fraud, if you  cheated people, if you lied on your income tax and falsified statistics, then you would be sent to jail.  But the Obama administration has appointed Eric Holder to represent Wall Street.  He has not thrown any bankers in jail, recognizing that they are the major campaign contributors of his party, after all.

				What is easiest for most people to accept is the idea of restoring the way the economy used to be more in balance—back when people earned income by being productive rather than getting rich by transferring other peoples’ savings and public giveaways into their own pockets.  But what I sensed in New York was anger not only at this economic problem, but the fact that the political system is broken.  There is no one to vote for as an alternative to pro-bank candidates.  So what began as anger has become a gathering awareness that Mr.  Obama was simply fooling voters instead of leading the change he promised.  That’s what politicians do, of course.  But people hoped that he might be different.  That was the gullibility  he played on.  He has turned into the nightmare they thought they were voting against.

				Moving to the right of the Republicans, he started his administration by appointing the Simpson-Bowles Commission staffed by opponents of Social Security.  He recently followed that up by appointing the Congressional Super-committee of Twelve to come out with an even more anti-Social Security, anti-Medicaid and anti-minority position that the Republicans could get away with.  If they would have tried to pass such a right-wing policy, the Democratic Congress would have refused to pass it.  But they don’t know how to deal with a Democratic president who appoints Wall Street lobbyists to his cabinet and acts like Margaret Thatcher saying that There Is No Alternative (TINA) to making Social Security recipients, labor and minorities pay for Wall Street’s bad gambles and bank losses.  He has helped Wall Street capture the government—on behalf of the 1%.

				The man whom Mr.  Obama asked to be his mentor when he joined the Senate was Joe Lieberman.  He evidently gave Obama expert advice about how to raise funds from the financial class by delivering his liberal constituency to his Wall Street campaign contributors.  So the problem is not that President Obama is well meaning but inept—an idealist who just can’t fight the vested interests and insiders.  He’s thrown in his lot with them.  In fact, he really seems to believe the right-wing, pro-Wall Street ideology—that the economy can’t function without a financial system that guarantees “savers” (the top 1%) against loss, even when the bottom 99% has to pay more and more.

			

			
				On a personal level, Mr.  Obama knows that his fund raising comes mainly from Wall Street, and the only way to get this money is to sell out his constituency.  You’ve got to give him enough credit to recognize this obvious fact.

				The upshot is that we now have a political nightmare.  Yet Mr.  Obama still seems to be the best that the Democrats can offer! This is why I think the protestors are saying they are not going to let the Democrats jump in front of the parade to try and mobilize support for their party.  Like the Irish say: “Fool me once, shame on you.  Fool me twice, shame on me.” They realize that the financial system is broken and that neither party is trying to do much about it.  So the political system has to be changed  as well as the economic system.

				Suppose you were going to design a society from scratch.  Would you create what we have now? Or would you start, for instance, by reforming the most egregious distortions of campaign finance? As matters stand, Goldman Sachs has been able to buy the right to name who is going to be Treasury Secretary.  They selected Geithner, who gave them $29 billion from A.I.G.  just before he was appointed.  It’s like that all down the line—in both parties.  Every Democratic congressional committee chairman has to pay to the Party a $150,000 to buy the chairmanship.  This means that the campaign donors get to determine who gets committee chairmanships.  This is oligarchy, not democracy.  So the system is geared to favor whoever can grab the most money.  Wall Street does it by financial siphoning and asset stripping.  Politicians do it by getting money from the beneficiaries—the 1%.

				Once people realize that they’re being screwed, that’s a pre-revolutionary situation.  It’s a situation where they can get a lot of sympathy and support, precisely by not doing what The New York Times and the other papers say they should do: come up with some neat solutions.  They don’t have to propose a solution because right now there isn’t one—without changing the system with many, many changes.  So many that it’s like a new Constitution.  Politics as well as the economy need to be restructured.  What’s developing now is how to think about the economic and political problems that are bothering people.  It is not radical to realize that the economy isn’t working.  That is the first stage to realizing that a real alternative is needed.  We’ve been under a radical right-wing attack—and need to respond in kind.  The next half-year probably will be spent trying to spell out what the best structure would be.

				There is no way to clean up the mess that the Democratic Party has become since politics moved into Wall Street’s pockets.  The Republicans also have become a party of lobbyists.  So it looks like there is no solution within the existent system.  This is a revolutionary, radical situation.  The longer that the OWS groups can spend on diagnosing the problem and explaining how far wrong the system has gone, the longer the demonstrators can gain support by showing that they share the feelings everybody has these days—a feeling of being victimized.  This is what is creating a raw material that has the potential to flower into political activism, perhaps by spring or summer next year.

				The most important message is that all this impoverishment and indebtedness is unnecessary.  There is no inherent economic reason for things to be this way.  It is not really the way that “markets” need to work.  There are many kinds of markets, with many different sets of rules.  So the important  task is to explain to people how many possibilities there are to make things better.  And of course, this is what frightens politicians, Wall Street lobbyists and the other members of the pro-oligarchic army of financial raiders.

				Q: Let me ask you this—and of course, it is something of an intellectual speculative game.  Let’s say that it’s January 2013, and the radical progressive candidate X, Dennis Kucinich or Bernie Sanders, is miraculously elected president, and Michael Hudson is the chief economic advisor.  What would you do, given the opportunity with a favorable congress, to transform the American economy in ways that would produce policies you think would at least start to help break the grip that the financial sector has had in devastating the economy in terms of its performance for average households?

				A: There are two stages to any kind of a transformation.  The first stage is simply to start re-applying the laws and the taxes that the Bush and Obama administrations have stopped applying.  You  don’t want Wall Street to be able to put its industry lobbyists in charge of making policy.  So the first task is to get rid of Geithner, Holder and the similar pro-financial administrators whom Obama has appointed to his cabinet and in key regulatory positions.  This kind of clean-up requires election reform—and that requires a reversal of the Supreme Court’s recent Citizens United ruling that enables a financial oligarchy to lock in its control of American politics.

			

			
				One of the first things that is needed—and only a President could do it—would be to demand a new Supreme Court.  This is what Roosevelt threatened, and it worked.  You make them an offer they can’t refuse.  If this can be done only by expanding the number of court justices, then you nominate ones who are not radicals on the right—judges who will reverse the 19th-century ruling that corporations are the same as people and indeed have even more rights (and certainly more campaign money) than people have.  You then move to clean up the corruption of the legal system that has protected financial crooks instead of sending them to jail.  Financial fraud has effectively been decriminalized, at least by Wall Street’s largest campaign contributors.

				But this is really Bill Black’s area.  I’m only going to talk about financial and tax reforms here, because they are the easiest to understand and ultimately the most immediate task.

				What is needed today is more than just going back to the past ideals.  After all, the good old class warfare was not so rosy either.  But at least the Progressive Era had a program to subordinate finance to serve industry and the rest of the economy.  The problem is that its reformers never really had a chance to carry out the ideas that classical economists outlined.

				The classical idea of a free market economy was radical in its way—precisely by being natural and thus getting rid of unnatural warping by special privileges for absentee landlords and banks.  This led logically to socialism, which is why the history of economic thought has been dropped—indeed, excluded—from today’s academic curriculum.  What is needed is to complete the direction of change that World War I interrupted and that the Cold War further untracked.  After 1945 you didn’t hear anything any more about what John Maynard Keynes called for at the end of his General Theory in 1936: “euthanasia of the rentier.” But this was the great fight for many centuries of European reform, and it even was the path along which industrial capitalism was expected to evolve.  So let me begin with what was discussed back in the 1930s, trying to recover the Progressive Era reforms.

				Setting up a more fair banking and financial system requires changing the tax favoritism as well, which I will discuss below.  There are a number of good proposals for reform.  One of the easiest and least radical is set up a public option for banking.  Instead of relying on Bank of America or Citibank for credit cards, the government would set up a bank and offer credit cards, check clearing and bank transfers at cost.

				The idea throughout the nineteenth century was to create this kind of public option.  There was a Post Office bank, and that could still be elaborated to provide banking services at cost or at a subsidized price.  After all, in Russia and Japan the post office banks are the largest of all!

				The logic for a public banking option is the same as for governments providing free roads: The aim is to minimize the cost of living and doing business.  On my website, michael-hudson.com, I have posted an article published in the American Journal of  Economics and Sociology on Simon Patten.  He was the first professor of economics at the Wharton Business School.  He spelled out the logic of public infrastructure as a “fourth” factor of production (alongside, labor, capital and land).  Its productivity is to be measured not by how much profit it makes, but by how much it lowers the economy’s price structure.

				Providing a public option would limit the ability of banks to charge monopoly prices for credit cards and loans.  It also would not engage in the kind of gambling that has made today’s financial system so unstable and put depositors’ money at risk.  Ideally, I would like to see banks act more like the old savings banks and S&Ls.  In fact, the most radical regulatory proposal I would like to see is the Chicago Plan promoted in the 1930s by the free marketer Herbert Simon.  This is what Dennis Kucinich recently proposed in his National Emergency Employment Defense Act of 2011 (NEED).

				This may seem radical at first glance, but how else are you going to stop the banks from their mad computerized gambling, political lobbying and creating credit for corporate raiders to borrow and pay their financial backers by emptying out pension funds and cutting back long-term investment, research and development?

				The guiding idea is to take away the banks’ privilege of creating credit electronically on their computer keyboards.  You make banks do what textbooks say they are supposed to do: take deposits and lend them out in a productive way.  If there are not enough deposits in the economy, the Treasury can create money on its own computer keyboards and supply it to the banks to lend out.  But you would rewrite the banking laws so that normal banks are not able to gamble or play the computerized speculative games they are playing today.

			

			
				The obvious way to do this is to reinstate the Glass-Steagall Act so that they can’t gamble with insured deposits.  This way, speculators would bear the burden if they lost, not be in a position to demand “taxpayer liability” by threatening to collapse the normal vanilla banking system.  Abolishing Glass-Steagall opened the way for Wall Street to organize a protection racket by mixing up peoples’ deposits with bad gambles and with the growth of debts way beyond the ability to be paid.

				To sum up, the idea is to shape markets so as to steer the banks to lend for actual capital formation and to finance home ownership without credit inflation that simply bids up prices for homes as well as for other real estate, stocks, and bonds.

				Tax reform needs to back up and reinforce financial reform.  Today’s economic problem is systemic.  This is what makes any solution so inherently radical.  In changing part of the economic system, you have to adjust everything, just as when  a doctor operates on a human body.  Financial reform requires tax reform, because much of the financial problem stems from the tax shift off real estate and finance onto labor and industry.  Taxes are the business of Congress, not the President or his advisors, but I assume that your question really concerns what I think the economy needs.

				The most obvious fiscal task that most people understand—and support—is to restore the progressive tax system that existed before 1980, and especially before the Clinton and Bush tax cuts.  It used to be that the rich paid taxes.  Now they don’t.  But the key isn’t just income-tax rates as such.  What needs to be recognized is the kind of taxes that should be levied—or how to shift them back off labor onto property where they were before the 1980s.  You need to restore the land taxes to collect the “free lunch” that is not really “free” if it is pledged to pay the banks in the form of mortgage interest.

				Over the past few decades the tax system has been warped more and more by bank lobbyists to promote debt financing.  Debt is their “product,” after all.  As matters now stand, earnings and dividends on equity financing must pay much higher tax rates than cash flow financed with debt.  This distortion needs to be reversed.  It not only taxes the top 1% at a much lower rate than the bottom

				99%, but it also encourages them to make money by lending to the bottom 99%.  The result is that the bottom 99% have become increasingly indebted to the top 1%.  The enormous bank debt attached to real estate does not reflect rising rents as much  as it reflects the tax cuts on property.  Wall Street lobbyists have backed Congressional leaders who have shifted taxes onto consumers via sales taxes and income taxes, as well as FICA payroll withholding.  This ploy treats Social Security and Medicare as “user fees” rather than paying them out of the overall budget—and financed out of progressive taxation on the top 1%.  If wage earners pay more in FICA, you can be sure that the wealthy get a tax cut.

				This anti-progressive tax shift is largely responsible for the richest 1% doubling their share of income.  It also has led to the 99% having to pay banks what they used to pay the tax collector.  They pay interest rather than taxes.  If I were economic advisor, I would explain just how this works—which is what I already try to do on my website.  In a nutshell, the tax shifts since World War II have left more and more of the land’s site value to be capitalized into interest payments on bank loans.  So the banks have ended up with what used to be taken by landowners.  There is no inherent need for this.  It doesn’t help the economy; it merely inflates a real estate bubble.  Economic growth and employment would be much stronger if income tax rates were lowered for most people.  Property owners and speculators would pay.  There would be less free lunch and more “earned” income.

				The Obama Administration has proposed the worse of both worlds—getting rid of the tax deductibility of interest for homeowners.  This would squeeze them, without scaling down the bank debts that have absorbed the cuts in property taxes.  So Mr.  Obama is  sponsoring  yet another  anti-consumer  proposal  to make the bottom 99% pay for government—while using government funds to subsidize the banks and bail out their bad bets.

				What needs to be done is to remove the tax deductibility of interest for investors in general.  This tax favoritism is a subsidy for debt financing—and the main problem that the U.S.  economy faces today is over-indebtedness.  A good policy would aim at lowering the debt overhead.  Debt leveraging should be discouraged, not encouraged.

				Speculators have borrowed largely to make capital gains.  They originally were taxed as normal income in the 1913 income tax.  The logic was that capital gains build up a person’s savings, just as earning an income does.  But the financial and real estate interests fought back, and today there is only a tiny tax on capital gains—a tax that sellers don’t have to pay if they plow their money into another property or investment to make yet more gains! So when Wall Street firms, hedge funds, and other speculators avoid paying normal taxes by saying that they don’t “earn” money but simply make capital gains, this is where a large part of today’s economic inequality lies.

			

			
				I would tax these asset-price gains (mainly land prices) either at the full income-tax rate or even higher.  The wealthy 1% makes their gains in this way, claiming that they don’t really “earn” income, so they shouldn’t have to pay taxes as if they are wages or profits.  But that’s precisely the problem: Why would you want to subsidize not earning income, but merely making money by speculating—and then demanding that the government bail you out if you make a capital loss when your speculations go bad, on the logic that you have tied up most peoples’ normal bank deposits in these gambles? This is what exists today.  And it is why people think the system is so unfair.  Most of the super-rich families have made their fortunes by insider dealing and financial extraction, not by being productive.  They are not “job creators” these days.  They have become job destroyers by demanding austerity to squeeze out more money from a shrinking economy to pay themselves.

				Many people—especially homeowners—are sucked into thinking that low capital gains taxes make them rich, and that high property taxes leave them with less to spend.  But this turns out not to be the case once the process works its way through the economy.  These workings need to be more widely explained.

				For many years families got rich as the price of their home rose.  But they also got much deeper in debt.  The real estate bubble was debt-financed.  A property is worth whatever a bank will lend against it.  The end result of “easy lending” and tax distortions to favor interest-bearing debt is that most families own a smaller and smaller proportion of their homes’ value—and have to pay rising mortgage debt service.  This doesn’t really make them better off.  The job of a president or economic advisor should be to explain how this game works, so people can get off the debt treadmill.  The economy will shrink if it doesn’t lower its debt overhead.

				I would close down tax avoidance in offshore banking centers by treating offshore deposits by Americans as “earned but hoarded” income and tax it at 90%.  You restore the rates of the Eisenhower administration when the country had the most rapid economic growth of the postwar period.  You reinstate criminal penalties for financial fraud and tax evasion by misrepresentation.  But the tax avoiders are asking the Obama administration to do just the opposite: to declare a “tax holiday” to “induce” them to bring this offshore money home—by not taxing it at all! This kind of giveaway should be blocked.  Tax avoiders among the top 1% should be penalized, not rewarded.

				The Bush-Obama administration has promoted “neoliberal” tax and financial policies that have reversed a century of Progressive Era reforms.  The past 30 years have suffered a radical transformation of tax policy and financial policy.  So it takes an equally deep response to undo their distortions and put the American economy back on track.  The guiding idea is simply to restore normalcy.  The Progressive Era that emerged from classical economics understood the economic benefits of taxing unearned wealth (“rent extraction”) at the top of the economic pyramid, provide basic infrastructure services at cost rather than creating fiefdoms for privatizers to install tollbooths and make their gains tax-exempt.  Radical neoliberalism has reversed this.  It has vastly multiplied the debts owed by the bottom 99% to the top 1%.

				This is leading to debt peonage and what really is neo-feudalism.  We are seeing a kind of financial warfare that is as grabbing as the old-style military conquests.  The aim is the same: the land, basic infrastructure, and  use of the government to extract tribute.

				To restore the kind of normalcy that made America rich, the most important long-term policy would be to recognize what is going to be inevitable for every economy.  Debts need to be written down— and the politically easiest way to cut through the tangle is to write them off altogether.  That would free the bottom 99% from their debt bondage to the top 1%.  It would be a Clean Slate, starting over—and trying to do things right this time around.  The creditors have not used the banking system to make America more productive and richer.  They have used it as a vehicle to reduce the population to debt serfdom.

				A debt write-down sounds radical and unworkable, but it’s been done since World War II with great success.  It is the program the Allies carried out in the German economy in that country’s 1948 currency reform.  This was the policy that created Germany’s Economic Miracle.  And America could experience a similar miracle.

			

			
				Any economy would benefit from cancelling the bad debts that have been built up.  Keeping them on the books will handcuff  the economy and cause debt deflation by diverting income to pay debt service rather than to spend on goods and services.  We are going into a new economic depression—not just a “Great Recession”— because most spending is now on finance, insurance and real estate, not on goods and basic services.  So markets are shrinking, and unemployment is rising.  That is what will happen if debts are not written down.

				This can be done either by a Clean Slate across the board, or it can be done more selectively, by applying what’s been New York State law since before the Revolution, going back to when New York was still a colony.  I’m referring to the law of fraudulent conveyance.  This law says that if a creditor lends to a borrower without having any idea how the debtor can pay in the normal course of business, without losing property, the loan is deemed to be fraudulent  and declared null and void.

				Applying this law to defaulting homeowners would free the homes that are in negative equity throughout the country.  It would undo the fraudulent loans that banks have made, the trick loans with exploding interest rates, balloon mortgages and so forth.  It also would free debt-strapped companies from being forced to sell off their parts to make their corporate raiders rich.

				As an associated law, pension funds should be first in line in any bankruptcy, not at the end of the line as they now are.  Current practice lets companies replace defined-benefit programs with defined contribution programs—where all that employees know is how much is taken out of their paychecks each month, not what they will be receiving when they retire.  Only the managers have protected their pensions with special contracts and golden parachutes.  This is the reverse of what pension plans were supposed to do.

				Employee Stock Option Plans (ESOPs) also are being looted.  This is what has recently happened at the Chicago Tribune by Sam Zell, who borrowed money and repaid it by looting the Tribune’s ESOP.  A fraudulent conveyance law applied at the nationwide level would stop this.  People like Zell are looters, and  so are the bankers behind him.  This is the class warfare that is being waged today.  And the war is being won by the 1%—while pushing the American economy into depression.

				As part of the rules to define what constitutes “fraudulent” or irresponsible lending, mortgage debt service should be reduced to the rate that FDIC head Sheila Bair recommended: 32 percent.  The problem with debt write-downs, of course, is that when you cancel a debt, you also cancel some party’s savings on the other side of the balance sheet.  In this case, the banks would have to give up their claims.  But this is what used to happen in financial crashes.  When debts go bad, so do the loans.  So the government is radical in saying that America’s debts will be kept on the book, but it will create new public debt to give to Wall Street for its own debts that have gone bad as a result of its reckless lending.

				The banks obviously would prefer to bankrupt millions of homeowners than to take even a penny’s loss.  Their fight to make the government pay for their bad debts—while keeping the debts of the bottom 99% on the books—explains why the richest 1% of Americans has doubled their share of income and the returns to wealth in the last thirty years.  That’s inequitable.  Their accumulation of financial savings has not taken the form of tangible capital investment in factories or other enterprises to employ labor.  It’s looted labor’s savings and got employees so deep  into debt that they’re “one paycheck away from homelessness.” They’re afraid to go on strike, because they would miss a mortgage payment or an electric utility payment, and their credit-card interest rates would jump to 29 percent.  They’re even afraid to complain about working conditions today, because they’re afraid of getting fired.

				This wasn’t formerly the case.  It is the result of “financial engineering” that should be reversed.  There’s no reason to treat the savings that the top 1% have got in this predatory way as being sacrosanct.  Their gain—their increase in financial wealth, in bonds, savings and ownership of bank loans—equals the debts that have been imposed on the bottom 99%.  This is the basic equation that needs to be more widely understood.  It is not an equilibrium equation.  At least, it won’t be political equilibrium when people start to push back.

				We are seeing a financial grab for special privilege and for political power to use the government to subsidize the top 1% at the expense of the bottom 99%, by scaling back social spending, Social Security, Medicare, Medicaid and federal revenue sharing with the states.  The Treasury and Federal Reserve have printed new debt to give  to Wall Street—some  $13 trillion and still  counting since Lehman Brothers went under in September 2008.  Tim Geithner and Hank Paulson used the crisis as an opportunity to give enormous U.S.  debt to Wall Street.  That’s more radical than reversing this to restore the economy’s financial structure to the way it used to be.  If you don’t restore it, you’ve replaced economic democracy with financial oligarchy.

			

			
				The way to reverse this power grab is to reverse the giveaways by cancelling the bad debts that have been loaded onto the economy.  That is the only way to restore balance and prevent the polarization that has occurred.  The problem is that savings by the top 1% have been used in a parasitic, extractive manner.  It has been lent to the bottom 99 percent to get them deeper and deeper into debt.  So they “owe their soul to the company store,” as the song Sixteen Tons put it.  “You get a day older, and deeper in debt.”

				The government itself  has become more indebted, most recently by the $13 trillion in new debt printed and given to the banks to make sure that no financial gambler need surfer a loss.  At the same time the Obama administration did this, it claimed that a generation in the future, the Social Security system may be $1 trillion in deficit.  And that, Mr.  Obama says, would cause a crisis—and not leave enough to continue subsidizing his leading campaign contributors.  So in view of this new debt creation—while moving debts to consumers and Social Security contributors to the bottom of the list—if you are going to reverse the bad-debt polarization that we’ve reached today, it is necessary to do more than simply reinstate progressive taxation and shift the tax system so that you collect predatory unearned income—what the classical economists call economic rent.  The burdensome debts need to be written off.

				This probably will take half a year to get most people to realize and accept the idea is to reconstitute the system by lending for productive purposes, not speculation and rent-seeking opportunities.  You want to stop the banks from lobbying for monopolies to create a market for leveraged buy-outs of these opportunities—and of course also for real estate speculation and outright gambling.

				Wall Street has orchestrated and lobbied for a rentier alliance whose wealth is growing at the expense of the economy at large.  It is extractive, not productive.  But this fact is concealed by the national income and product accounts reporting financial and other FIRE sector takings as “earnings” rather than as a transfer payment from the economy at large—from the 99%—to the 1% of Americans who have got rich by making money off finance, monopolies and absentee real estate rent-seeking.

				It is not really radical to resist Wall Street’s financial attack on America.  Resistance is natural—and so is a reversal of the savings they have built up by indebting the rest of the economy to themselves.  They have taken their money and run, stashing it offshore in tax-avoidance islands, in Switzerland, Britain and other havens.  Shame on the political hacks who defend this and who attack Occupy Wall Street simply for resisting the financial sector’s own radical power grab and shifted taxes off themselves onto the bottom 99%.

				Q: I have one final question for you.  Would you support programs that are put forward similar to what Randy Wray, an associate of yours, suggests in terms of government employment projects to guarantee full employment?

				A: Yes, of course I approve.  In fact, it was I who introduced Randy Wray, Pavlina Tchernova and others to Dennis Kucinich’s staff  to help write his full-employment proposal along these lines.  My first caveat is to warn against letting the Obama administration turn these projects into a military giveaway.  I think Randy and I are in agreement with that.

				My second caveat is to prevent this full-employment program from creating a later privatization giveaway to Wall Street—that is, infrastructure that the government will sell off to the ruling party’s major campaign contributors for pennies on the dollar.  This is what Public/Private Partnerships have become,  as pioneered in England under Margaret Thatcher and Tony Blair.  Wall Street is rubbing its metaphoric hands and saying, “That’s a great idea! Let the government pay for infrastructure and spend a billion dollars on a bridge— and then sell it to us for a dollar.” The “us” may not be the banks themselves, but their customers, who will borrow the money and pay the banks an underwriting commission as well as interest on the money they use to buy what the government is privatizing.

				The pretense is that privatization is more efficient.  But privatizers add on interest and financial fees, high executive salaries and bonuses, and turn the roads into toll roads and other infrastructure into neofeudal fiefdoms to charge monopolistic access fees for people to use.  This is what has happened in Chicago when it sold off its sidewalks to let bankers finance parking meters in exchange for a loan.  Chicago needed this loan because the financial lobbyists demanded that it cut taxes on commercial real estate and on the rich.  So the financial sector first creates a problem by loading the economy down with debt, and then “solves” it by demanding privatization sell-offs under distress conditions.

				This is happening not only in America, but in Greece and other countries under the insistence of Europe’s bank lobbying organization, the European Central Bank.  That’s why there are riots in Athens.  So the financial war against society is not only being waged here, but throughout the world.

			

			
				To answer your question about how best to promote full employment, the aim should be to invest public money in a way that the Republicans and Democrats cannot later turn around and privatize the capital investment at a giveaway price.  So I am all on favor of public infrastructure spending as long as you have safeguards against the financial fraud and giveaways to insiders of the sort that that the current administration is sponsoring.  The privatizers and their banks would like to install tollbooths on new bridges and get a free ride to turn America into a tollbooth economy.  But that’s really another story.

			

		

	images/00002.jpeg
finance Gapitalism
and its Discontents

Interviews and speeches, 2003-2012
Michael Hudson

I5LEN

Dresden
2012





images/00001.jpeg
Finance Capitalism
and its Discontents

Interviews and speeches, 2003-2012
Michael Hudson

Dresa





