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The term ‘innocent fraud’ was introduced
by Professor John Kenneth Galbraith in
‘The Economics of Innocent Fraud’, which
was the last book he wrote before he
died. He used the term to describe
fraudulent concepts that were being
sustained by the ‘conventional wisdom’ (a
term he created in a previous book). The
presumption of innocence by those
perpetrating the frauds is characteristic
of Professor Galbraith’s cynically gracious
approach.

This story began in earnest back in the early
199,00 'wben Italian government bonds
denominated in lira yielded about 2% more than
the cost of borrowing the lira from the banks. One
could buy Italian securities at about 14%, and
borrow the lira to pay for them at about 12% for
the term of the securities. This was a free lunch of
2% except from one thing - the perceived risk of
default by the Italian government. Professor Rudi
Dornbusch, an influential academic economist,
was insisting that Italy was on the verge of default
because their debt to GDP ratio exceeded 110
percent and the lira interest rate was higher than
the Italian growth rate.

This raised my attention, as there was easy money
to be made if one knew for sure the Italian
gover nment WO U $odIn Stdrted
brainstorming the issue with my hedge fund
partners. We knew that no nation had ever
defaulted in its own currency with a floating
exchange rate policy. Defaults came only with
gold standards, fixed exchange rates, external
currency debt, and indexed domestic debt. The
begging question was ‘why’?

The answer given, was because they can always
print the money. Fair enough, but there were no
defaults (a lot of inflation but no defaults of
consequence) and no
money, '’ s 0 t mwtrbe fa detter
reason?

A few days later when talking to our research
analyst, TomShul ke, it c aromreif
we buy securities from the Fed or Treasury,
functionally there is no difference. We send the
funds to the same place (the Fed) and we own the

same thing, so functionally it has to all be the
same. Yet presumably the Treasury sells securities
to fund expenditures, while the Fed sells securities
it’s a reserve drain

manage the fed funds rate. Obviously in fact they
arethesame-i t ' s al |l just 4

Not long after that Maurice Samuels, then a
portfolio manager at Harvard Management, set up
meetings in Rome with officials of the Italian
government to discuss these issues.

The pivotal meeting was with Professor Luigi
Spaventa at the Italian Treasury. | opened with
“Professor Spaventa, this is a rhetorical question,
but why is Italy issuing Treasury securities? To get

l'ira to spend, or ,
securities, the lira interbank will fall to 0 when
your target rate is

Professor Spaventa at first looked puzzled, not
prepared for that kind of question, then took a
minute to t hink about noj the
interbank rate would only fall to % percent as we
pay % percent interestonrese r ves . ”

Perfect answer for us - here was a Finance
Minister who actually understood monetary
operations and reserve accounting! A few seconds
later he jumped up out of his seat proclaiming
“Yes! And they (the IMF) are making us act pro
cyclical!”

d e f a20mihute meeting went on for two hours as he
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called in his associates, and made cappuccino for
us before we had to run to the next meeting. A
week later an announcement came out of the
Italian Ministry of Finance- N o
measures will be taken. All payments will be made
on time.’

We and our clients were later told we were the
largest holders of Italian lira denominate bonds
outside of Italy, and managed a pretty good few
years out of that position. Italy did not default,

norBv¥s €here evdry afly solveRcy riskn t t he
e

Insolvency is never an issue with n
convertible currency and floating excha
rates.

AR Econtinuel to thidk thtough the ramifications
of government solvency not being an issue, the
ongoing debate over the US budget deficit was
raging. I't was the
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had driven the deficit up to 5 percent of GDP.
Gloom and doom were everywhere. David
Brinkley suggest the nation needed to declare
bankruptcy and get it over with. Ross Perot
popularity was on the rise with his

S

fiscaéssay

responsi b Withimynew understanding .

| was appalled and began conceiving the paper
t hat wo u | Sbft GQueenay Bednomics’
discussed it with my previous boss Ned Janotta at
William Blair and he suggested | talk to Rummy
about getting it published.

Shortly after that | met with Don Rumsfeld for an
hour in the steam room of the Chicago Raquet
Club discussing fiscal and monetary policy. Don
sent me to Art Laffer who took on the project and

assigned Mark McNary to co-author the
manuscript. That was 1
Economi cs'’ reeanda ionfs tahte t‘hneq

www.moslereconomics.com
where | keep a running blog. It describes the
wor kings of t he
wrong, and how gold standard rhetoric has been
carried over to a non convertible currency with a

readi listg at’

floating exchange rate, and is undermining
national prosperity.

This book first reviews wh a t I cal l
frauds’ t hat I sugage
obstacles to national prosperity. The first 3

concern the federal government budget deficit,
the 4™ addresses social security, the 5t
international trade, the 6" savings and
investment, and the 7" returns to the budget
deficit.

As long as our leaders continue to believe these 7
deadly innocent frauds, they will continue to
support policy that constrains output and
employment, and prevent us from achieving our
economic potential.

| begin with the innocent frauds of the budget
deficit, because they are the most pervasive and

monetary

t he
st

most damaging to both the US and the rest of the

worl d’s standard of |

The term i nnocent f
Professor John Kenneth Galbraith in Thé
Economics of Innocent Fraud’ whi ch

book he wrote shortly before he died. He used
the term to describe the fraudulent concepts that
were being sustained by what he termed the

‘conventional wi sdom’

(a

previous book). The presumption of innocence by
those perpetrating the frauds is characteristic of

Professor Galbraith” s cyni cal ly gracio
to the understanding of macroeconomics. This
revi ews 7 ‘“innocent

most imbedded obstacles to national prosperity.
The first 4 frauds concern the federal government
budget deficit, the 5" fraud addresses social
security, the 6" fraud deals with international
trade, and the 7" fraud is an analysis on savings
and investment.

Deadly Innocent Fraud #1

The government must raise funds through taxing
or borrowing in order to spend. In other words,
government spending is limited by the

Fact: Government spending is NO
operationally limited or in any way
constraind by taxing or borrowing.

VWIiT a U

Sy S U cIm, S g oI e
This is the most pervasive and most damaging
fraud to both the US

standard of living. Until we understand and rectify
this fraud, our economies will continue to be
exposed to wrenching volatility and deteriorating

standards of liming.o c e n t

and

gslza% THE rrzost i mbedde
y congressman (as | have many times) how
the it works, and she will tell you emphatically that
the government has to either tax or borrow to get
funds to spend. And, furthermore, borrowing only
delays the eventual taxes that will be needed to
repay it.

What they all miss is the difference between
spending your own currency that only you create,
and spending a currency someone else creates.

The S US is the creation of the government. So to
utilize this popular government/household
analogy in a meaningful way, we need to look at a
currency created by a household.

One example of a proper analogy would be
parents creating coupons they can then use to pay

"h3ir children for doing various household chores.

And to wakesit alli work, the childere would they
required to give their parents 10 coupons a week
to hvbidepunlshanent. This closely replicates what
we know as taxation, where we have to pay or
taxes or face penalties.

Page 3
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These coupons are now the new household
currency. Thi nk of the
coupons to purchase
children.

The parents, like the government, are now the
issuer of their own currency.

Do they have to somehow get coupons from their
children before they can pay them to their
children to do chores?

Of course not! In fact, the parents must first
spend their coupons by paying their children to do
household chores, to be able to collect the
payment of 10 coupons a week from their
children. How else can the children get the
coupons they owe the parents?

Likewise, in the real economy, the funds we need
to pay taxes must come directly or indirectly from
government spending (or government lending,
which I'll discuss later). Yes, that means the
government has to spend first, to ultimately
provide us with the funds we need to pay our
taxes. And, neither the government, nor the
parents, from inception, can collect more of their
own currency than they spend. Where else could it
possibly come from?

So while our politians truly believe
government needs to take our funds, eith
taxing or borrowing, for them b able tq
spend, the truthiwe need t he
spending to get the funds we need to pay
taxes.

You may ask why does the government tax?
Keepingi n mi nd the parents
first collect coupons from their kids in order to pay
them coupons to do
meant to clarify that, likewise, the government
doesn’t need our funds
Consider what happens should you go to the
Federal Reserve to pay taxes with actual cash.

First, you hand over a pile of currency to the Fed

as payment. Next, the Federal Reserve counts it,

and then gives you a receipt and a thank you for
helping to pay for social security, the interest on

the national debt, and the Irag war. And as you,

the tax payer, leave the room and close the door
behind you, they take that hard earned cash you

just forked over and throw it in a shredder.

Yes, they throw it away. Destroy it! Why? They
have no further use for it. Just like a ticket to the

Super Bowl. As you go into the stadium, you hand

par ent stheansan d tgketethatdwasnwgrth mhayhee$20600,
‘s er und thed Ise tears(it egamd theows)it awbyr 0 m

their

And just like when the children pay their 10
coupons to their parents every week that were
earned by doing their household chores, the
parents don’t actually
anything.

need

So if the government throws away your cash after

collecting it, how does that cash pay for social

security, and the rest of t he gover nmen
spendi ng? I't doesn’t Somet
Just like with the household coupons - the parents

are not collecting the coupons because they need

those coupons to spend.

Now |l et’s | ook at whbra t
taxes by writing a check. When the government
gets your check, and
government does is change the number in your
checking account (downward) when they subtract
the payment from your bank balance. Does the
government actually get anythingre al ? No , i
like they get a gold coin to spend. All they did was
change a number in your bank account.

happ

your c

Just like the household. When the children give

their coupons to the parents, do the parents get

richer? Of course not!

So why does government t a X us i f it d ¢
actually get anything to spend? There is a VERY

good reason they tax us. Taxes function to reduce

what ' s call ed -afocypbrgs@at e
fwg P d g B e ?1 drhe r(ga@/ee(rjnm?;t\gﬂés us

and takes away our money for one reason - t
fﬁ Yeo! y do ? e

d e me

chor gs

keep us from spendinsé it. ‘?alplng a%vany 8u(r: money
leaves roona fror&héa $overnment to spend vr\]/itgout
causing “'in atiiton. ™’
Think of the economy as one big department store
full of all the goods and services we all produce
and offer for sale every year. We all get paid
enough in wages and profits to buy everything in
that store, if we spent all the money we earned.
And if we borrow to spend we can buy even more
than is in that store.

So if the government simply bought what it

wanted to buyeavstaaynadyofdohrdn"E]"qJ t a

spending power, there wouwdd
. 1)

chasing too few goods’ amd t
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lot of inflation. To prevent the government
spending from causing that kind of inflation, the
government must take away some of our spending
power by taxing us, so
inflation.

In other words, the government taxes us,
takes away our money, to prevent inflati
and not to actually get our money in orde
spend it.

Yo u ma Y hos sldes,the gogernment spend
when they never actually have anything to
spendifygood question!
look at exactly how government spends.

Imagine you are expecting your $1,000 social
security payment to hit your bank account which
already has $500 in it, and you are watching your
account on your computer screen. You are about
to see how government spends without having
anything to spend. Presto! Suddenly your
account statement that read $500 now reads
$1,500. What did the government do to give you
that money? It simply changed the number in
your bank account from 500 to 1,500. It added a
C 1 and a comma.
coin and hammer it into a computer. All it did was
change a number in your bank account. It does
this by making entries into its own spread sheet
which is linked to other spread sheets in the
banking system.

Government spending is all done by data entry on
its own spread sheet
monet ar y Ang gventifetie.gévernment
paid you with actual cash, that cash is nothing
more than the same data, but written on a piece
of paper rather than entered into a spread sheet.

And how about this quote from the good Fed
Chairman on 60 minutes for support:

(PELLEY) Is that tax money that the Feds
spending?

( BERNANKE) 1tds not
banks havé accounts with the Fed, much thi
same way that you have an account in a
commercial bank. So, to lend to a bank, we
simply use the computer to mark up the sizg
the account that they have wliih Eed.

That

There is no such thing as h
borrow to make a spread sheet entry that we call
‘spending.’ Computer dat a

t haeywhere. Evpryoime dniows that!w @hete blsedoa u s e

we see this happen? Your team kicks a field goal

and on the scoreboard the score changes from,

say, 7 point to 10 points. Does anyone wonder
where the stadium got those three points? Of
course not! Or you knock down 5 pins at the
bowling alley and your score goes from 10 to 15.

Do you worry about where the bowling alley got

those points? Do you think all bowling alleys and
football stadiums shoul d
in a ‘lock box’ to make

hav
sur e

L eybu’' have ncored? Ofackuse ret! And if the

sdaddn’ t

bowl i ng all ey di scovers
lowers your score back down by 5 points, does the
bowling alley now have more score to give out?

Of course not!

you

We al |l know how dat a
this has gotten all turned around upside down and
backwards by our politicians, media, and most all
of the prominent main stream economists.

entry’

The
‘not

Gover nment does
any money. Jus
I‘th advigdtstogive ott.anlod & ag el
And just | ike the parents ‘h
coupons to give their children is any concern.

Feder al
have'’

When the federal government spends, the funds

don’'t ‘come from’ anywhere a
points ‘come from' somewhere
stadium or the bowling alley.

can call “The US doll ar

Nor does collecting taxes (or borrowing) somehow
increase the government
available for spending. In fact, the people at the

US Treasury who actually spend the money (by
changing numbers on bank accountsup)do n * t
even have the phone numbers of the people at the

IRS who collect taxes (they change the numbers on
bank accounts down), or the other people at the

US Treasury who do the
Treasury securities). If it mattered at all how

much was taxed or borrowed to be able to spend,
you'd think they at | east wo
phone number s! Clearly, it
their purposes.

s “h

borr

From our point of view (L@ot
need to first have U.S. dollars to be able to make

o0
<
payments. Just like the children need to earn the (=W
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coupons from their parents before they can make
their weekly coupon payments.

We don’t get to change
government does (or the bowling alley and the
football stadium), and neither do our children.

Our children have to earn or somehow get their
coupons to make their payments, just like we have
to earn or somehow get US dollars to make our
payments.

So, collectively, at wha
where do we all get the funds to pay taxes or buy
government securities? The answer, as previously

stated, is that from inception, the funds to pay

taxes can only come from government spending or
government lending. And, as you now understand,

this is just like it happens in any household that

i ssues its own ‘coupons.
need to make their payments to their parents

have to come from their parents.

Imagine a new country with a newly announced
currency. No one has any. Then the government
proclaims a property tax. How can it be paid? It
can’'t, unt il t he
after the government spends its new currency
does the population have the funds to pay the tax.

To repeat, the funds to pay taxes come
government spending or lending. Where

g OV er nmehin does sot meantthe gowwerpneent dah spepd all

And, as previously stated, government spending is
in no case operationallyconstrained by revenues.
Yersy mbtehresr el iclaen b éde an
constraints on spendan
entirely different matter. These include debt
ceiling rules, Treasury overdraft rules, and
restrictions of the Fed buying securities from the
Treasury. They are all imposed by a Congress that
does not have a working knowledge of the
monetary system. And, with our current monetary
arrangements, they are all counterproductive with
tegard to furahbrihggublic putpese. Allnheyads i |
put blockages in the monetary plumbing that
woul dn’t ot her wi se be
ti me create probl ems
arise.

d
ng

t her €
by C

evel,

ther e
t hat \

The fact that government revenue is in
case operationally constrained by revel
meanst her e i s no -0theo
governméncan always make any and g
payments in its own currency, no matter H
large the deficit is, or how few taxes
collects.

ki ds

Onl vy

If it spends too
t ‘“makes r

it wants without consequence.
much more than i
it can create a lot of inflation.

0cC

What it does mean is there is not solvency risk.

can they come from? There is no such tmhingg as ou

out of money to spend’ as P

For those of you who understand reserve incorrectly stated repeatedly.

accounting, note twhatt’' $she Fed can’'t do

called a reserve drain without doing a reserve add. So next time you hear ‘“wher

So what does the Fed do on settlement day when soci al security come-from’ g

Treasury balances increase? It does repos, to add it’s just data entry. It cc

the funds to the banking system that banks then as your score at the bowling alley comes from.

have to buy the Treasury Securities. Otherwise,

th e funds aren’t there Rutting itballlygt andthlerevay, §ovemraest thecks

securities, and the banks will have overdrafts in don’'t bounce, unl ess the go

their reserve accounts. And what are overdrafts at bounce its own checks.

the Fed? Functionally an overdraft is a loan from

the government. So, again, one way or another, A few years ago | gave a talk in Australia at an

the funds that are used to buy the Treasury economics conference. The t

securities come from the government itself. Checks Don’ t Bounce.’ I n the a
head of research for the Reserve Bank of Australia,

And because the funds to pay taxes, or buy a Mr. David Gruen. This was high drama. | had

government securities, come from government been giving talks for several years to this group of

spending, the government is best thought of as academics and | had not convinced most of them O

spending first, and then collecting taxes or that governrments ol vency wasn’'t am i

borrowing. aways started WhatAmeridadse f ami |
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don’t understand 1is
open economy like Australia than it is for the
United States.” There seemed to be no way to get
it through their perhaps overeducated skulls that
at least for this purpose none of that matters. A
spread sheet is a spread sheet. All but Professor
Bill Mitchell and a few of his colleagues seemed to
have this mental block, and so they deeply feared
what would happen if themar k et s’
Australia to somehow keep them from being able
to finance the deficit.

So | began my talk about how government checks
don’t bounce, and
hand shot up with the statement familiar to all
modestly advanced econ o mi ¢
interest rate on the debt is higher than the rate of
growth of GDP, then t he
unsustainable.” | t wasn’ t even
presented as a fact.

I then replied ‘1™ m
tell me, what do you mean by the word
unsustainabl e?’ Do

rate is very high, and 20 years from now the
government debt has grown to a large enough
number the government
interest payments? And if it writes a check to a
pensioner that <check

David got very quiet, deep in thought, and said

thatwhitcls Da v Nal thielethiey arfeendrrieda”

tur

after
s tifutdee nt s, =

government

you

smal |
about inflation and the level of the Australian

dollar. "To which Professor Martin Watts, head of

the economics department at the University of

New Castle replied, “The Hell they are, DavVoi d! ”

which Dav i d very thoughtfully r
suppose you're right.?”

n e o waay actuailys was confirmed to the Sydney
academics in attendance that day? Government
can spend what they want when they want, just
like the football stadium can put points on the
board at will. The consequences of overspending
might bé ieflationran arallirtg eusrenc) lauvnievdr’ s
bounced checks.

Government deficits can never caus
goverment to miss any sizgayments.
There is no solvenggsue.

a g

But as long as government continues to believe

an ot}*Bséir'sté)ft 7id%a$1]lysinnolce9.t6r%uds étlhat taeM v, s 0

need to get money from taxing or borrowing in
el PG, gthey Will confinyegto SuRpqrty | g ¢
policy that constrains output and employment,
and prevents us from achieving what are

Wo rcfthetrwiseorf;‘éldilyaa}f)ai||alqile. TPeM getrmj;‘s pzr%m the t s

popular notion that the government is like any

wi |hou58h8IgltHa6 vgants to buy things. And just like

a household, it is said that government also must
somehow get money to be able to spend it.

whi | e he was t hyourkdow,whgn it t hrough *
I came her e, I di dn’ t hink [ ' d have to think
through how the Reser ve Bank' s c¢ he DéadlgInreoaent Fraud #2

W o r knan'attempt at humor. But no one in the
room laughed or made a sound. They were totally
focused on what his answer might be. Again, this

was high drama - i t was the
issue.
David fima, |we'’slali dcl“ear t b=

will cause inflation and the currency will go down.
That ' pewhhe mean
was dead silence in the room. The long debate

showd

With government deficits we are leaviogr debts
to our children.

Fact: Collectively, in @& terms, there is n
such burdenDebt or no debt, our children (¢
to cosume whatever they can produce.

C ITrc G K,

This deadly innocent fraud is often the first answer

AL I T T

b yThere n s u gnpskgiverta whatethey perceive to be the main

problem associated with government deficit

was over. Solvency is not an issue, even for a spending.
small, open economy. Bill and | instantly . . ,
i Borrowing now means payingf or t oday’s sper
commanded an elevated respect, which took the .
. Iat?r. And ?ayln% later means somehow c1ur
usual outward form of we 'l ,our se we , a ays
) , chi | ren’'s reall itan aft d of
said that from the form%r dc%ubt.e.rs and skepticCcs.
ecause of our deficits.
[ continued eliltthink Ba&tv i d, Fortiinately, like all of the 7 deadly innocent
pensioners are concerned about whether the frauds, it is readily dismissed in a way that all can l\m
funds will be there when they retire, and whether understand. %o
the govern me n t wi || be able to pay them.” To (a9
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Professional economists  call this  the
‘“intergenerational?’ d
the federal government deficit spends, it is
somehow lea vi ng t he real
expenditures to somehow be paid for by future
generations. And the numbers are staggering.
But, fortunately, they are completely irrelevant. In
fact, the idea of our children being somehow
necessarily deprived of real goods and services in
the future because of
debt is nothing less than ridiculous.

A year or so ago | ran into former Senator and
Governor Lowell Weicker of Connecticut and his
wife Claudia on a boat dock in St. Croix. | asked
Senator Weicker what was wrong with the fiscal
policy. He replied we have to stop running up
these deficits and leaving the burden of paying for
today’s spending to our children.

| then asked him the following questions to
hopefully illustrate the absurdity of his statement,
“when our children build 20 million cars per year
20 years from now, will they have to send them
back in time to 2008 to pay off their debt?” “Are
we still sending real goods and services back in
time to 1945 to pay off the lingering debt from
World War I1?”

Distribution is about who gets all the goods and

e bt sefvisesthaeare produded. Bt any diswikhutiph t

deemed unreasonable by the political forces at

b u raely @ime canbé readtly altdrady ’ s

Each year, for example, Congress discusses tax
policy, always with an eye to the distribution of
income and spending. Many seek to tax those
‘“who can mo st afford

how to tax interest, capital gains, estates, etc. as
well as how to tax income. All of these are
distributional issues.

In addition, Congress decides who they hire and
fire, who they buy things from, and who gets
direct payments. Congress also makes laws that
directly affect many other aspects of prices and
incomes.

Foreigners who hold US dollars are particularly at
risk. They earn those dollars from selling us real
goods and services, yet have no assurance they
will be able to buy real goods and services from us
in the future. Prices could go up (inflation) and
the US Government could legally impose all kinds
of taxes on anything foreigners wish to buy from
us, further reducing their spending power. Think
of all those cars Japan sold to us for under $2,000

t hat

t ’

thapte’nsdicnagl Iteod ‘ttfbéjsﬁaf- inorl;'gled'

q
’

Interestingly, it was Claudia who instantly grasped yearsago. They’  ve been hol ding t hc
it, agreed with me, and asked her husband what would now probably have to pay in excess of
he had to say to that. All he could say was he had $20,000 to buy cars from us, if they even wanted
to think about it some more. to. What can they do? Call the manager and
, complain? They’' ve traded million:
Of coursg we all knc?w vye don’ t seal godds good cars to us in exchange for credit balances on
and services b:?lc.k in time to pay off fedgral the Fed’s boyoMyswhatwealbw can b
government def'?'ts’ and that o u r childre Themt3 Buy. t(This discussion in continued in a
have to do that either. subsequent innocent fraud.)
Nor is there anY reason government debt should This is all perfectly legal and business as usual, as
prevent our children from going to work and cachyears output is ‘divided up’
producing all the goods and services they are None of t he real out put ge
capable of producing. In 2029, just like today, the because of outstanding debt, no matter how large.
living will produce and consume their real output Nor does outstanding debt necessarily reduce
of goods and services, no matter how many US output and employment, except when policy
Treasury securities are outstanding. makers decide to take measures that do reduce
There is no such thing as giving up current year output and employment.
output 'to be sent back i.n time to previous Unfortunately, that is currently the case, and that
generations. Qu r childndn Pawm;h tt is why this is a deadly innocent fraud.
back for anything we leave them - even if they
wanted to. Today (August 1, 20009) , it

What the government deficits can influence,
especially if not understood by the politicians, is
the current year DISTRIBUTION of real output.

taking more spending power away from us in taxes
than needed to make room for their own
spending. Even after we spend what we want and

Page8
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our government does all of i ts spendi nNgtice thish edroee'ssn’ t change
still a lot left unsold in that big department store They simply have dollars in a bank account rather
called the economy. Unemployment has doubled than US Treasury securities. And if they want
and GDP is over 10% below where it would be if more Treasury securities instead, no problem!

Congress wasn’t taking so much spending power

away from us. To repeat, paying off the national
So yes, those alivdget o consu debt isbut a matter obubtiacting the
output including the decision tase some of value of the maturing securitiédsom
the output as 0i nvg¢ one account at the Fednd entering
which serve to hopefully increase fut adding that valued toa bankaccount
output. And yes, Congress haBI& say in at the Fed
wh o consumes this
potential  distrbutional issues due t Even briefer - to pay off the national debt the
previous federal deficits can be rea government changes two entries in its own
addressed by Congress distribution can spreadsheet - a number that says how many
be legallplteredo their satisfaction. securities are owned by the private sector is

changed down, and another number that says
You may ask, “what about China who holds our how many S US are being kept at the Fed is
debt;don” t t hey ha've to be p ahargged up. Nothing more. Debt paid, all

c¢editors have'.their
Those worried about paying off the national debt

can’'t possi bl ial workd® the t anWh ddtows t he big deal ?
operational, nuts and bolts, debits and credits

level Our children will also be able to change numbers

on what will be their spread sheet just as easily as
Both ‘money’ andri Treap Uwen didd eThotigh (hspefulyu with a better
nothing more than accounts - again, data entry - understanding!
on the governments own books. When a Treasury ) )
bill, note, or bond is purchased by a bank, for But for now, the d.eadly |nnoc.:ent fraud F)f Ieav-lng
example, the government makes two entries on its our debt to our children continues to drive policy,

spreadsheet we call the <2Mokgerst W flpm goptinizing youtput and
employment. This’is a price we and our children

First, it debits (subtracts from) t h e b uy e pay.s We make do with less than what we can
‘“checking ac c ghemitihcreased t hpeodude,e dand  sustain  high levels of

(credits) the buyer '’ s s e anenplioyimént shileaw dikiranrarte degrited df
As before, the government simply changes the real investments that would have been made
numbers on its own spread sheet - one number on their behalf if we knew how to keep our human
gets changed down and another gets changed up. resources fully employed and productive.

And so what happens when the dreaded day
arrives, and the Treasury securities Chinas holds
come due and need to be repaid? Same thing. The Deadly Innocent Fraud #3
Fed simply changes two numbers on their own

spread sheet.They debit (subtract from) Chi n a

SGovernment budget deficits take away savings

securities account at the Fed. And they credit (add Fact: Government budget deficits add
to) Ch i rbank &count at the Fed. That- s al savings
debt paid!

Several years ago | had a meeting with Senator
Tom Daschle and then Asst. Treasury Secretary
Lawrence Summers. | had been discussing these
innocent frauds with the Senator, and explaining
how they were working against the well being of
those who voted for him. So he set up this
meeting with the Asst. Treasury Secretary, who

China now has its money back. It has a (very large)
dollar balance in its account at the Fed. If it wants
anything else - cars, boats, real estate, other
currencies - it has to buy them at market prices
from a willing seller who wants dollar deposits in
return.

Chi na’
money
he Fed.
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was also a former Harvard economics professor
and had two uncles who had won Nobel prizes in
economics, to get his response and hopefully
confirm what | was saying.

| opened with a question, “ Lar r ty’
with the
takes away savings that could be used for
investment.” To which | responded,” No i t
all Treasury securities do is offset operating
factors at the Fed. It has nothing to do with

s wiwao nJ
b uTd @gh&ch he bpdiefd,i“ d itt ?

an
Srepr e

This is economics 101. Itis beyond dispute. | t S
accounting identity. Y e't it s mi
continuously, and at the highest levels of political
authority. They are just plain wrong.

Lgt ask anyone at the CBO (Congressional Budget
Office), as | have, and they will tell you they have

,''bal ance the check

do egngrnm’[en’t deficit equals our new savings, or
they have to stay late and find their accounting

book’

. . mistake.

savings an d i nv e Botwhiehnht ‘fteplied,
cWeld, doreally don' o unger $6and eof €98 " blielibfis b b'uh%
S0 I_ can _t, Q|§Sﬁnatsr3)asdhlé atoﬁhlaﬁ 3\?érnmentWhe\thewn SPpr e
was looking at all thI-S in disbelief. The Harvard accountants deblt (subtract from) the account
professor of economics As§t. Trea,sury Secretary overnment’ when go
Lawrenc.e summers didn’t under s rth%y algo credlt Si:iagt5 Yh& accounts of whoever
accounting? Sad but true. gets those funds. When the government account
So | spent the next twenty minutes explaining the goes down, some other account goes up, by
“par adox (mord detil borr thif ifndcent exactly the same amount.
fraud #6 later) step by step, which he sort of got
right when he finally responded “...s 0 we n e Megt is an example of how operationally
moreinvestmentwh i ¢ h wi | | s how u povegentglefiityagdgogavings.
I responded with a fri entdakoputstoerdtaridRulotsBeiw takk bnHisn g t hi s
first year economics lesson to the good Harvard innocent fraud that's popped
professor and ended the meeting. And the very
next day | saw him on a podium with the Concord 0 D eif dpending means the government
Coalition - a band of deficit terrorists - talking borrows from one person and gives it t
about the grave dangers of the budget deficit. another, so nothing new is added t 0 s

a shift of money from one person tq
This third deadly innocent fraud was and is alive anot her . 6
and well at the very highestlevels.S0o her e’ s ho
really works, anq |.t could not be simpler: Any SUS I'n other words, they are sa\
government deficit exactly EQUALS the total net . . . .
increase in the holdings SUS financial assets of the to our savings, but just shift savings around.
rest of us - businesses and households, residents . ,
and non residents - what ' s call ed Th{s cguld .not bri_ _more wrong! ,So et s
government ' sector . dem.onstra'te hoyv deficits do ADD to savings, and

not just shift savings:
In other words, Government deficits = increased 1. Start with the government selling $100
‘“monetangs’'safor the rest o fbilliom f.TreasuryTsecuritiesh ¢Note this
penny. This is accounting fact, not theory. There is sale is voluntary, which means the buyer
no dispute. It is basic national income accouting. buys the securities because he wants to.
Presumably because he believes he is
So, for example, if the government deficit was better off buying them than not buying
$500 billion last year, it means the net increase in them. No one is ever forced to buy
savings of financial assets for everyone else government securities. They get sold at
combined was exactly $500 billion. To the penny. auction to the highest bidder who is
willing to accept the lowest yield.)

***For those who understand reserve accounting, 2. When we pay for these securities our o
that net savings of financial assets is held as some bank accounts at the Fed are reduced by A
combination of actual cash, Treasury securities, $100 billion to make the payment. In go
and member bank deposits at the Federal Reserve. other words, money in the banks is [aW
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exchanged for the new Treasury
securities. At this point savings is
unchanged. We now have new Treasury
securities for savings rather than the
money that was in our bank accounts.
Now the government spends the $100
billion it got from selling its Treasury
securities.

3. This spending puts the $100 billion back
into our bank accounts.We now have our
bank accounts back AND our new
Treasury securities.

Bottom line:

Deficit spending directly adds to Wy 2
32 @S NY ¥&/iigs Qwhich includes
everyone but the government)

And, likewise,

A federalbudget surpludirectly subtracts
exactly that much from owavings.

In July 1999 the front page of the Wall St. Journal

had two headlines. Towards the left was a

headline praising President Clinton and the record

government budget surplus, and explaining how

well fiscal policy was working. On the right margin

was a headline that said Americanswer en’ t
enough and we had to work harder to save more.

Then a few pages later there was a graph with one

line showing the surplus going up, and another

line showing savings going down.

They were nearly identical, but going in opposite
directions, and clearly showing the gains in the
government surplus roughly equaled the losses in
private savings.

Ther e
savings increasing (including nonresident savings
of SUS financial assets). There is no such thing, yet
not a single mainstream economist or government
official had it right.

Early in 2000, in a private home in Boca Raton
Florida, | was seated next to then Presidential
Candidate Al Gore at a fundraiser/dinner to
discuss the economy.

The first thing he asked was how | thought the
next president should spend the coming $5.6
trillion surplus forecast for the next 10 years. |
explainedt hat there wasn’'t
trillion surplus, because that would mean a $5.6

trillion drop in non government savings of financial
assets, which was a ridiculous proposition. At that
time the private sect
in savings to be taxed away by the government,
and the latest surpluses of several hundred billion
dollars had already removed more than enough
private savings to turn the Clinton boom to the
soon to come bust.

| pointed out to Candidate Gore how the last 6
periods of surplus in our 200+ year history had
been followed by the only 6 depressions in our
history, and how the coming bust due to allowing
the budget to go into surplus and drain our savings
would result in a recession that would not end
until the deficit got high enough to add back our
lost income and savings, and deliver the aggregate
demand needed to restore output and
employment. | suggested the $5.6 trillion surplus
forecast for the next decade would more likely be
a $5.6 trillion deficit, as normal savings desires are
likely to average 5% of GDP over that period of
time.

And that's pretty mu
economy fell apart, and President Bush
temporarily reversed it with his then massive

s adeficitrspgnding of 2003, but after that, and before

we had enough deficit spending to replace the
financial assets lost to the Clinton surplus years (a
budget surplus takes away exactly that much
savings from the rest of us), we let the deficit get
too small again, and after the sub-prime debt
driven bubble burst we again fell apart due to a
deficit that was far too small for the
circumstances.

Anyway, Al was a good student, and went over all

can’t lples wigh privated g e t the detiils, and agreed it made sense and was
happen, b

indeed what mi ght
‘go there.” And | said | understood the political
realities, as he got up and gave his talk about how
he was going to spend the coming surpluses.

So back to the present.

When the January 09 savings report was released,
and the press noted that the rise in savings to 5%
of GDP was the highest since 1995, they failed to
note the current budget deficit passed 5% of GDP,

or

ch

di dn

wh a't

al so about the highest iwt s
A

g€irgrity bbheyw &6nbt yet %ea

savings. And i f Al Gor e d o e sA, h
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anything. So watch this year as the federal deficit
goes up and savings goes up. Again, the only
sour cretS@WSmo'netary
assets) for the non government sectors combined

The right sized deficit is the one that gets us to
where we want to be with regards to output and

s av i ng employfnent nb raanter how lbrge or how small a

deficit that might be.

(both residents and non residents) is US What matters is real life- output and employment-
government deficit spending. not the size of the deficit.
economist named Abba Lerner called this
And watch how the same people who want us to ‘“Functional Finance’ and wro
save more at the same t i maeethats still verirdevanttoday. ance t he
budget’ by takieihprthmongpay our savings
spending cuts or tax increases.
Deadly Innocent Fraud #4
They are all talking out of both sides of their Social Security is broken
mouths. They are part of the problem, not part of
the answer. And they are at the very highest Fact: Government checks do not bounce.
levels. If there is one thing all members of Congress
Review believe is that social security is broken. President
{2 y26 6S 1y26 RST eIecFObamasaidthe money won't be
(KAY3aQ 0K S 5 2 NITRe P.re5|d.ent Bush used the word ban.krup'Fcy fo_ur
32 SNy YSy i 6 2y Reileral tlmes. |n.one day, and Senator McCain said social
RSTAOAGA R2y Qi Foderl security is broken.
deficits @ y' Q0 g dza U 9.K7\T They are all wrong. As we’ ve already di
person to anotherand Federal deficits add
{0 oursavings. j[he gover nment .never. has or
its own money. It spends by changing numbers in
our bank accounts. This includes social security.
What we dikalywdacnssed is why the
€ C °_ n_o my needs or doesn’t pfy %n%gfthgn‘?ajforldigcﬁssﬁoﬁs in 9\/55hin§t5‘n¥s
point in time. whether or not to privatize social security. That
entire discussion, too, makes no sense
But at least at this point we know that if there is a whatsoever, so let me begin with that and then
good reason for what might be considered a very move on.
|l arge deficit there’'s nothing to be afraid of
regarding solvency, sustainability, or doing bad by The idea of privatization is that
our children. 1. Social security taxes and benefits are
The only risk is inflation. reduced, and instead.
2. The amount of the tax reduction is used
So what is the role for deficits in regard to policy? to buy specified shares of stock.
I t ' ssimpleeMhgnever spending falls short of 3. Because the government is going to
sustaining our output and employment - when we . collect that much less in taxes the budget
don't have enough spending paue il ok fhat ik highe Gl so
for sale in that big department store we call the the government will have to sell that
economy - for ANY reason, government can act to many more Treasury secur
see to it our own output is sold by either cutting i t (amthey say).
our taxes or increasing its spending.
Got it?
So if everyone wants to work and earn money but 1. They take less each week from your pay
doesn’t want to spend it, fié?xe%lgforsocg‘l%e\éuﬁt{}.”ment can
either buy the output (hand out contracts for 2. You also get to use of the funds they no
infrastructure repairs, national security, medical longer take from you to buy stocks.
research, and the like) and/or keep cutting taxes 3. You later will collect a bit less in social

until we decide to spend and buy our own output.

security payments when you retire, but
you will own stocks that will hopefully

Page 1 2
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become worth more than the social
security payments you gave up.

From the point of view of the individual it looks
like an interesting trade off. The stocks you buy
only have to go up modestly over time for you to
be quite a bit ahead.

Those who favor this
large one time addition to the deficit, but the
savings in social security payments down the road
for the government pretty much makes up for
that, and the payments going into the stock
market will help the economy grow and prosper.

Those against the proposal say the stock market is
too risky for this type of thing, and point to the
large drop in 2008 as an example. And if people
lose in the stock market the government will be
compelled to increase social security retirement
payments to keep them out of poverty.
Therefore, unless we want to risk a high
percentage of our seniors falling below the
poverty line, government is taking all the risk.

They are both terribly wrong.The major flaw in this
main stream dialogue
C 0 mp 0 s iTHe itypical tektbook example of a
fallacy of composition is the football game where
you can see better if you stand up, and then
conclude that everyone would see better if all of
them stood up.

Wrong! They all are looking at what is
called the micro level for the individual
social security participants rather than
looking at the macro level which includes
the entire population.

They are both terribly wrong.

To understand
macro (big picture, top down) level, you first have
to understand that participating in social security
is functionally the same as buying a government
bond.

With the current social security program you give
the government your dollars now and it gives you
back dollars later. That is exactly what happens
when you buy a government bond. You give the
government your dollars now and you get dollars
back later.

Yes, one might turn out to be a better investment
and give you a higher return, but apart from the
rate of return, each is the same.

Now that you know this, you are way ahead of
Congress, by the way.

And now you are ready to read about the
conversation of several years back | had with Steve
Moore, then head of CATO, now a CNBC regular,

Security.

Steve came down to speak about social security at
one of my conferences in Florida. He gave his talk
that went much like | just stated - by letting
people put their money in the stock market rather
than making social security payments they will
better off over time when they retire, and the one
time increase in the government budget deficit
will be both well worth it and probably paid down
over time in the expansion to follow, as all that
money going into stocks will help the economy
grow and prosper.

At that point | led off the question and answer
session.

p | a and oseafithe firse te gdvocate privatizirg Sodiak | at i vel )

Wirrant “ B © egigigg |the gadernment’ nioaey | acy of

now in the form of social security taxes,
and getting it back later is functionally
the same as buying a government bond,
where you give the government money
now and it gives it back to you later. The
only di
“OK, but with government bonds you get
a higher return than with Social Security
which only pays your money back at 2%
interest. Social Security is a bad
investment for individuals.”
Warren: “ OK,” | | get t o
later, but let me continue. Under your

Steve:

what adtthe f un da me mprvatitatiory propasaty thg government

would reduce Social Security payments
and the employees would put that
money into the stock market.”

Steve: “ Yes, ab omotth §dddiPintgp e
approved, high

Warren: “ OK, and the
issue and sell additional securities to
cover the reduced

Steve: “ Yes, and it would

security payments down the road .
Warren: “ Ri ght So to
employees buying the stock buy them

fference i s

t he

t

he r

nve :

guality s
US Treasury
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Steve:
Warren:

Steve:
Warren:

Steve:

Warren:

Steve:

Warren:

Steve:

The proposal in no way changes the number of
shares of stock, or which stocks the American
public would hold for investment.

from someone else, so all the stocks do

So at the macro level it is not the case of allowing

is change hands. No new money goes t he nat i obetterttlan theigavernenent

into the economy.” can. '’ And Steve knows that,
“Right?” and he continues to peddle the same illogical story

“And t he peopl ethewh o shetheknowshsdlogisat And He gets no criticism

have the money from the sale which is from the media apart from the discussion as to

the money that buys the government whether stocks are a better investment than social

bonds."” security, and whether the bonds the government

“Yes, you can think dids toisdll wil haletawaywsawngs that could be

“So what’'s happened udsed forinfesgmeng megvWhetherehe government

stopped buying into social security, risks its solvency by going even deeper into debt,

which we agree was functionally the and other such innocent fraud nonsense.

same as buying a government bond, and

instead bought stocks. And other Unfortunately, the deadly innocent frauds

people sold their stocks and bought the continuously compound and obscure any chance

newly issued government bonds. So for legitimate analysis.

looking at it from the macro level, all

that happened is some stocks changed And it gets worse yet. The ‘ i nt ergener ati o
hands, and some bonds changed hands. story continues with something like this:

Total stocks outstanding and total bonds

outstanding, if you count social security “The problem is ttHerawil 30 year

as a bond, remained about the same. be a lot more retired people and proportionately

And so this should have no influence on f ewer w o r k e rright], anid bha Socialp a r t S
the economy, or total savings, or Security trust fund will run out of money [silly, but
anything else apart from generating they believe it], so to solve the problem we need
transactions costs?” to figure out a way to be able to provide seniors
“Yes, I suppose Yyou withaeanough enonky toaday for tthe gobda dnd
way, but | look at it as privatizing, and | services they need.”
believe people can invest their money
better than gover nme wWith tbatlast statement they assume that real
“ Ok, but you agr ee t preblera wfofewart workefs arsdtmmre kesirees,
held by the public vidch im dlsé knownhasithegle@pehdencysadio, can
with this proposal nothing changes for be ‘“sol ved’ by maki ag sur e
the economy as a whole.” sufficient funds to buy what they need.
G.dzi AG R2S&a QGdiblydS GKAy3Ia F2NJ
Security participants.” Let’'s |l ook at it this way.
“Yes, with exactly the opposite change there is one person left working and 300 million
for others. And none of this has even retired people, that guy is going to pretty busy
been discussed by Congress or any since he’'l|l have to grow al
mainstream economist? It seems you maintain all the buildings, do the laundry, take
have an ideological bias towards care of all medical needs, produce the TV shows,
privatization rhetoric, rather than the etc.
substance of the proposal. ”
“ |l i ke it because | Sdcwhidt ivneneee toidn is rpakeisiwreatiiose Bt i o n
- | believe that you can invest your million retired people have the funds to pay him?
money better than governrme nt can. "l don’ tThihs ngkr shol!lem obvi ous|
money. What we need to do is make sure that one
|l et Steve have t he Igwswvbrking dsrsehartheaougd .and productive

enough and has enough capital goods and
software to be able to get all that done, or those
retirees are in serious trouble!

So the real problem is, if the remaining
wor kers aren’t suff
will be a general shortage of goods and
services and mor e
only drive up prices, and not somehow
create more goods and services.

Page 1 4‘
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The story deteriorates further as it continues:
“Therefore, government needs to cut spending or
increase taxes today, to accumulate the funds for
tomorrow’ ssekXxpenditure

And it gets even worse. Any mainstream
economi st wil/l agree
anything in the way of real goods we can produce
today that will be useful 50 years from now. They
go on to say that the only thing we can do for our
descendents that far into the future is to do our
best to make sure that they have the knowledge
and technology to help them meet their future
demands.

So the final irony is that in order to somehow
‘save’ public funds for
cut back on expenditures today, which does
nothing but set our economy back and cause the
growth of output and employment to decline.

And, for
that the first thing we cut back on is education-
the one thing the mainstream agrees we can
actually do that actually helps our children down
the road.

Should our policy makers ever actually get a
handle on how the monetary system functions,
they would understand that we can pay seniors
whatever we want regardless of what the balance
in the Social Security trust fund happens to be.
They would realize the issue is equity, and possibly
inflation, but never government solvency.

They would realize that if they want seniors to
have more i ncome, it
benefits.

S

And if they are concerned about the future, they
would support the types of education they
thought would be most valuable for that purpose.

But they
that way until they do understand. Meanwhile,
the deadly innocent fraud of Social Security takes
its toll.

t hat

Deadly Innocent Fraud #5

As our trade deficit continues to deteriorate, we
get more and more dependent on imported
foreign capital.

Fact: Imports are real benefignd exports| | s n ' t
are real costs. dfeigners are dependent
U.S. domestic credit expansion to fund th
desires to accumulate $US financial asset

By now you might suspect that, once again, the
mainstream has it all backwards, including the
trade issue. To get on track with the trade issue,
always remember this:

In economics ibett@rsto receive
1 than togive.Likewise Imports are
real benefit€Exports are real costs.

In other words, going to work to produce real
goods and services to export to someone else to

t hyet,’ theigmaa irony isw 0 I Schsume, does you no economic good at all.

Unless you get to import and consume the real
goods and services they produce in return.

And also remember:

The real wealth of a nation is all it
produces, plus all itmports, minus
what it must expn.

And, therefore, a trade deficit increases our real
standard of living. How can it be any other way?
And the higher the trade deficit the better!

Yes, the mainstream economists, politicians, and

ame8id BIP ha® tRR2tralle® iksue Ocbmplbtdyl S i N g

backwards. Sad but true.

To further make the point, if general McArthur
had proclaimed after WWII that since Japan had
lost the war, they would be required to send the
US 2 million cars a year and get nothing in return,

don’t under st angge reful®wodldh&e/beeMPmibjortinterfaBofal | t

uproar about US exploitation of conquered
enemies. We would have been accused of
fostering a repeat of the aftermath of WWI, where
the allies demanded reparations from Germany
that were presumably so high and exploitive they
caused WWII.

Page 1 5
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Yet for over 50 years, Japan has in fact been
sending us about 2 million cars per year, and we
have been sending them little or nothing. And,
surprisingly (?) they think this means they are
winning, and we think we are losing.

Same with China- they think they are winning
because they keep our stores full of products and
get nothing in return. And our leaders agree and
think we are losing.

This is madness on a grand scheme!

Now take a fresh look at the headlines and
commentary we see and hear daily:

I The USis suffering from a trade deficit.

I The trade deficit is an UNSUSTAINABLE
IMBALANCE.

I  The USis LOSING JOBS to China.

9 Like a drunken sailor, we are borrowing
from abroad to fund our spending habits,
leaving the bill to our children, as we
deplete our national savings.

I ve heartd stotthdohsénte. We arke

benefiting IMMENSELY from the trade deficit. The
rest of the world has been sending us hundreds of
S billions worth of real goods and services in
excess of what we send them. They get to
produce and export, and we get to import and
consume.

Is this an unsustainable imbalance? Certainly not
for us! Why would we want to end it? As long as
they want to send us goods and services without
demanding any goods and services in return, why
should we not be able to take them? There is no
reason, except a complete misunderstanding of
our monetary system by our leaders.

Recall from the previous innocent frauds, the US
can ALWAYS support domestic output and sustain
domestic full employment with fiscal policy- even
when China, or any other nation, decides to send
us real goods and services that displace our
industries previously doing that work.

All we have to do is keep American spending
power high enough to be able to buy BOTH what
foreigners want to sell us AND all the goods and
services we can produce as ourselves. Yes, jobs

may be lost in one or more industries. But with
the right fiscal policy there will be sufficient
domestic spending power to be able to employ
those willing and able to work producing other
goods and services for our private and public
consumption. In fact, up until recently,
unemployment remained relatively low even as
our trade deficit went ever higher.

So what about all the noise about the US
borrowing from abroad like drunken sailor to fund
our spending habits?

Also not true! We are not dependent on China to
buy our securities or in any way fund our
spending.

Her eds what 6 s Dongestit
credt is funding foreign savings

What does this mean?
a typical transaction. Assume you live in the US
and decide to buy a car made in China. You got to
a US bank, get accepted for a loan, and spend the
funds on the car.

So where do things then stand? You exchanged
the borrowed funds for the car, the Chinese car
company has a deposit in the bank, and the bank
has a loan to you and a deposit belonging to the
Chinese car company on their books.

1. You would rather have the car than the
funds, or you would not have bought it,
so you are happy.

2. The Chinese car company would rather
have the funds than the car, or they
would not have sold it, so they are happy.

3. The banks wants loans and deposits, or it
woul dn’t

happy.

Where is the imbalance? Everyone is sitting fat
and happy. They all got exactly what they wanted.

f The bank has a loan and a deposit, so
they are happy and in balance.

9 The Chinese car company has the $ US
deposit they want as savings, so they are
happy and in balance.

f And you have the car you want and a car
payment you agreed to, so you are happy
and in balance as well.

h a voen, made

Let'’

i the
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So there is no imbalance. Everyone is happy with
what they have at that point in time.

And domestic credit creation -the bank loan - has
funded the Chinese desire to hold a $ US deposit
at the bank.

Wher eds t he OIfhcerreei
any! The entire notion is inapplicable

Instead, i t s the
our domestic credit creation process to fund their
desire to save $ US financial assets.

Domestic credit funds foreign savings. We are not
dependent on foreign savings for funding
anything. Nor can we be. Agai n, it
sheet and if they want to save our $ they have to
play in our sandbox.

And what options do foreign savers have for their
dollar deposits? They can do nothing, or buy
other financial assets from willing sellers, or buy
real goods and services from willing sellers.

And when they do that, at market prices, again,
both parties are happy. The buyers get what they
want- real goods and services, other financial
assets, etc. The sellers get what they want

- the dollar deposit.

No imbalances possible.
No US dependency on foreigapital.

Deadly Innocent Fraud #5

We need savings to provide for investment.

Fact: Investment adds to savings

Second to last but not least, this innocent fraud
undermines our entire economy, as it diverts real
resources away from the real sectors to the
financial sector, and results in real investment
being directed in a manner totally divorced from
public purpose.

In fact, this deadly innocent fraud drains over 20
percent annually from useful output and
employment- a staggering statistic unmatched in
human history.

And it leads directly the type of financial crisis
we've been going

face dependgm enr s

It begins with the paradox of thrift which goes
something like this:

In our economy, spending must equal all income,
including profits, for the output of the economy to
get sold.
wWhichi nk about that
before moving on.)

If anyone attempts to save by spending less than
his income, at least one other person must make
up for that by spending more than his own

Ontome, s r elae out put
sold.
And i f that doesn’t

excess inventories, production and employment
cuts, and less total income. And that shortfall of
income is equal to the amount not spent by the
person trying to save.

Think of it as the person trying to save by not
spending his income losing his job, and not getting
any i ncome,
output.

So the paradox is, decisions to save by not
spending income result in less income and no new
net savings.

Likewise, deci si ons t o spe
income by going into debt cause incomes to rise
and can drive real investment.

Consider this extreme example to make the point:
Suppose everyone ordered a new pluggable hybrid
car from our domestic auto industry. Because the
industry <can’t
they would hire us, and borrow to pay us to first
build the new factories to meet the new demand.

That means we'd all
equipment - capital goods - and getting paid. But
there would not yet be anything to buy, so we
woul d necessarily be
the new cars when they rolled off the new
assembly lines.

The decision to spend in this case resulted in less
spending and more savings.
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And the production of capital goods, which
constitute real investment, led to an equal amount
of savings.

| like to say it this way
&Gavings is the accounting
i nvest mentd

record

| had this discussion with a Professor Basil Moore
in 1996 at a conference in New Hampshire, and he
asked if he could use that expression in a book he

wanted to write.
with that name has
it’s a good read.
Unfortunately, Congress, the media, and

mainstream economists get this all wrong, and
somehow conclude we need more savings so
there will be funding for investment. What seems
to make perfect sense at the micro level is again
totally wrong at the macro level.

Just as loans create deposits, investment creates
savings.

So what do our leaders do in their infinite wisdom
when investment falls usually because of low
spending?

They decide we need more savings so there will be
more ‘money’
this they use the tax structure to create tax
advantaged savings incentives, such as pension
funds, | RA’ s, and al
institutions that accumulate reserves on a tax
deferred basis.

Predictably, all that these incentives do is remove
aggregate demand (spending power). They
function to keep us from spending our money to
buy our output.

This slows the economy and introduces the need
for private sector credit expansion and public
sector deficit spending just to get us back to even.
That ' s whm to Weheadrmous éeficits
turn out not to be as inflationary as they
otherwise might be.

In fact the deficits are necessary to offset these
congressionally engineered demand leakages
caused by the tax advantaged savings vehicles.

StSmorroin.

And, ironically, the same Congressmg
pushing the tax advantaged savirn
programs (because they think we need
savings to have money for investment)
the ones most against the federal de
spendingperiodicallyneededn large sizeo
offset them.

But the worst has yet to come. These massive
pools of funds (created by the deadly innocent

I " m p | feaw shat shvings are needep forrinvestnterit)alsob o o k
been

peadird be managed, and fordthe further@urpbse a r d

of compounding the monetary savings for the
beneficiaries.

This is the base of the dreaded financial sector-
thousands of pension fund managers whipping
around vast sums of dollars, which are largely
subject to government regulation. For the most
part that means investing in publicly traded stocks,
rated bonds, and with some diversification to
other strategies such as hedge funds and passive
commodity strategies.

And feeding on these whales are the thousands of
financial professionals in the brokerage, banking,
and financial management industries. B u t
another story.

. And o acdomplisle st me n

t
Deadly Innocent Fraud #7

Higher deficits, today mean Ig’gher taxes
of t"a x advant

Fact: Not true, unless

Why does the government tax?

Not to get money, but to take away our spending
power if it thinks we have too much spending
power and it’'s causi

Why are we running higher deficits today?

Because tment detpamre’
goods and services in it- unemployment is high
and output is lower than capacity. The
government i s buying
have enough after tax spending power to buy
what's | eft over . ase 0
government spending to increase spending power
and help clear the shelves of unsold goods and
services.
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And why would we ever increase taxes?

Not for the government to get money to spend-
we know it doesn’t work

We would increase taxes only if our spending
power is too high, and unemployment has gotten
so low, and the shelves have gone empty do to our
excess spending power, that we are causing
inflation.

So the statement “ Hi g her dhe
mean higher taxes tomor r o w”

Is in fact is saying:

“Higher deficits today when unemployment
is high will cause unemployment to go
down to the point we need to raise taxes to
cool down a booming economy.”

t hat

way .
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