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INTRODUCTION


In 2020, during the darkest hours of the global coronavirus pandemic, the US government spent $3 trillion to help rescue the country’s – and, to some extent, the world’s – economy. This infusion of cash increased US government debt and thus reduced US government wealth by almost the entirety of that frighteningly large amount – the largest drop in US government wealth since the nation’s founding. Surely something this unfavorable to the government’s ‘balance sheet’ would have broad, adverse financial consequences.


So what happened to household wealth during that same year? It rose. And it improved by not just the $3 trillion injected into the economy by the government but by a whopping $14.5 trillion, the largest recorded increase in household wealth in history. As a whole, the wealth of the country – its households, businesses, and the government added together – increased by $11 trillion, so this improvement in wealth was contained largely to households.


How and why did such an extraordinary increase occur?


To understand this paradox, we need to seek answers to some of the most fundamental questions in economics: What is money? What is debt? What brings about increases in wealth? Often the most basic questions can be the most challenging to answer. They appear deceptively simple but they are complex and vitally important.


To address these questions, in this book I share a new approach to analyzing US economic data. I then set this data in the context of total global money and debt, comparing the US to the six other largest economies in the world: the UK, China, France, Germany, India, and Japan. This provides crucial insights into how the US economy operates while also offering a generalized model of how most economies work, even as some details vary from country to country. In so doing, we learn not only what precipitated the increase in household wealth in 2020 but also build a much deeper understanding of global economic trends and their policy implications.


THE STATE OF DEBT TODAY


Even the casual observer is likely to be aware that debt has grown rapidly in the US and other major, developed countries over the past half century. This is true of both government debt, which has been closely studied by a broad range of economists and policymakers, and private sector debt, which has been analyzed to a lesser degree but is integral to the growth and health of an economy. Private sector debt includes everything from secured real estate debt, such as home mortgages and commercial real estate loans, to personal debt such as credit card balances, student loans, and healthcare expenses being paid off over time.


Nor is the trend of debt growth unique to the US. From 2001 to 2021, when global gross domestic product (GDP) more than doubled, global debt tripled, to $230 trillion. Of that total, more than 60 percent – $145 trillion – was private sector debt, while $85 trillion was government debt.


In fact, over the past fifty years, the quantity of total debt as a percentage of GDP has grown substantially in every one of the world’s seven largest economies. Together, these seven countries represent 62 percent, or nearly two thirds, of global GDP and 75 percent of global debt. For convenience, I refer to them as the Big 7.


Figure 0.1 shows the ratio of total debt to GDP for the Big 7 from 1970 to 2021. GDP is national income and spending, so the ratio of debt to GDP is, in effect, the ratio of a country’s debt to its income. Just as a high ratio of debt to income would be concerning to a household, a high ratio of debt to GDP, especially of private sector debt to GDP, is concerning for an economy. The striking feature of the past fifty years is the inexorable rise in debt in relation to the GDP of all of the Big 7 economies.


Global debt is concentrated in just two countries: the US and China. The private sector portion of that debt is largely comprised of real estate debt. Figure 0.2 shows the relative amounts of total debt among the Big 7, along with the relative types of debt – that is, government debt as compared to the key private sector categories of business and household debt.1




FIGURE 0.1. Total debt of the Big 7 economies, 1970–2021
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FIGURE 0.2. Total debt by country and by type, 2021, in billions of us dollars
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These economic trends are clearly significant, but most economists – and the most prominent books explaining economics – pay little attention to total debt. Politicians and the financial media also give total debt short shrift. Either the role of debt in the economy is set to the side in favor of focusing on spending and growth, or the discussion of debt is directed more narrowly on government debt alone, ignoring both the size and the weight of private sector debt. Yet there is far more private debt than government debt, and so private debt should be of much greater economic concern. Studying government debt without understanding private debt is like studying the heart without understanding the circulatory system: it is helpful for fixing problems with the heart, but if there are wider problems of circulation, it will not heal the patient, or help them to survive.


A RECKONING FOR DEBT


In this book, I look at the causes and consequences of increases in total debt – public debt integrated and analyzed in tandem with private debt – and likewise combine the study of liabilities with the study of assets, which are largely comprised of debt, both what is owing and what is owed. This involves applying basic financial and business accounting rules to the Big 7 economies. While such an approach is uncommon in the field of economics, it yields powerful insights into the complex interactions underlying an economy.


In the business world, debt numbers are important, but they are only one set of numbers in a company’s statement of condition, a financial report that is usually, and more casually, referred to as the ‘balance sheet’.2 The statement of condition compiles the business’s assets and liabilities to show net worth or wealth; to gain a full picture of financial standing, assets and debt must be weighed against each other. In this context it is perhaps not surprising that money and debt have grown at a stratospheric pace in recent decades, with the global money supply of $16 trillion in 2001 rising to $82 trillion in 2021. Wealth has generally grown faster than both money and debt over the same period.


The balance sheet is accompanied by an equally important financial report called the income statement, which records the income and expenses of the business for a given time period. Income statements and balance sheets are typically published at least annually and are connected, given that increased net income adds to wealth.


I have taken economic data3 for the US in the form of income statements and balance sheets and analyzed them for the US economy as a whole and for each of its major subsets or ‘macrosectors’ – namely, households, non-financial businesses, financial institutions, governments, and that sector of the economy that represents financial transactions with the ‘rest of the world’, or ROW.


The economic statistics of a country are, in essence, simply all the financial information of the country’s individuals, businesses, and institutions added together. Since those entities manage their records, formally or informally, as income statements and balance sheets, it follows that considering these number in the aggregate is an appropriate and straightforward way to analyze the economic status of countries and the world as a whole. Some of the data we seek is easy to obtain and other data not so much, partly due to more limited interest in documenting phenomena related to private sector debt. Nevertheless, I’m grateful for the data that is available. It is due to the considerable efforts of the US Federal Reserve Bank, the World Bank, the Organisation for Economic Cooperation and Development (OECD), the Bank of International Settlements (BIS), and others that my colleagues and I have been able to undertake the analysis in this book, which would have been painstaking if not impossible a generation ago.


As we take this unique economic journey together, it will become clear that debt, especially private debt, represents an overlooked and misunderstood but powerful economic force – so much so that the methods and analysis in this book might be considered the debut of a new discipline, debt economics, that could help us to better manage economies in the future. As we as a society come to better understand debt, it will become possible to more accurately forecast economic trends, predict financial crises, shape policy decisions, and understand how national wealth grows, and thus how to address inequality.


A NEW UNDERSTANDING OF DEBT


When you set aside the specialized tools of economists and instead use the conventional and familiar methods of financial analysts and accountants, several things come into view:




•   The ratio of debt to income in economies almost always rises, with profound consequences, both good and bad.


•   Money is itself created by debt.


•   New money, and therefore new debt, is required for economic growth.


•   Rising total debt brings an increase in household and national wealth or capital. Most wealth is only possible if other people or entities have debt. As wealth grows, so too must debt.


•   At the same time, debt growth brings greater inequality, in part because middle- to lower-income households carry a disproportionate relative share of household debt burden. In fact, in economic systems based on debt – which is the world as it operates now – rising inequality is inevitable, absent some significant countervailing change such as a major change in a nation’s tax policy.


•   A current account and trade deficit contributes to private sector debt burdens.


•   The overall increase in debt, especially private debt, eventually slows economic growth and can bring economic calamity.





While economists often assume a tendency towards a natural point of equilibrium for economies, the lens of debt economics shows us that there is no stasis, no natural level of equilibrium, for debt, money, or wealth. Our system of money, debt, and wealth requires and provokes constant change. This has implications for how we devise monetary and economic policies.


For example, how do we deal with the dark side of debt, the destruction that debt can bring? The 1990s financial crisis in Japan and the Global Financial Crisis of 2008 are prime cases; these crises were the product of long-term debt cycles. Typically, these cycles make a permanent mark on an economy, with each cycle lifting an economy to a higher plateau of total debt – creating, in effect, a debt staircase. To better understand the aggregate effect of such debt staircases, I review four long-term debt cycles in US history and the lessons that can be drawn from them.


Given the inevitability of rising levels of debt, I examine why the conventionally cited strategies for deleveraging usually do not succeed. This underscores the need for new approaches to deleveraging and the development of debt forgiveness and restructuring strategies under the umbrella term of debt jubilees. Surely debt growth does have a limit, and we must create a set of tools to ensure that we do not reach it.


With a view on the creative and destructive aspects of debt informed by income statements and balance sheets, we can decisively consider policy ideas that constructively address the dynamics of debt economics. I discuss ways that we can monitor debt growth to prevent excess or, where prevention fails, remediate excessive debt that has accumulated. I review how we might overcome growing trade deficits, phenomena which create higher private sector debt burdens, and design debt jubilee programs that are both productive and fair. Together such strategies could mitigate rising inequality, which is integrally linked to rising levels of total debt, as well as to strategies that could boost the incomes and net worth of the average working family.


In this policy discussion I also look at strategies that could help to alleviate or prevent high levels of inflation, which was a great concern in many Big 7 economies in 2022, and will likely continue to be a pressing problem as economies continue to recover from the pandemic. Because high oil and natural gas prices have often been the source of high inflation, and because households often rely on debt to cope with this inflation, I ask if there is a way to reduce, if not end, fossil fuel dependence.


Finally, I consider whether economic growth is possible without overreliance on debt growth. While economies cannot function without debt, its overuse can bring harm and disaster. The ratio of debt to income almost always rises, with the only exceptions coming from a small number of economically painful, calamity-induced contractions. These disasters interrupt, but do not stop, the upwards march of debt. The inexorable march of debt may well be the most important economic fact of our lifetime.


Debt is a paradox. It creates and destroys. Even short of those extremes, it distorts, as we’ll often see in the pages of this book. The goal of debt economics is to discover new and better ways of employing and controlling debt and its consequences.









1


WHY DEBT GROWS


In essence, all growth in GDP stems from growth in debt. Or, more accurately, almost all growth in GDP comes from the creation of new money, and almost all new money is created by debt – which is why GDP growth comes from growth in debt.


HOW WEALTH IS CREATED


In every country, most individuals and businesses persistently attempt to grow their incomes and wealth. If enough of them succeed, more money is spent and economic growth – an increase in GDP – occurs. National GDP figures are calculated by adding together several specific spending totals. These include:




•   personal consumption spending (labeled C by economists), such as your supermarket shopping or your dinner out at a restaurant;


•   fixed investment spending (I), such as a business building a new headquarters or factory;


•   government spending (G), such as the army buying uniforms for personnel; and


•   net exports (X – M), the spending of foreign people or entities on a country’s goods and services (X) – which count as an increase in GDP – minus imports (M), the spending of a country’s people or entities on foreign goods and services.





The formula for GDP, then, is:


C + I + G + (X – M)


Critically, other types of spending are not counted towards GDP. A major category of ‘non-GDP’ spending is the purchase of existing assets, such as homes or businesses. If, for example, you buy a house that is ten years old, that purchase does not get added to GDP, because the value of the house was added to GDP back when the house was originally built.


Increasing any of the spending in the formula for GDP increases GDP, regardless of whether the spending in question brings more economic productivity or efficiency. For example, an increase in spending on computer microchips is an addition to GDP, even if those new chips are no faster than the old ones. Of course, if the new chips are faster, it may mean that you get more wonderful features from a new computer with them – which may motivate you to buy a new computer sooner, and that spending would be added to GDP. But it is important to keep in mind that increased nominal GDP depends simply on more spending and has nothing to do with the quality or increased efficiency of the things you buy.


While in theory a population could at some point decide en masse to stop trying to grow their businesses and their wealth and be content with their status quo financial position (and proponents of a nascent ‘no growth’ movement argue for exactly that), no such country exists among the forty-seven largest economies in the world, which together constitute 91 percent of global GDP. Economies almost always grow. As it stands, if over a certain period of time, economic growth fails to occur or, worse, if GDP contracts, then widespread harm or discontent typically follows. A recession is one of the surest predictors of economic duress for a country’s citizens and residents, as well as trouble for its incumbent government.


But here’s the key point: almost all the spending in that C + I + G + (X – M) formula is dependent on the creation of new money. And the creation of new money is dependent on new debt.


MONEY IS CREATED BY DEBT


We can best see why this is so – and illustrate why money, and thus new debt, is required for growth – if we imagine an economy that has only ten people in it. Let’s call it LoanLand. One person in LoanLand has a food store, another a bookstore, another apartments, and so forth. Despite this, no one starts with any savings or net worth. Precisely because this model begins with all citizens at a net worth of zero and no savings, it affords us a clear view of how money is created.


Now, each of the citizens of LoanLand spends and also makes $50,000 each year, which means the GDP of the total economy is $500,000. Now imagine that one of those people, Ruth, wants to spend more on food. She could do this by spending exactly that amount less on something else, for example, on books. In that case, LoanLand’s GDP would remain at $500,000. If Ruth wants to spend more on food without having to spend less on books, she has to find new money somewhere. Since she has no savings, she can get that new money only by borrowing.


Let’s say Ruth borrows $5,000 from a bank. Because Ruth borrowed the money for her extra food, she does not need to reduce her spending in some other area. This debt would prompt and encourage the production of additional food without a commensurate reduction in the production of books. The economy would have both more money and more production. GDP has increased to $505,000. An increase in debt supplies extra money that grows the economy. It’s that simple.


I call this LoanLand model an incremental transaction model. In mathematics, ‘incremental’ denotes a small positive or negative change, and here it means that we build a model of a small economy, one transaction at a time. The value of the incremental transaction model is that if a transaction cannot happen a certain way in the incremental model, then it cannot happen that way in the economy as a whole; if a transaction can happen a certain way in the incremental model, then it’s possible it can play out the same way in the economy as a whole. Only by understanding the changes and consequences of a single transaction of a given type can we begin to understand the changes and consequences of millions of transactions across an entire economy.4


It’s worth noting that Ruth does not have to do the borrowing personally. It might be that she gets paid by a customer, an employer, or perhaps the LoanLand government, so that she makes $55,000 this year. But that extra earning could only happen if someone, or some entity, somewhere, had borrowed to inject the new money into the economy. (More on this later.) The bottom line is that borrowing leads to growth in GDP. More specifically, borrowing for spending leads to growth.


Why not circumvent borrowing altogether and simply put the extra money in Ruth’s deposit account and let her spend that instead of borrowing? I could use my prerogative as arbiter of LoanLand to provide her with funds, leaving aside the question of how she got those funds. If I did, it would indeed be possible for GDP to rise without the need for a loan (though it would of course raise the question of where that deposit came from). However, unless I’m made of money, such a deposit of funds would only allow growth in the extra amount that Ruth spends. To grow the economy beyond that would require Ruth or another of LoanLand’s citizens to take on debt.


In fact, looking at US data over the last several decades, there has never been enough money in total deposit accounts to fund but a few months of growth. If growth came from existing deposits, we would see overall deposits staying level – with money simply changing hands – and no growth in GDP from new borrowing for spending. Instead, both deposits and loans have grown markedly in the US.


We’ll visit LoanLand again later in this chapter, but the discussion of its economy thus far makes a fundamental point: by definition, GDP can only grow if more money is spent (in one of the ways that counts towards GDP). The total supply of money therefore imposes a constraint on GDP. If more money is not created, not much if any increased spending can occur.


HOW WE ‘MAKE’ MONEY


Money is generally defined as a medium of economic exchange. In this book, I define ‘money’ more technically and specifically, using the approach taken by the US Federal Reserve Bank, in particular, the Federal Reserve’s money supply measure called M2. M2 includes bank deposits, money market funds, and currency (those bills you have in your pocket). As of December 2021, M2 in the US totaled $21.5 trillion, comprised of $18.4 trillion in bank deposits, $1 trillion in money market funds, and $2.1 trillion in currency. In other words, the vast majority of what the Fed calls ‘money’ is bank deposit accounts (see Figure 1.1). For that reason, I use the terms ‘money’ and ‘deposits’ essentially interchangeably for the purposes of the analysis in this book.




FIGURE 1.1. components of M2 in the US, 2021
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Money is not a perishable thing. It does not disappear once you spend it. Instead, it simply belongs to someone else. It stays in the system once it is created, and gets re-spent over time, sustaining GDP as that happens. It is a quantifiable and fixed amount unless augmented by the creation of money (a process I’ll describe shortly).


In 1972, when US GDP was $1.3 trillion, the money supply was only $800 billion. Since then, GDP has increased by $21.8 trillion to $23.1 trillion, while M2 has increased by $20.8 trillion to $21.5 trillion. The money supply has had to grow to keep the wheels of commerce turning and enable GDP to grow. If the money supply does not grow, then nor does the economy, which would in fact grind to a halt.


It is bank lending – a bank extending a loan to a borrower like LoanLand’s Ruth – that has been the predominant way to create a meaningful amount of money.


Suppose a bank makes a $100,000 loan. It does not get that money by nabbing someone else’s deposits and moving them over to the new borrower’s account, nor does it go down to the vault with a sack and gather up bills to place in the borrower’s account. It creates the deposit with a computer entry that adds new money into the borrower’s account.


Once this entry, as a function of the loan, is made, the new money shows up as an asset on the borrower’s balance sheet – namely, the new money in the borrower’s deposit account. As a result, the borrower has also assumed a new liability, the obligation to repay the loan. The assets and liabilities of the borrower therefore both go up by $100,000 while the borrower’s net worth remains the same.


Corresponding changes occur on the bank’s balance sheet. For the bank, the borrower’s loan is an asset, while the additional money in the borrower’s checking account is a liability (because if the borrower writes a check on the account, or goes to the bank and requests part or all of those funds, the bank is obligated to provide the money). The bank’s assets and liabilities also each increase by $100,000, and so its net worth similarly remains constant.


In Figure 1.2, I show this with the balance sheets for a hypothetical bank loan. I have started both the bank, Bank X, and the borrower, John Doe, at zero, as I did in my LoanLand exercise, to make the balance sheet changes clearer.


Because the money supply of the entire US is simply the sum of all the individual deposits and currency that count as M2, the increase in John Doe’s account increases the US money supply by $100,000. That in itself does not change US GDP. However, if John goes out and buys a new car with that $100,000, the additional money created by Bank X’s loan ends up in the account of that car dealer. In this case John’s purchase of a new car is a form of new spending that increases GDP. Similarly, if a company were the borrower and received a loan to retool a factory, then the loan would create new money and then the company would increase GDP by spending it on that retooling.




FIGURE 1.2. Sample bank loan deposit creation
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Of course, loans usually must be repaid. If bank debt is repaid in aggregate, then the money supply decreases – the exact reverse of what we see in Figure 1.2, when a loan is made. In the example of Bank X and John Doe, if John paid off his loan in full, his assets and liabilities would both immediately go down by $100,000, as would the bank’s assets and liabilities, and the money supply would decline by that same $100,000. This is what occurred, in a monumental, collective, and destructive fashion, from 1930 to 1933, when depositors withdrew their funds from banks and banks forced borrowers to repay their loans early. The sudden decline in money supply and borrowing were among the main causes of the wrenching contraction in GDP during the Great Depression.5


As noted earlier in our example of LoanLand, not all borrowing adds to GDP. If a company uses its loan to buy an already existing asset, for example, a fleet of used cars, then the spending enabled by Bank X’s loan will create new money but it will not directly increase GDP.


To examine this more closely, we need to ensure that we divide all borrowing into two main categories – the borrowing for both spending and the purchase of newly created assets that contribute to GDP versus the borrowing for the purchase of existing assets. Borrowing for such things as food, a vacation, or a newly built house falls into the former category – we’ll call this Type 1 debt – and borrowing to purchase an existing house, shares in a company, or a business falls into the latter category – we’ll call this Type 2 debt.


This is an imprecise exercise with assumptions regarding, for example, the amount of mortgage debt associated with new versus existing homes, the amount of automobile debt associated with new versus existing cars, and what portion of unsecured household debt such as credit card debt might have been used to purchase assets. This is further compounded by the imprecision inherent in the available macroeconomic data, and any timing lag between the moment of borrowing and the moment of spending. It’s even more difficult to divide Type 1 and Type 2 debt when analyzing the economy of countries with less accessible data than the US. Unfortunately, we have to tolerate the timing issues and make do with estimates.


Even within those limitations, and even though the formula has more dimensions than expressed here, we can get reasonably close. We would expect that growth in Type 1 debt, while not the only factor, would be a primary driver of GDP growth, and therefore that increases in GDP would largely reflect increases in Type 1 debt in both direction and amount. For the US, this correlation can be seen in Figure 1.3, which shows the increase in Type 1 debt compared to the increase in GDP. Figure 1.4 shows the ratio of total Type 1 and Type 2 debt to GDP, illustrating that total Type 1 debt adheres more closely to total GDP through time than total Type 2 debt. More detail and explanation on Figures 1.3 and 1.4 is in Appendix D, and note Type 2 debt can add to GDP indirectly.6




FIGURE 1.3. GDP and Type 1 debt growth, US, 1984–2021
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FIGURE 1.4. Type 1 and Type 2 outstanding debt, US, 2000–2021
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As a practical example, consider a series of linkages between Type 1 debt and GDP. Debt would typically be required to finance the construction of a new mill to produce steel for framing new buildings, and then more debt for a widget manufacturing company to buy the steel framing from the mill in order to build a new factory to make widgets, and then more debt for the widget company to buy the raw material for making the widgets themselves, and then even more debt for a purchaser to buy the finished widgets to use in some process in their business. Increasing debt is fundamental to economic growth. In all of these cases, there will of course be timing differences between when funds are borrowed and when they are spent, but all of the borrowing is for spending.


Further, even in an imaginary static economy aspiring to zero growth, debt would remain pervasive because there is almost always a gap between when a product is made and when it is paid for; debt forges a bridge over that gap. Debt is what allows grocers to keep their shelves stocked and manufacturers, like the widget company, to stay supplied with raw materials.


INSIGHTS ABOUT QUANTITATIVE EASING


In addition to bank lending, there is one other major way that money is created: when, in the US example, the Federal Reserve engages in what is called an open market operation (OMO). In these operations the Fed buys debt, primarily in the form of US Treasury securities or mortgage securities, from the private sector. When it buys debt from a non-bank seller, whether an institution or a person, the funds the Fed uses to buy that debt become new deposits in the seller’s current checking account.7 Those new deposits are new money, and thus these open market operations increase the money supply.


OMOs are often done to support the policy goal of lowering interest rates. The term quantitative easing (QE) describes a type of OMO first used on a large scale when interest rates were already approaching zero.


The practice is often pejoratively characterized as ‘printing money’. The phrase, although popular, is a great misnomer, as the US government last engaged in the actual printing of money of any consequence during the Civil War. It is more accurate to say that the current practice of OMOs is instead an exchange of like for like value in an operation where the Treasury security that the Fed purchases is expected to be sold again – which is in effect a loan.


We’ve seen that increases in the money supply are often associated with increased economic growth. But is that the case for money created by an OMO? Many economists and political commentators say it is, especially given that lower interest rates are often thought to engender increased borrowing. But there is no compelling evidence for this hypothesis, and therefore OMOs have a limited role in the Type 1 debt growth and GDP growth which concerns us here.


Some of the evidence for a limited role comes from the US and Japan, where money supply increased dramatically in the years following the Global Financial Crisis of 2008. From 2008 until 2018, both Federal Reserve and Bank of Japan assets grew fivefold, but these increases brought little or no boost to spending or lending in the economy. Certainly, lower interest rates can encourage additional borrowing, and if OMOs are part of an overall strategy to do that, then it might have a positive effect. In these two cases, however, interest rates reached zero, and we did not see that result.


In light of this history, it is understandable that some have concluded that OMOs do not incentivize much if any spending. It also fits with an incremental model analysis. Say, for example, John Doe owned a $100,000 US Treasury bill and the Fed bought it from him in an OMO by depositing $100,000 in his bank account. John would be unlikely to spend more, because he has essentially the same net income and net worth – and budget – as before the transaction. He is most likely to simply invest it in some other financial asset, so the $100,000 would not be added to GDP.


There is an argument that OMOs increase spending, because they result in more deposits in banks (John Doe’s account at Bank X now has $100,000 more in it), and this incentivizes the banks to lend more, which creates more spending. As a career banker, my observation is that banks are always trying to grow loans and can typically raise funding to do so. More deposits or reserves do not generally create that incentive.


Then why bother with OMOs at all? In fact, OMOs have a crucially important purpose: when debt markets freeze up because of potential catastrophe, threatening to further damage commerce, the Fed can step in with OMOs to prop up the markets, serving as the buyer or lender of last resort, for example, when the Fed bought mortgage securities that no one else wanted in the 2008 financial crisis. That move helped to prevent the failure of an enormous number of institutions. Indeed, this role of buyer or lender of last resort was a key impetus for the creation of the Fed in 1913. OMOs also can help in the management of interest rates.


Whatever the case, over time, the vast majority of new money has been created through bank lending. Over a span of thirty-five years – from 1972, the earliest year for which we have adequate records, to 2007 – more than 90 percent of all money in the US was created by bank loans. It has only been over the last two decades, as the Fed and the US government carried out huge, multitrillion-dollar interventions in response to two extraordinary crises – first the 2008 financial crisis and then the pandemic – that the fraction of money created by bank lending fell, with loans accounting for 35 percent and OMOs for most of the rest. It is possible that, as things return to a semblance of normality post-pandemic, banks may once again create most new money. However, given the high levels of private sector debt in the US today, this may prove elusive.


We can see this same story even more dramatically in the experience of Japan. In the decades leading up to and including the 1980s, most money created in Japan was created through bank lending. Then the ‘Lost Decade’ arrived in 1991, ushering in a period of economic slowdown and stagnation. From 1997 to 2021, almost all new deposits in Japan have been created by OMOs implemented by the country’s central bank. Immediately post-pandemic, as economies around the world began to heat up, bank lending has only created about 30 percent of new deposits in the US. As an economy’s private sector gets more heavily laden with debt, it becomes more reliant on central bank activity to create new money.


Incidentally, growth in government debt generally does increase some spending, which in turn increases GDP, but when that debt is sold to households or non-bank entities, it does not increase the money supply. That’s because when people or non-bank entities buy these bonds, they use deposits to pay for them, thus shrinking the amount of deposits in circulation.8 The government then spends the money it has borrowed – usually very quickly – and that money is deposited into bank accounts, which adds deposits back to M2. Thus, the effect of government borrowing on money supply is effectively zero. This is why it’s such a great misnomer to refer to the government taking on more debt as ‘printing money’: government spending creates no net new money.9 It only increases the money supply when the government debt is bought by a bank, or the Fed.


Figure 1.5 shows how money creation worked during three years of the 1980s. I chose this decade because it is representative of periods pre-dating the Fed’s colossal interventions, a time when almost all money was being created by bank loans.10 At the end of 1983, there were $2.5 trillion in deposits. Banks made $500 billion in loans over the next two years, and there was minimal money creation or other activity by the Fed. Sure enough, deposits totaled $3.0 trillion at the end of 1985. Simple arithmetic.




FIGURE 1.5. Deposit growth, US, 1983–1985
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This is the process by which money is created and grows whether inflation is high, low, or somewhere in between. It comes down to the accounting entries for debt and their corresponding deposits, and the other components of M2. Increased bank loans equals new money supply.


The pivotal role played by bank debt in money creation accounts for much of the government attention paid to banks in the past decades. No private sector lender other than a depository institution has this capacity to create money. It is an extraordinary power and privilege, and one that (rightly) invites significant regulation.


MORE DEBT THAN GDP


Debt growth in line with or greater than GDP growth is not a coincidence. Because Type 1 debt is interlocked with GDP growth, and Type 2 debt, which is a large component of total lending, is added on top of Type 1 debt, it follows that, over time, in dollars, total debt will typically grow faster than GDP. This is not the result of specific policies or political ideologies. Nor is it something that might be avoided in an economy where participants aspire to grow their business or their wealth. Instead, debt growing faster than GDP is a feature of our economic system. In the absence of a drastic reconfiguration of economic life, debt growth is essentially perpetual. But why has debt grown so large over the past few decades?


When you differentiate between Type 1 and Type 2 debt in the US national accounts, you can see that Type 2 debt has significantly and consistently outgrown Type 1 debt. In fact, since 1983, Type 2 debt has grown at 1.5 times the rate of GDP, so that Type 2 debt now contributes over 70 percent of total private sector debt. In contrast, Type 1 debt has grown only slightly faster than overall economic growth. In other words, individuals and businesses are leveraged to the hilt. And as we’ve seen, since the Second World War, total debt has well more than doubled in ratio to GDP, not only for the US but also for the other Big 7 countries. (In Chapter 7, we’ll consider some brief but important exceptions to the rule that total debt always outgrows GDP, but these mainly serve to reinforce the general rule.)


People incur Type 2 debt for two primary reasons. One is simply to have more stuff – a larger house, or maybe a vacation home. A second reason is to purchase an income-producing asset such as a business, rental home, or large block of stocks, to increase their wealth or their personal empire. Businesses incur Type 2 debt largely for the same reasons. The general tendency among asset purchasers is to try to increase the amount of leverage in their assets and thus aim to increase the return on their investments, because the more debt they employ, the less capital has to be used. Thus, by definition, their return on the capital is enhanced. This leveraging fuels the overall upwards trendline of total debt.


Another way to think about the growing ratio of Type 2 debt to GDP is that more assets are being purchased and carried by the same relative level of private sector income. This is generally referred to as higher leverage. Just as it would for an individual or business, for a country as a whole, being more highly leveraged has a paradoxical effect: it increases the potential upside from asset appreciation while creating greater risk and economic vulnerability – lower resiliency – because the same income is obligated to service more debt. And, as businesses and individuals get more leveraged, more income is diverted from spending and investing to the payment of interest and principal on debt. This is why greater leverage can ultimately lead to slower growth.


On the household side, at least, this would all be well and good if it were simply a matter of converting apartment renters into homeowners. But in 1980, the homeownership rate was 66 percent and the household mortgage debt to GDP ratio was 32 percent; in 2021, the homeownership rate was 66 percent while household mortgage debt stood at 51 percent of GDP. That’s a lot of extra debt for no relative increase in homeownership, which means that households are simply much more leveraged today.


HOW WE CREATE WEALTH


Let’s now return to LoanLand, where we can pull these ideas together in a hypothetical economy and see how household wealth is created.


The ten citizens of LoanLand have ten companies. To recall, no one starts with any savings and each person – via their company – makes $50,000 per year, that is, the owner of each company pays themselves a salary equal to the full earnings of their company, or $50,000 annually. Each of the ten people also spends all of the $50,000 they make, so the economy’s GDP is $500,000.


To keep the model even simpler, we’ll stipulate that the government is run by volunteer citizens, so it has no expenses or need for taxes. Other than real estate and stocks, all the items purchased by citizens of LoanLand are services or perishable items. The government alone owns land. The only cost in each of these companies is the owner’s labor. No interest is charged on loans and no interest is paid on deposits. As was the case with our earlier LoanLand scenario, precisely because this model begins with all citizens at a net worth of zero, it will provide us with a clear view of economic activity – here, the creation of wealth.


After LoanLander Ruth borrows $5,000 from the local bank to purchase more food, she spends the extra $5,000 at Mary’s Food Company. As Ruth spends her $55,000 over the course of the year, LoanLand’s GDP rises to $505,000. With an extra $5,000 of money supply in the economy, it is likely that GDP would remain at least $505,000 in subsequent years as well. The economy would continue to have both more money and more production.


Ruth’s loan has other effects. After she receives the loan, she has $5,000 in her bank account, an asset, but she also now owes $5,000 to the bank, a liability. This means her net worth is still zero. After Ruth spends the $5,000 at Mary’s Food Company, however, she no longer has $5,000 in her bank account. Now she has a liability to the bank but no corresponding asset, and her net worth is now negative $5,000. On the other hand, Mary now has $5,000 in her bank account but no corresponding liability. Her net worth has grown to $5,000. The loan has effectively transferred $5,000 from Ruth’s net worth to Mary’s net worth, making one negative and the other positive, with the net increase still zero, because they offset each other. GDP grows to $505,000 while the net worth of the households as well as the entire economy of LoanLand continue to be zero.


Suppose that the government pays Ruth $5,000 for consulting services on a project. Because no one pays taxes in LoanLand, the government has to raise the funds to pay Ruth. It does this by selling bonds to an individual or business in the private sector, who will need to take out a loan from a bank to buy the bonds. As usual, Ruth spends the money on food at Mary’s Food Company, and this again serves to increase GDP to $505,000, but now both the government and the private sector investor have $5,000 in debt. When a government borrows for debt, twice as much new debt must be created to attain the same growth in GDP, and, in this particular example, part of that is Type 2 debt.


The complexion of the nation’s wealth also changes. In the case of LoanLand, after the government sells its bonds and pays Ruth, and Ruth spends her money at Mary’s company, Mary’s net worth rises to $5,000, Ruth’s net worth is zero, and the government has debt of $5,000. The net worth of the entire economy is still zero, but the net worth of households is not zero – it is positive $5,000; Mary is richer and no other resident is poorer. The economy as a whole has not gained wealth, but Mary sure has. Thus, a government taking a loss most often goes hand in hand with an increase in net income and net worth for the country’s household macrosector.


Suppose Ruth receives the $5,000 as a bonus from a non-financial business and that business funds the bonus by going into debt. Ruth again spends the money on food at Mary’s Food Company, and this again serves to increase GDP to $505,000. The end result will be similar, but now it will be the non-financial businesses rather than the government which will be in debt and thus have a negative net worth. Under this scenario, household net worth will again rise by $5,000, corresponding this time to a reduction in net worth in the country’s non-financial business sector.11


So, when we consider households, businesses, and the government together, the debts incurred and the financial assets created – often measured by the money in the recipient’s accounts – generally cancel each other out, with no aggregate increase in national wealth.


We can add some twists and variations on these basic scenarios. Suppose Ruth gets her additional loan of $5,000 and spends it, increasing GDP, but then the next year pays back the loan in full. When she pays back her debt, she extinguishes her liability to the bank. As a by-product of this laudable decision, she spends $5,000 less than she would have and GDP contracts by $5,000, about 1 percent, that year. As noted earlier, this is what happened at a grand scale at the onset of the Great Depression, when US banks called in loans en masse, and thus spending was curbed en masse, resulting in US GDP contracting by a crushing 45 percent. It illustrates that although a rise in an economy’s debt level can increase spending and therefore GDP, there is always the threat that GDP will revert to its prior level if the debt is repaid.


Another variation on the economics plot might be that Ruth prefers not to go through the hassle of getting a loan and paying it back. Instead, she decides to get the money necessary to buy food at Mary’s in the most obvious, responsible way: by saving it over the course of one year before spending it in the next, so Ruth spends $5,000 less this year. The result is unfortunately that $5,000 less is spent in the economy, leading to a minor recession, as LoanLand GDP shrinks to $495,000. With everyone’s income declining, Ruth’s fellow citizens have less to spend at Ruth’s own business. If we assume that GDP continues to be distributed equally as income, then Ruth’s income will shrink from $50,000 to $49,500. Ruth thought she was saving $5,000 to spend on extra food, but due to the repercussions of her own saving, she ends up saving only $4,500 – $5,000 minus $500.


To be clear, it’s good when individuals save, and in a country like the US, with a population of 330 million people, the effect of one person saving is minimal. The important thing is that saving on a mass scale can have unpleasant consequences: if, for example, 100 million people started to save more, then the economy would certainly contract. As a result, in modern economies the ability to save without causing collateral damage to the economy depends on an increase in debt-based spending by others elsewhere.


We now look at another set of scenarios. Suppose that rather than buying extra food, Ruth buys a 25 percent stake in Mary’s Food Company with her $5,000 loan from the bank.12 Ruth is down $5,000 in deposits but, in exchange, she owns $5,000 worth of stock. Mary, conversely, gains $5,000 in deposits but has given up $5,000 in stock. Ruth and Mary therefore have the same net worth they began with, namely, zero. The total valuation of Mary’s Food Company is currently $20,000.


The prospects for Mary’s Food Company appear to brighten and so another LoanLand citizen, Ed, gets interested in buying some shares in the company. Ruth won’t sell her shares to Ed for less than $10,000. Ed borrows $10,000 from the bank and buys the stock. Ed’s net worth is still zero. He has $10,000 worth of stock but also $10,000 in debt.


Debt created money – two times – to buy stock in Mary’s company.


The series of transactions has also created wealth. Once she has sold her stock in Mary’s company to Ed, Ruth has the stock sale proceeds of $10,000 in her bank account but only $5,000 in debt. Her net worth is now $5,000. Furthermore, Mary still owns 75 percent of her company. Originally, when Ruth bought 25 percent of the company for $5,000, Mary’s own shares were worth $15,000 (75 percent of $20,000), but Mary’s shares are now valued at $30,000. She has therefore gained $15,000 in additional net worth. LoanLand’s household net worth has gone up by $20,000: Ruth’s net worth is up $5,000, and Mary’s is up $15,000, and no household’s net worth is down.13 (If Ruth now spends this $5,000 at Mary’s Food Company, as in the earlier scenarios, then GDP increases by that amount as well.)
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