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THe JOUrNAL OF THe cOmmITTee ON mONeTArY AND ecONOmIc reFOrm

Suppress Our History and Your 
Policy-makers are Left Groping 
in the Dark

They used to be called “subprime as-
sets,” but that was not doing justice to their 
destructive power. Now the terminology 
has shifted to the more deadly “toxic as-
sets.” “Seek Roadway to Solvency by Eric 
Dash in The New York Times (11/25) states 
the case: “One bailout was not enough for 
Citigroup. And it may not be enough for 
other big banks.

“While Citigroup’s second multi-billion 
rescue hit Washington like a shot of adrena-
lin on Monday, many analysts worried that 
the jolt would soon wear off. Citigroup has 
been stabilized, but the outlook for the fi-
nancial industry as a whole is bleak.

“With the red ink deepening, other 
banks may eventually turn to the govern-
ment to soak up some of their losses. Tax-
payers could end up guaranteeing hundreds 
of billions of dollars of assets. Treasury Sec-
retary Henry M. Paulson Jr. is expected to 
announce a new plan on Tuesday to bolster 
the consumer-finance market.

“On Monday, Wall Street put aside its 
worries at least for a day.

“Citigroup’s share price which had 
plunged to a mere $3.77 on Friday, shot up 
to $5.95. Shares of its biggest rivals – banks, 
which, with the government’s help, are 
emerging to dominate the industry – also 
soared. Bank of America jumped 27%, 
 JPMorgan Chase leapt 21.2% and Wells 
Fargo gained nearly 20%.”

It seemed that sensing the polluting of 
the country’s legal tender with subprime 
acquired by the government to bail out 
the private banks, there is growing sense of 
an urge to take our currency back towards 
the gold standard that was abandoned in 

1970. Hence for a few days the gold prices 
strengthened, and it could hardly have been 
due to a sudden buying spurt of jewelry 
sales. This is certainly not the time for that.

“In the short term, the latest effort to 
steady Citigroup has removed the risk that 
a sudden failure of the giant bank would 
send losses cascading through the financial 
industry.

“But longer term, the new bailout could 
haunt regulators and taxpayers. The move 
ultimately could encourage banks to take 
more risks in the belief that the government 
would step in if they ran into trouble.”

We Need Our History

To get our bearings in all this, we have 
need of our history. But that is not avail-
able in what is being taught in economic 
courses at our universities, or reported in 
our press. When President F.D. Roosevelt 
was inaugurated for his first term in January 
1933, 9,000 banks in the US had already 
shut their doors. One of the first things the 
new president did was to declare a bank 
moratorium, and for a month all banks shut 
their doors. 

The one advantage that the new pres-
ident had was his readiness to listen to 
everyone who had a suggestion to make. 
When the banks opened for business once 
again, under the Glass-Steagall legislation, 
that was passed, the banks were confined 
strictly to banking. They were prohibited 
from acquiring interests in the non-banking 
financial pillars – that is stock brokerage, 
insurance, or mortgages. There was good 
enough reason for that. Each of these other 
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History from page 1
pillars had its own reserves for the need of its 
own business. The insurance business had 
to honour claims. The mortgage companies 
had to provide mortgage loans, and so forth. 
Allow the banks to acquire an interest in 
these other pillars, and they will use it as the 
basis for doing the banking thing – lending 
out perhaps 10 times as much legal tender 
in their possession.

The number of other financial pillars 
has multiplied vastly since the 1930s. You 
would have to add to the three non-banking 
pillars of that day, credit cards, car loans, 
purchase cards of commercial firms, air-mile 
traffic as a bonus for any number of com-
mercial purchases. Provide a bank access 
to these other credit sources, and they will 
utilize that credit as cash base for applying 
the bank multiplier.

elevators Run in One Direction

So the end result is a many-storeyed 
structure with elevators running only up, 
that cannot stop growing at ever-increasing 
speed in order not to collapse. Note well, 
those near-cash reserves of the other finan-
cial pillars are not intended as cash reserves 
to support a currency, so meanwhile it gets 
lent out until it is needed for its prime 
purpose, to bring in as good a short-term 
return as possible. That could disqualify 
such funds to serve as legal tender sup-
porting a currency. And then there is the 
pursuit that could have come out of the 
Old Testament to go out and multiply 
like the sand of the shore. With enough, 
ambitious, and insatiable greed around a 
globalized deregulated financial system is 
bound to get into trouble. And in doing so, 
its every compulsion is to go on growing at 
ever greater speed.

There is another detail. The other finan-
cial pillars did not leave their reserves to 
lie idle. They were lent out short term for 
interest. Whatever earned interest, was no 
longer strictly legal tender, but only near-
money. For the value of such funds would 
be influenced by what rate of interest could 
be lent out at short-term. In crisis times, 
that becomes a disadvantage. 

And when a crisis is upon the land, every 
borrower becomes suspect, and legal tender 
is something to clutch even at the risk of its 
quality becoming subprime. Enough bail-
ing out under such circumstances and the 
legal tender of the land threatens to become 
subprime. The result is not only subprime 
mortgages but subprime credit of every 
description.

And when the government bails out a 
stricken mega-bank it has only the vaguest 
idea of what it is receiving as security from 
the assets of the bank that it is rescuing. 
Remember that the only backing for the 
legal tender of the country is the credit of 
the government. If in the process of rescu-
ing banks it accepts too much subprime 
collateralized obligations, debt whose value 
depends to a large extent on the collateral 
debt, for which there may be no market to 
attest its value. Or the collateral might be a 
sliced and diced amount of mortgages sup-
posedly representing the mortgagee’s risk 
preferences.

subprime Credit of every Description

What resulted was a piling up of money-
creation several times, utilizing not only su-
perimposed layers of interest-bearing money 
– also known as “near-money” – because 
every time interest rates move up, interest-
bearing bonds forfeit part of their value. 
In contrast the notes of the government 
bearing no interest are less affected by move-
ments of interest rates. Private banks created 
interest-bearing money, involving increas-
ing proportions of interest-bearing debt on 
an ever slimmer basis of diluted legal tender, 
and became ever more vulnerable.

Especially after the abandonment of the 
gold standard in 1970, this process acceler-
ated. In 1946 the ratio of money creation 
to the legal tender in the banks’ possession 
had been 10 or 11 to 1. By the end of 
the millennium, it was just under 400 to 
1. What was still more serious was that, 
utilizing derivatives that claimed to be able 
to foretell rates of interest and growths of 
a future that was unpredictable because of 
the drastic changes in just about every as-
pect of the economy lifting the restrictions 
on what banks were allowed to invest in, 
the globalization and deregulation of just 
about every aspect of banking, trade, and 
even of accountancy.

Private and corporate taxpayers are re-
quired to use double-entry bookkeeping, 
that was supposed to have been brought to 
Western Europe by the Crusaders, about a 
thousand years ago. In any case it had been 
adopted through much of Italy and was 
spreading into all of Europe by the mid-14th 
century. Poets and philosophers including 
the great German poet Goethe proclaimed 
double-entry bookkeeping one of the great-
est creations of the human spirit.

This required a double-entry into a busi-
nessman’s books of every transaction. Once 
as the cost of the transaction, “amortized” 
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roughly over the expected useful life of the 
investment, and again as the value of the 
investment, that was similarly “depreciated” 
over its useful life. But this so-called “accrual 
accountancy” – a.k.a. “capital budgeting” 
– was until 1996 in the US and 2002 not 
used by governments consistently in any 
land. At times one or the other of the so 
sanely crazy Scandinavian countries used 
it briefly but it could hardly stick when the 
big makers and shakers of Europe and the 
United States were headed in more exciting, 
overwhelming and eventually underwhelm-
ing directions.

exit Glass-steagall

But then something shatteringly impos-
sible to deal with occurred. During the 
1980s, the banks in North America had 
been deregulated to allow them increas-
ing freedom to enter the very areas that 
the Glass-Steagall legislation had barred to 
them – the other financial pillars – stock 
brokerages, insurance and mortgages – the 
very areas that is causing such irremediable 
damage to our financial system today.

In 1988 because of major grief encoun-
tered above all by the US banks in taking 
over the S&Ls (Savings and Loans) – es-
sentially mortgage trusts. To help the banks 
out of that problem the Bank for Interna-
tional Settlements, that served as a sort of 
war room for the great world-wide drive of 
banks to regain the unrestricted freedom de-
nied them by the Rooseveltian Glass-Steagall 
legislation. They were allowed to acquire 
as much debt of the governments of devel-
oped lands without down payment, since it 
was “risk-free” – a wonderfully permissive 
phrase that allowed the banks to make the 
fullest use of the uninterrupted deregulation 
that they were undergoing.

Yet at the same time the same BIS – 
alarmed, we must supposed by the infla-
tion that such deregulation was producing, 
raised interest rates into the high teens. In 
their zeal to get the banks out of one pickle 
they unwittingly bought them into a far 
greater one. For the BIS, even with all the 
wise central bankers gathered around its 
knees, overlooked that when interest rates 
go up, all earlier-issued debt with lower 
interest rates collapses in value.

This happened on a scale that almost col-
lapsed the international monetary system. 
In an ultimate desperate attempt to deal 
with a near-hopeless situation, the Clinton 
government introduced accrual accoun-
tancy for its physical investments. Working 
its books back in this way to 1959, they were 

able to turn up well over one trillion dollars 
of additional physical investments that had 
not been entered as investment assets on 
their books.

This was called “Savings” in the Depart-
ment of Commerce figures, an inapt term 
since the latter implies either cash or assets 
readily convertible into cash, and what was 
involved here was such things as bridges, 
century-old buildings. But a nudge and a 
wink to the appraisal agents transmitted the 
true fact and brought interest rates down 
massively. That made possible the high-tech 
boom that went on to the stock crash at the 
end of the millennium.

We stumble Onto something 
Potentially Great and Positive

At this stage let me pause to pay my 
respects to my computer. I am increasingly 
convinced that much of the structure of our 
thinking is based on the technologies we 
are forced to use. Since computers to me 
in my mid-nineties is an alien beast, I will 
never have the ease of jumping around on 
the computer that my grandchildren have. 
But the mixture of technologies of widely 
different ages from the Greeks to the Brit-
ish economists, the railway-building age in 
which the young Marx grew up, the relativ-
istic age of Einstein, globalized atomic age, 
occasionally afford a very few surprisingly 
peepholes for revelations – surprisingly posi-
tive ones. These must be pursued for all they 
are worth.

And this is what in these difficult circum-
stances is the vision that suddenly opened to 
me. What the extension of our government’s 
recognition of the investments made by it 
in physical capital to human capital would 
provide a ready-made exit out of the cur-
rent subprime mess. And since the job was 
done once – though in semi-stealth without 
adequate public explanation with respect to 
applying double-entry bookkeeping to our 
government’s physical capital, doing the 
same for the government’s investment in 
human investment would be a mere cookie-
cutter job.

It would be repeating mostly what was 
achieved by recognizing government invest-
ment in physical capital in the US in 1996 
and in Canada in 2002. It was done in 
semi-stealth but it worked. And as a bonus, 
we will have a lesson on the highly ruinous 
costs of suppressing our history.

It leaves us with no means of learning 
not to repeat the same errors on an ever 
mounting scale. In return for being bailed 
out with the credit backed by the until 

recently unrecognized government invest-
ments, the government should require 
that the banks rescued in this way invali-
date a portion of their investments in the 
non-banking pillars that the Glass-Steagall 
legislation had banned to banks. Proper 
legislation to this effect of a fair and not 
vindictive sort could be enacted to avoid 
the fatal rhythm that in recent decades 
paired bank bailouts with an extension of 
their powers to take over the non-banking 
“pillars” from which the Glass-Steagall leg-
islation had banned them.

the Very Nature of Investment

But allow me to emphasize that expen-
ditures on educating and preserving that 
investment by conserving the vessels that 
hold it must be considered by their very 
nature an investment itself. The children of 
educated people tend to be better and more 
easily educated, the children of gifted people 
more gifted, and the capital of what level of 
government taught Shakespeare to read and 
any of the Bachs how to unlock the staves of 
music and Einstein to think off the beaten 
path is still producing a blessed return that 
no stock market can match. And even if our 
government spending on education does 
not encounter first-class genius, educating 
humans to appreciate the beauty and power 
of language, literature, is a rich human 
heritage that any well-spent social program 
opens to us.

This also translates into physical needs 
essential for opening up the human heritage 
to flourish and grow. Those who can service 
a modest mortgage on their home should 
be enabled to do that with an rearrange-
ment of the mortgage – chargeable as a 
fair loan against the prepaid human capital 
that backs government credit. Those who 
cannot – should be provided with good 
rental housing financed again by govern-
ment credit based in the prepaid credit in 
human capital, just as the prepaid physical 
capital opened up by bringing in serious 
accountancy into the government books. 
The rental housing must be accompanied 
with adequate schools, libraries, landscaping 
so that the children of immigrants or First 
Nations children growing up there will be 
supported in making full use of their native 
talents.

When we have made adequate use of 
expenditures on investments in human 
capital, then we will have a country and 
a world in better peace with itself and the 
environment.

William Krehm



4 | Economic Reform December 2008 www.comer.org

The meltdown as Opportunity
As the financial meltdown brings lead-

ing economies ever closer to stagnation 
and deflationary depression, some econo-
mists believe that the great tangle of bad 
debts should simply be allowed to collapse, 
unpaid. They see it as an opportunity 
for a beneficial restructuring that is long 
overdue.

In the words of Michael Hudson:
“The great fiscal benefit of letting the 

bad debts go is the opportunity it provides 
to reshape the tax system so as finally to 
achieve the classical economic objective of 
taxing the free lunch of land rent rather than 
labor and capital. This would save the rent 
from being pledged as interest and thereby 
raising property prices. A rent tax is difficult 
to introduce under conditions where the 
rent already has been fully pledged to bank-
ers as interest, because that would cause fi-
nancial default. But today’s financial system 
already has defaulted. A debt write-down 
provides a path of least resistance for classi-
cal tax reform that would prevent recurrence 
of a debt bubble.

“Unthinkable as it might seem at first 
glance, a debt cancellation would wipe off 
the trillions of dollars in ‘bad savings’ that 
the Bush-Paulson bailout has created. With-
out an annulment, these financial claims on 
the economy threaten to vest a new oligar-
chy of the sort that Europe spent nearly a 
millennium trying to replace with a freer 
and more purified industrial capitalism. 
That was the aim of classical political econ-
omy and its doctrine of economic rent – and 
it was to oppose that political drive that the 
vested interests mounted their anti-classical 
‘neoliberal’ reaction that has culminated in 
today’s ‘socialism for the rich’ and shifted 
economic power from governments into the 
financial sector. Its lobbying aims at making 
an alternative fiscal and financial reality ap-
pear ‘unthinkable.’ 

“Today’s bubble provides the best oppor-
tunity in more than half a century to start 
thinking about it.”

A more extensive rationale for this pro-
posal is scheduled to appear in Harper’s 
Magazine early in 2009. In the meantime, 
Hudson is drafting a letter with a colleague 
in England which they will circulate among 
academic economists, seeking their signa-
tures on the proposal.

The authority of knowledge for this pro-
posal is Professor Hudson’s lengthy career 

as an observer and historian of financial 
practices and of economic theories – in-
cluding direct experience with Wall Street 
firms. His general perspective is that laws 
designed to protect the general welfare are 
consistently, persistently eroded by the pres-
sure on lawmakers and justice systems from 
persons intent on securing a greater share 
of the social surplus for themselves. The 
more of it they already have, of course, the 
greater is the influence they are able to exert 
on constitutions, laws and regulations. That 
is part of the explanation for the speed with 
which the bubble economy of the past 30 
years has emerged, featuring deregulation 
of finance and the inflation of paper asset 
values in preference to investment in pro-
ductive industry.

The foregoing quotation makes refer-
ence to the classical economists in Britain, 
who made efforts to turn back the process 
of eroding the access of citizens to resources 
traditionally accessible as a commons. (Cf. 
the recent article in ER.1) But that is only 
a recent example of the process. It was also 
the dynamic which impoverished and ex-
propriated farmers in the Roman Empire as 
wealth concentrated at the top and land was 
aggrandized into latifundia. 

The system eventually collapsed from 
within for lack of a vigorous society of 
producers and defenders. A Dark Age of 
serfdom and isolation ensued, in which 
direct power relationships regulated mate-
rial life, without the mediating lubricant 
of commerce via credit and money. This 
experience of the Empire was a degenera-
tion from efforts in the prior Republic to 
make resources (especially land) broadly 
acceptable to citizens. The pattern was 
replayed in England after the Norman 
Conquest when its resources and people 
were organized into a system of capitalism 
by and for the King.

“However, as the surplus controlled by 
individuals grew, the wealthier mercantile 
class managed to break free of public con-
trol. This counter-dynamic is seen in the 
Magna Carta, the Revolt of the Barons, and 
the 1688 Glorious Revolution. Finally, in 
the 19th century, the limited liability joint-
stock corporation emerged as a fully free 
mode of private-sector corporate organiza-
tion. The privatization of wealth and power 
has produced a drive for dismantling the 
public regulatory state. The ultimate objec-
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On the meltdown as an Opportunity 
as Proposed by Wilde

Systems theory would have taught eco-
nomics reformers as well as those who live 
happily under other banners that social 
solutions cannot be chosen for their sim-
plicity achieved by running on an already 
set-up monorail. What should have shocked 
us into a realization of this is that the tech-
nologies of military repression have long 
since hopelessly outstripped the persuasive-
ness of peaceful democratic process. On the 
blackboard of my mind written in screech-
ing white chalk is Pere Lachaise cemetery in 
Paris where one of the most brutal repres-
sions of the day – the Communards were 
executed with simple gunfire at barricades 
thrown up across much of Europe in 1848. 
Or newspaper photos of the Nazi army 
entering Paris in 1940 with horse-drawn 
artillery.

Let no one then talk glibly about “the 
great tangle of bad debts should simply be 
allowed to collapse, unpaid.” It will be the 
unemployed across the world that would be 
the first to suffer. And the ultimate recourse 
of those in power will be still more of the 
military option than we have been regaled 
with for a very bad decade.

We need systems theory to match the 
intertwining of the world’s problems with a 
balancing interweft of solutions.

Historically, accountancy – notably dou-
bly-entry booking that is said to have been 
brought back from the Holy Land by the 
Crusaders, was mangled to play a huge part 

in privileged groups’ avoiding even-handed 
accountancy. 

In this way while certain Crusaders – sup-
posedly the Templars – brought back the 
notion of even-handed accountancy that 
entered in the ledgers the cost of a merchant’s 
investment and at the same time the asset 
value of what the monetary indebtedness 
or cash had obtained for the investor. From 
there on, the two items plied their indepen-
dent courses, open to inspection by the tax-
collectors of whatever other authority, In the 
marvel of medieval Venice it served as a the 
basis for friendly accommodation between 
the Christian and Muslim worlds, and made 
of aristocratic mercantile Venice a uniquely 
tolerant society where Christians and Mus-
lims traded in peace, and nobody, Jew, Chris-
tian, or Muslim was burned for his faith.

In more recent times, double-entry ac-
countancy, also known as “accrual accoun-
tancy” though rigorously applied in private 
or corporate ledgers, has been unknown in 
the ledgers of governments themselves. This 
introduced another dimension of deceptive 
pseudo-information that led to accountancy 
fraud in the areas of taxation and privatiza-
tion. Wilde writes, “A debt write-down pro-
vides a path of least resistance for classical 
tax reform that would prevent recurrence of 
a debt bubble.” How is that when the dogs 
of war have been far from inactive over a 
very bad decade? This is far too late in the 
night to be naive on such matters.

On the other hand accrual accountancy 
was the only way by which our governments 
could wiggle out of a gross credit scam in 
1996 in the United States and 2002 in 
Canada. But that still leaves unaccounted 
what was recognized in the 1960s as the 
most productive investment a government 
can make – in human capital.

That is the big-bass drum that should 
be pounded. For undoubtedly – we have 
here prepaid enormous assets that should be 
recognized and used – not to “bail out” our 
banks but to have them in return surrender 
the right to engage one by one in the “other 
financial pillars” from which they were 
banned by the Glass-Steagall legislation, and 
get back to simple banking. That can be ar-
ranged to increase this “most productive of 
all government investments” – supported by 
the massive prepaid investment that is still 
ignored on our government books. We will 
on several accounts moving in the desired 
directions, without gambling on a write-
down of bad debts doing the trick.

I had hoped to meet Michael Hudson 
at a recent conference in Virginia, but did 
not have the pleasure. I invite him to join 
in a discussion of COMER’s proposal in the 
columns of Economic Reform. We hold that 
at this very late date relying on everything 
on its own turning out for the best, is under-
estimating the death-grip that speculative 
finance has on society’s jugular.

William Krehm

tive of the privatizers, today as in antiquity, 
is to gain control of the public sector to 
serve their own economic interests.”2

Professor Hudson pursued this pattern 
of wealth concentration and erosion of 
common rights to resources as far back as 
the pre-history of the earliest known civi-
lizations of the middle east. Between 1994 
and 2000 he organized four colloquia of 
The International Scholars Conference 
on Ancient Near Eastern Economies at 
universities in New York, the Oriental In-
stitute at St. Petersburg and at the British 
Museum. These specialists in antiquities 
have in very recent years made discoveries 
that refute the supposition that property 
is by nature and origin private (e.g., the 
rationale of John Locke).

That finding undermines a favorite 

theme of Chicago School economists that 
the ideal socio-economic-political system is 
a free market for the exchange of absolute 
property rights. (Efforts to impose state 
controls on the extraction of rents and inter-
est by private individuals are condemned as 
contrary to Nature.)

The antiquarians find instead that the 
earliest stable societies in Mesopotamia 
featured periodic proclamations of debt 
relief (annulment), to avoid having a dispos-
sessed, impoverished population with no 
interest or capacity to produce more wealth 
for the overlords or to serve as soldiers in 
the defense of the regime and its territory. 
The Year of Jubilee mentioned in the Bible, 
in which debts were forgiven and families 
were allowed to return to their farms and 
orchards which they may have lost to fore-

closing creditors, appears to have been the 
application of an old principle from its near 
eastern neighborhood.

An implication of this process is that the 
private accumulation of capital that accom-
panies Progress in technology and total out-
put also leads via the serfdom of excessive 
and unrepayable debts – to Poverty.

Do you know of university economists 
who may wish to sign the proposed letter? 
Professor Hudson can be reached via his 
website, at www.michael-hudson.com.

Keith Wilde
1. Angus, Ian (October 2008). The Myth of the Tragedy of the 
Commons. Economic Reform.

2. Hudson, M. (1994). The Dynamics of Privatization, from 
the Bronze Age to the Present. In M. Hudson and Baruch 
Levine (Eds) Privatization in the Ancient Near East and Classical 
World (p. 57). Cambridge, MA: Peabody Museum of Archaeol-
ogy and Ethnology, Bulletin 5.
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china — Two Traditions Intertwining 
can Produce Startling results

I am increasingly under the spell of dif-
ferent national traditions interacting to 
produce unexpectedly surprising results. 
The most striking instance of this is offered 
by China where the basically supplanted 
orthodoxies of Communism have been 
replaced by a thriving capitalism that on 
occasion owes much, good and bad to the 
Communist traditions that have on the 
whole been shelved.

The Wall Street Journal (11/11, “China 
Bets Highways Will Drive Its Growth” by 
Andrew Batson) brings us a most amazing 
example of this interplay: “Qijiang, China – 
As more of the world falls into financial tur-
moil, China is hoping that an infrastructure 
spending spree can help sustain the long 
record of expansion and rising prosperity,” 
introduced – in theory at least – during the 
years of orthodox Communism. The trans-
fer of resources from the waterlogged private 
sector in the west and the government seems 
readily bridged.

“Much of the $586 billion stimulus Chi-
na unveiled this week will go toward build-
ing highways, railroads and airports. Already, 
according to official estimates, infrastructure 
spending has been increasing by an average 
of 30% annually for the past 30 years – a 
tried and true engine that has helped power 
the Chinese economy’s explosive growth. 
The results are evident in this hilly corner of 
China’s south-west. where a new expressway 
has cut travel times to the big city of Chun-
gqing to 45 minutes from more than two 
hours. That has inspired local businesses and 
outsiders to look for weekend retreats. Many 
villagers are now resurfacing dirt roads to 
improve connections and ease travel further. 
Rather than selling their crop of Sichuan 
peppercorns from baskets on their backs, lo-
cal farmers are loading them by the sackful 
onto trucks. Average annual incomes here 
reached about 4,100 yuan ($600) in 2007, 
up from 3,030 yuan three years ago.

“The new road is part of the backbone of 
China’s national highway system, scheduled 
for completion this year. Twelve major routes 
cross the country north to south and east to 
west, connecting millions to the wider world 
and showing the kind of impact China wants 
from its huge new spending program.

“The speed of China’s motorization is 
stunning – some 30,000 miles of express-

ways were built in the past decade. Plans call 
for China’s highway system to stretch 53,000 
miles by 2020, surpassing the 47,000 miles 
of interstate roads in the US currently. 
China has roughly the same land area as the 
continental US.

“Unlike the golden era of the American 
highway – which started in the 1960s – this 
road boom is taking place in a poor, largely 
rural country where only about. 10% of the 
population have their drivers’ licenses.

“Skeptics of China’s infrastructure spree 
worry that new roads and buildings are 
going to go unused and will be a waste of 
money. In the poorest areas, some highways 
are often empty but for the crops farmers 
spread out on them to dry in the sun.”

Chinese expansion of transport 
structure Far More Often Contributes 
to Growth than Responds to It

“But China’s expansion of transport in-
frastructure is often intended less to respond 
to growth than to stimulate it. Indeed, while 
China’s is often seen as driven by exports, 
domestic investment contributes far more 
to growth in recent years, spending on ev-
erything from public works to housing to 
factory equipment has accounted for about 
four to six percentage points of China’s 10% 
average annual growth. Such investments 
tend to be more stable than housing to fac-
tory equipment and have accounted to about 
four to six percentage points of China’s 10% 
average annual growth in recent years.

“Most forecasts call for China’s growth 
to slow to 9% or so this year, and around 
8% next year. By comparison, the world’s 
advanced economies, including the US, 
Europe and Japan, are expected to grow by 
little more than 1% this year, and to con-
tract in 2009, according to IMF forecasts.

“‘Investment puts a pretty high floor on 
growth. It acts as an economic stabilizer,’ 
says Ken Peng, an economist for Citigroup 
in Shanghai. One worry is: infrastructure is 
growing so fast it may be hard to accelerate 
it further.”

There is both an easy answer and a criti-
cism of these problems. Starting with the 
second alleged problem. It is only since 1996 
that the United States belatedly and most 
reluctantly began to treat the government’s 
physical investments – roads bridges, build-

ings, buildings as investments. Prior to that 
date it had written them off entirely in the 
year they were completed. A private corpora-
tion or citizen trying to do that would have 
heard from the tax-authorities and been 
penalized. But the government did so until 
1996, because it had run into tremendous 
problems by writing off the value of its 
physical investments in a single year, while 
carefully amortizing the debt incurred or 
the expenditures made to make these pos-
sible. But in the 1980s the restrictions that 
President Roosevelt put on the books – the 
Glass-Steagall legislation – forbade the banks 
to acquire a share in non-banking “financial 
pillars” – stock brokerages, insurance, and 
mortgage companies. There was good reason 
for that. The Depression of the 1930s had 
been brought about because the American 
banks had taken over such other pillars, and 
used the cash reserves they held for their own 
businesses as base money for applying the 
bank multiplier, not once but as many times 
as they could repeat the gambit. What re-
sulted was a skyscraper of money creation by 
the banks that spurred on speculative activity 
that led to the great crash and the Depression 
of the 1930s. By the 1980s, the banks had 
gone far in having the Glass-Steagall legisla-
tion ignored. and ultimately repealed.

In the 1980s the bank speculation of the 
day was taking over the Savings and Loans, 
yes the mortgage trusts. That should sound 
familiar. They lost much of their capital, 
and the Bank for International Settlements 
– a war room of central bankers of the world 
to bring back unrestricted banking much 
as it existed in the 1920s. BIS brought in 
two measures. The banks were allowed to 
acquire as many government bonds of ad-
vanced countries without down payment, 
since they were allegedly “risk-free.” Shortly 
after this. BIS initiated a wild increase in 
interest rates, on the grounds that any price 
increase over zero would bring on dangerous 
inflation. In its fervour BIS overlooked that 
when interest rates go up sharply the mar-
ket value of preexistent bonds with lower 
coupons drop in market value. This led to 
a credit crisis that threatened to bring down 
the financial system.

In retrospect it might be regarded as a bit 
of practice for the current widespread mess. 
It was resolved, not only by the US, the 
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IMF, and Canada putting up a standby fund 
to meet emergencies – $51 billion dollars 
worth – the largest standby fund of the sort 
to that date. It did not have to be actually 
used. But this episode shows how that crisis 
was resolved. And that in turn which could 
bring our governments a perfect prefabri-
cated solution for resolving the present crisis 
that has so screechingly gotten out of hand.

Up to then the governments of the world 
– with the temporary exception of Denmark 
for a brief period – did not use double-
entry accountancy that a Crusader Order 
– the Templars, I believe – were said to 
have brought back from the Holy Land a 
thousand years ago. In any case it was very 
much practiced in Italy in the 14th century. 
That required every transaction be entered 
twice in the ledgers of investment – once 
the cost paid for it or the debt incurred and 
this was amortized over the useful life of the 
investment. The other entry covered the as-
set value of the resulting investment, which 
was written off (depreciated in a single year) 
while the debt incurred financing it was 
“amortized” over the investment’s useful 
life. Commercial firms have long been held 
to such “accrual accountancy.” Amortizing 
the debt incurred in a single year had a most 
definite result – since the asset acquired was 
written off to $1 in year 2, it left an unbal-
anced budget that was not necessarily there.

enter Accrual Accountancy, 
Wearing a Wig and Mask

But that false hole in the budget served 
immensely to argue against expenditures for 
social purposes. The second was this: with 
a ridiculously low figure in the books for 
government assets, plus the false deficit, the 
table was set for some very lucrative deals in 
which government assets could be sold by 
the government to deserving corporations 
for a pittance and still seem to be bringing 
the government budget into better balance.

In that way President Clinton brought 
in double-entry bookkeeping for physical 
investments, and working the figures back 
to 1959 retrieved well over a trillion dollars. 
But the motivation that had inspired the 
bookkeeping skullduggery lived on Instead 
of clearly this latter as the value of the in-
vestment, it was carried in Commerce De-
partment figures as “Savings” which it most 
certainly was not, since it was not readily 
transformable into cash.

However, a wink and a nudge to the 
appraisers indicated what was involved and 
interest rates came down and contributed to 
the high-tech boom that lasted into the new 

millennium. 
There are so many ambiguities deliber-

ately inserted in our government books, that 
it requires a special breed of “appraisers” and 
interpreters to translate their figures for of-
ficially recognized purposes.

What has that contributed to the US 
government’s present seemingly intermi-
nable problems with bank credits?

We must go back to the end of the Sec-
ond World War. Once it was over Washing-
ton sent hundreds of young economists to 
Japan and Germany to predict how long it 
would be before those two defeated powers 
would once again become the formidable 
competitors on world markets that they had 
been. Twenty years later one of these, Theo-
dore Schultz of the University of Chicago, 
wrote that it was remarkable how far from 
the facts their prediction had been. The rea-
son, he said, was that he and his colleagues 
had concentrated on the physical damage, 
and had paid little attention to the fact that 
the highly educated and disciplined labor 
force had come through the war essentially 
intact. From this Schultz concluded that 
investment in human capital – education, 
social services, the environment – are the 
most productive investment that a govern-
ment can make. For this discovery – one 
of the great positive revelations that came 
out of the Second World War – Schultz 
was briefly feted, decorated, and within a 
very few years completely forgotten. For his 
conclusion was nothing that the banking 
community, by then gorged with political 
power, wanted to hear.

But this Law of Schultz is precisely what 
is lacking for the governments of the world 
to finally solve the problem of subprime 
credit and all that mess. Without spending 
a further penny, but merely recognizing 
the immense and growing investments that 
the governments of the developed world 
are making, they would (a) have the re-
sources and (b) the orientation to make 
use of them. Because recognizing this vast 
investment would not only establish the 
perfect ability – using the capital value of 
these non-recognized assets would provide 
perfect government security – and the debt 
of the government is the only legal tender 
in existence since the gold standard was 
abandoned by the US in 1970. First of all 
I must make it clear that it would not be 
necessary to redo the books completely 
before use could be made of this immense 
ignored capital worth of our governments, 
just to establish such an inventory of hu-
man capital investments. There are nations 

like India that are woefully lacking in wide-
spread education, and that shows up in the 
productivity of their economy.

Moreover the rate of depreciation of this 
human capital is proverbially a very slow 
and very enduring process. The children of 
educated parents tend to be easier to edu-
cate, healthier, and better adjusted. The very 
process of investing further in human capital 
would provide the money and the earnings 
of the educators, doctors, trainers, would 
provide a further need for legal tender which 
is only the debt of the central government. 
With a figure on the governments’ books for 
this up to now ignored investment, it will 
be in a position to finance – to the extent 
that it may be necessary – housing, for sale 
and build its own residential rental units for 
families who have not enough credit or will 
to acquire houses; money for university, with 
fees reduced in order not to impede the gov-
ernment investment. Whatever the universi-
ties earn in students fees is overshadowed by 
the public investment represented by the stu-
dents’ education. Likewise the environment.

The work of Schultz is precisely what 
our hapless governments have need of to 
get out of the plight described in The Wall 
Street Journal (11/10, “Paulson, Bernanke 
Strained for Consensus in Bailout” by Jon 
Hilsenrath, Deborah, Solomon and Da-
mian Paletta). “Washington – Amidst the 
confusion, policymakers lost critical time. 
‘The ability to communicate to the public 
how the plan was going to work was mud-
dled from the very start,’ says Anil Kashyap, 
a University of Chicago business school 
economist. Between September 18, when 
Mr. Bernanke and Mr. Paulson first went to 
Congress and Oct. 3 when the plan legisla-
tion was approved, the US stock market lost 
roughly $1.3 trillion in value.”

All would have been necessary was the 
Auditor General’s approval of the govern-
ment books showing a huge balance by 
virtue even of a partially completed inclu-
sion of human capital investment. And that 
investment increased because of slack in the 
economy will increase both the security of 
the government and lessen the number of 
unemployed.

The key to our great present problem is 
not the lack of money – that the government 
can create for essential human investment 
with the stroke of a pen, but straightening 
out the accountancy of government and our 
economic theory. And for that time presses.

There are too many political entrench-
ments on those hillsides.

William Krehm
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When F.D. roosevelt coped with 
the Great Depression He Did Not 
Go Out Looking for Insurance

No, he dealt with real things if on a puny 
scale, until World War II loomed as the ul-
timate solution. He dealt in labour camps, 
hydro-electric and waterway projects. The 
banks went bust on a scale that led even 
industrialists like Henry Ford and Thomas 
Edison to come out for “100% Money,” 
that is reduce the banks to intermediaries. 
I quote from The New York Times (25/11, 
“Another Crisis, Another Analysis” by Floyd 
Norris): “Guarantees that could not be hon-
ored thrust the world financial system into 
its worst crisis since the Great Depression. 
Will a guarantee by the US government 
finally restore confidence in the financial 
system?

“Only a week after Treasury Secretary 
Henry M. Paulson Jr. said the government 
bailouts had stabilized the most important 
financial institutions, plunging stock prices 
forced the government to step in again, to 
make another direct investment and guar-
antee that losses would be contained from 
$300 billion in possibly toxic assets on Citi-
group’s balance sheet.

“The move sent stock prices soaring 
Monday, with financial stocks leading the 
way. But those gains did not come close to 
erasing last week’s losses, and left open the 
possibility that a renewed sense of concern 
about the safety of other banks with still 
more bailouts in coming weeks.

“One lesson may be that it is perilous for 
the government to even hint that it thinks 
it is through bailing. That can renew fear 
about banks, driving down share prices and 
forcing the government to do the opposite 
of what it had intended. Since the govern-
ment has a printing press, it need never be 
short of dollars. That makes this guarantee 
much more credible than the ones, from bond 
insurers and other companies, that helped 
persuade banks and others to take what turned 
out to be huge risks. Many of those guarantors, 
it turned out, could not honor their obliga-
tions. [Italics ours.] The government feared 
financial chaos if there was a string of col-
lapses….

“And as the nation’s obligations run into 
the trillions, at some point investors may be-
gin to question whether a government run-
ning huge deficits can also credibly promise 

that the dollar will not lose its value.”
Let’s pause here for a while because that 

is a key thought. What is being impugned 
is the legal tender of the land. That is the 
monetary equivalent of “Lights out!” Not all 
the bogus insurance of financial outfits that 
are themselves – like the fancy mathemati-
cal swaps they peddle without even under-
standing – bluff, packed and repackaged 
and adding to the castles in Spain rather 
than eliminating them.

“But those are problems for another day. 
Now the priority is to keep the financial 
system from collapsing. The problems of 
recession, constricted lending markets and 
falling real estate prices will remain even if 
everyone concludes that the big banks are 
safe.

“In the latest bailout, the government 
injected an additional $20 billion into Citi-
group, on top of the $25 billion it invested 
a few weeks ago. It also said that it would 
cover 90% of the losses on those $306 bil-
lion in securities after Citigroup absorbed 
the first $29 billion of losses.”

engineered Complexity and 
Obscurity

“The fact that it was necessary to guaran-
tee so many assets – about one sixth of the 
$2 trillion in assets that Citigroup reported 
at the end of September – was another indi-
cation both of the complexity and the opac-
ity of the securities that were engineered in 
the great wave of innovation.

“The assets in question – described by the 
government as ‘loans and securities backed 
by residential real estate and commercial real 
estate, and their associated hedges’ – must 
be valued at current market value before the 
guarantee kicks in, but the banks have yet to 
agree on those values.

“That phrase ‘associated hedges’ captures 
the fact that Citibank like many other banks 
had sought to guarantee itself against losses 
with a variety of transactions including 
insurance, only to learn that the losses were 
overwhelming those who had promised to 
pay.

“The boom of the first half of this decade 
will be remembered as a time that financial 
innovations overwhelmed the capacity of both 

regulators and banks to assess risk. (Italics 
ours.)

“The collapses of Bear Stearns and Leh-
man Brothers, both of which were primarily 
regulated by the Securities and Exchange 
Commission, served to focus attention on 
the agency, which was effectively forced out 
of the financial soundness regulation area 
after the Federal Reserve assumed oversight 
of several of the large companies for which 
it had been responsible.

“But Citigroup has always been under 
Fed regulation, and the need for repeated 
bailouts there shows both that the regula-
tion was ineffective and that even after the 
crisis began, the government underesti-
mated its severity.

“At first, the Fed hoped that just making 
more loans available to banks would reas-
sure markets. Then, as losses mounted, the 
government tried capital injections. In both 
cases, investors first showed relief, then grew 
afraid again.

“The newest bailout includes more than 
the guarantee and the capital injection. It 
enables Citigroup to treat the guaranteed 
assets as being relatively safe, thereby im-
proving the capital position.

“It could need all the reported capital it 
can get. David Hendler, an analyst at Cred-
itSights, pointed out that Citigroup’s other 
assets included $91 billion in credit card re-
ceivables, $272 billion in non-US consumer 
loans, $163 billion in corporate loans and 
a net $104 billion in assorted derivatives. 
Those assets, he wrote, are not immune to 
weakness in the overall economy.”

enter swaps

“Insurance on the assets was issued both 
by the bond insurers and by others who 
wrote what were known as credit-default 
swaps, which amounted to insurance, but 
were not regulated in the same way. Those 
who wrote large amounts of such insurance 
are now in trouble, either negotiating to 
play claims for less than promised, in the 
case of the American International Group, 
still in business only because of a govern-
ment bailout.”

But note well. The author quoted has not 
even mentioned the great important con-
cerns that troubled the Roosevelt govern-
ment and made it possible in a limited way 
of leading God’s own land – still unblessed 
by the invention of derivatives – out of the 
Depression:

1. The prohibition under the Glass-
Steagall legislation of banks to acquire an 
interest in the non-banking financial pillars 
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– stock brokerages, insurance, and mortgage 
companies.

2. The recognition of the backlog of the 
physical investments made by governments 
that had been written off in year 2 to a token 
$1 value. This occurred in 1996 in the US 
and in 2002 in Canada when double-entry 
accountancy – also known as “capital ac-
countancy” had been introduced in those 
two country after the governments had resist-
ed bringing it in as urged by auditors general 
and in Canada several royal commissions.

3. The urgent need to introduce accrual 
accountancy to put on the government’s 
books assets of human investments already 
made, which was convincingly identified 
by Theodore Schultz of the University of 
Chicago as the most productive investment 
a government can make. As we develop 
elsewhere in this issue, this point, if rec-
ognized by our government, would do the 
heavy-lifting in an area now critical that 
was accomplished in the case of assets of the 
physical investments dealt with elsewhere in 
this issue. This would put projects to bet-
ter educate and re-educate our population, 
improve their health care, better look after 
the environment – all of which constitute 
investments in human capital.

Lessons from World War II

I would like to spend a few paragraphs 
before parting with my readers to raise a few 
rare characteristics of government spending 
on investments of human capital.

Schultz arrived at his conclusion that 
government investment in human capital is 
the most productive investment a country 
can make stemmed from his having been 
one of the hundreds of economists sent to 
Japan and Germany at the end of World 
War II to predict how long it would take 
before the defeated powers would again 
become ferocious competitors on world 
markets.

Twenty years later, he published his final 
view that he and his many colleagues had 
come up with the wrong answer because 
they had concentrated on the physical de-
struction, and paid little attention to the 
fact that the highly educated, trained and 
disciplined work force of these powers had 
come through the struggle essentially intact. 
From that he concluded in the 1960s that 
investment in human capital is the most 
productive investment a country can make. 
That – undoubtedly one of the key positive 
results of World War II – resulted in Schultz 
being celebrated, decorated, and feted for a 
very few years. At the end of which he and 

his great conclusion were systematically 
buried. COMER – with which I am associ-
ated – is one of the few organizations that 
remember his great achievement. Precisely 
because it suits our most acute needs in the 
present unrelenting currency crisis. That is 
why it was swept from memory and the cur-
ricula of our economic courses at practically 

all universities. It contradicted the interests 
of those who were convinced that specula-
tive banking must inherit the earth begin-
ning with the heaven overhead.

In our next issue we will enlarge on sev-
eral unique features of government invest-
ment in human capital.

W.K.

A Greatly mistimed Slashing of 
Services for elderly and Disabled

In our letter to the President-Elect in this 
issue, we note that now is the time to wheel 
out a vast unacknowledged of human capi-
tal already paid for, but that does not appear 
on the books of the pertinent government 
levels. The precedent was established in 
1996 for the United States and in 2002 for 
Canada to introduce double – entry accoun-
tancy for all physical investments, just as it is 
required by law in the case of corporations 
and individual taxpayers. In the absence 
of that before the above-mentioned dates 
governments carefully “amortized” the debt 
incurred in making a physical investment 
in the public sector, but “depreciated” the 
physical result of the investment in a single 
year, and then carried it on its book at a 
token dollar.

By amending this to roughly similar 
treatment – “amortizing” the debt over the 
useful life of the investment and “depreciat-
ing” the physical assets resulting from the 
investments, a truer picture of the value 
physical investment assets belonging to the 
government. Elsewhere in this issue, we deal 
with the problem and the distortions of 
what the government can afford.

However, that distortion of accountancy 
was made only for physical investments, and 
that helped our government pull the banks 
out of their gambling debts, to enable them 
to gamble bigger if not better. And now the 
ever-expanding speculative expansion into 
non-banking as well as banking fields, has 
brought on the worst financial crisis since 
the great depression of the 1930s.

We have mentioned the once celebrated 
work of Theodore Schultz that led him to 
the conclusion that the investment of hu-
man capital is the most rewarding invest-
ment that a country can make. Introducing 
accrual (also known as “double-entry ac-
countancy”) which already showed its pow-
ers as a far easier and more helpful way of 
helping put the finances of government in 
order, than anything else attempted. We 

have then a successful precedent for bring-
ing in accrual accountancy in reporting the 
physical investments of our government. 
What remains to be done is to do with hu-
man capital investment by all our govern-
ment levels just what was done with the 
physical assets of government investment 
with the investments of human capital. And 
many trillions of dollars of such investments 
have been made in the US and correspond-
ing large quantities in Canada.

Instead the tidings out of the US, run in 
quite the opposite direction. The Wall Street 
Journal (11/20, “States Cut Services, For El-
derly, Disabled” by Philip Shishkin) informs 
us: “Faced with widening budget shortfall, 
several states are rolling back support ser-
vices for the elderly and disabled. The move 
is making it tougher for them to continue 
living on their own, advocates say.

“At least fifteen states, including Ala-
bama, Virginia and Massachusetts, are tar-
geting such funding mostly for programs 
that show low-income shut-ins to receive 
personal care – like cooking, cleaning and 
basic health services – in their own homes, 
according to the Center on Budget and Pol-
icy priorities, a liberal-leaning Washington, 
DC, think-tank that studies state budgets.

“That leaves the low-income elderly and 
disabled to dip into their meager incomes to 
hire their own help, reach out to family or 
charity or seek more restrictive and expen-
sive care in a nursing home, advocates say.

“Services for the elderly and disabled are 
just one of the areas facing cuts. But the cuts 
hit hard because the population is especially 
vulnerable. ‘The call volume is increasing 
exponentially and the people are desperate’ 
says Sarah Lightfell, chief operating officer 
at Senior Resources Alliance, which uses 
state funds to provide home care services to 
the elderly in central Florida.”

Obviously all levels of government have 
priorities standing on their heads.

W.K.
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Like a breastplate
As a breastplate let us apply the obvi-

ous solution – the one closely akin to one 
that proved most effective when brought 
in a few years ago recognizing the physical 
investments of government. That put at 
our government’s beck fresh resources paid 
for in advance against the ills that threaten 
to bring our civilization to its extinction. 
However. what is needed is not to waste 
these resources in even greater stock-market 
gambling. but to make good use of these 
vast and pre-paid resources opened to us 
but serious double-entry accountancy. That 
would allow our government to use these 
valuable prepaid social investments for last-
ing social benefit.

Double-entry accountancy is believed to 
have been brought to Europe by Crusaders 
from the Holy Land roughly one thousand 
years ago.

Its principles were powerful and fair. 
Every investment, made between two par-
ties was carried in the ledgers of either twice: 
once noting the money outlay by the buyer. 
This was “amortized” over the approximate 
life expectancy of the investment and on 
the other side – the value of the investment 
assets acquired, was noted, and likewise “de-
preciated” over its expected useful life. And 
from that moment, each of these entries 
went its independent way, informing both 
the investors – be they individual, corpora-
tions or the government – of the progress of 
their investment, and of the debt incurred 
for the acquisition.

But governments tend to become dens 
of privilege. Despite several royal commis-
sions in Canada, and repeated urging of 
Auditors General in the United States and 
other lands, the debt incurred for such in-
vestments when made by the government 
were carefully “amortized,” but the value of 
the asset acquired was written off in a single 
year. This created the mirage of a debt. But 
that was very useful for the ruling classes 
in more than one way. To begin with, an 
isolated debt with nothing to show for it on 
the asset side of the government’s books, was 
highly useful in keeping the earnings of the 
lowly work force and social services low. And 
of course holding valuable public assets on 
the government’s books at a token one dol-
lar made for some marvelous privatization 
coups. The acquirer of government assets 
carried on the books at a token dollar, could 
well afford to pay a thousand times “book 

value,” and walk to his bank loaded with 
booty, with the gait of a philanthropist.

This came to an abrupt, fiery end as far 
as physical assets of the state are concerned 
in 1996 in the United States, and in 2002 
in Canada. The banks whose gambling 
had reached casino proportions brought 
down the entire economies in 1929. So 
violent was the crash that by the time F.D. 
Roosevelt was inaugurated for his first term 
in 1933, 9,000 US banks had already shut 
their doors. Almost the first thing the new 
president did was to declare a banking mor-
atorium. By the time they opened their 
doors again a month later, the Glass-Steagall 
legislation was on its way to being adopted. 
Its main thrust was to ban the banks from 
acquiring interests in the so-called non-
banking “financial pillars” – stock broker-
ages, insurance, and real estate mortgages. 
The reason? Each of these “other pillars” 
carries its own cash and near-cash reserves 
that they need for their own businesses. 
Allow the banks to obtain control of these 
and they will use them as legal tender base 
for their own purposes – to lend out at the 
time as much as ten times the money base. 
And that money was not kept by those other 
“financial pillars” as strict cash – today the 
debt of the central government. No corpo-
ration allows cash – even for the short-term 
– to remain uninvested. That means that it 
does not necessarily have to be the debt of 
the government since 1970, that became the 
only legal tender when the gold standard 
was abolished. It may have been lent out for 
minimum return and already become ques-
tionable, especially these days with the sup-
posed dicing and slicing of mortgages and 
other debt so that the bank acquiring such 
debt was already working on an increasingly 
risky base.

enter “Risk-based” Fiction

The goal was putting together these 
supposedly “risk-based” debt packages and 
unloading them quickly on innocent souls. 
Many of the mortgages were provided to 
house-buyers without serious investigation 
of their earnings and credit records. That 
was deemed a risk-managed arrangement. 
In fact often no one examined or even asked 
for the claimed income – that was deemed 
an “efficiency,” which may have been the 
case when it could count on the “bankers’ 
exit,” a synonym for finding a “greater fool.” 

But when the packages of portions of bits 
and pieces of various mortgages changed 
hands, there was no way unbundling and 
not even a chance of even selling them on 
a wildly clogged market. And hence there 
was no way of having their value properly 
appraised.

The process which had to continue grow-
ing because it didn’t dare stand still, and 
thus backed up and spread across oceans 
and continents. And that brought us to 
where we are today.

the s&L Disaster

The 1980s when banks in the USA were 
deregulated and allowed to take over the 
Savings & Loan mortgage trusts, led to 
disastrous deals especially resulting from the 
economic union of the United States, Can-
ada and Mexico. Thing got so bad for the 
Mexicans that the government was reduced 
to issuing special “tesobono” bonds that, 
though bought for pesos gave the buyer the 
option of asking for their redemption in US 
dollars. This, of course, was a pre-taste of the 
“united” currency that was being peddled in 
Canada at that time. Imagine, if you can, 
the equivalent of “tesobonos” that would 
give Americans the option of receiving on 
maturity US dollars for bonds that had been 
subscribed in Canadian dollars and you will 
grasp the swindle of many Washington-
hatched “unified” continental schemes.

The situation of US banks became so bad, 
with the end of restrictions on banks acquir-
ing S&Ls, that the Bank for International 
Settlements (BIS) brought in its Risk-Based 
Capital Requirements, that allowed banks 
of advanced countries to acquire hoards of 
bonds without down payment. Because of 
that provision, Canadian banks were able 
to quadruple their holdings of government 
bonds without down payment – from ap-
proximately $20 billion to $80 billion.

At the same time the BIS, in its deter-
mination to flatten the world price level to 
“lick inflation.” In doing so this war room 
of central banks overlooked two details. You 
cannot turn around a relationship and take 
for granted that it remains valid. Only a 
simpleton moving from a town of 20 thou-
sand inhabitants to New York City will as-
sume that his cost-of-living will remain the 
same. How then can BIS expect that this can 
be done when much of humanity is making 
a similar move? In their haste to achieve that 
goal, BIS overlooked another important 
detail: when interest rate go up drastically, 
hoards of pre-existent bonds will drop dras-
tically. And that indeed is what happened 
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initiating rapidly spreading chain bankrupt-
cies throughout the financial world.

This threatened to bring down the world 
financial system, and, since the distressed 
banks needed those hoards acquired with-
out down-payment, the US Treasury sought 
another way out of its dilemma: it brought 
in double-entry bookkeeping (a.k.a. accrual 
accountancy) – depreciating the physical as-
sets of the government over their likely use-
ful lives. This, carried back to 1959, brought 
to light well over a trillion dollars of prepaid 
assets. rates that gave President Clinton a 
second term and extended the high-tech 
boom until the end of the millennium.

So much for the background that pro-
vides us with a perfect example of prepaid 
investments having been recognized and, 
unfortunately, misused to finance bigger if 
not better gambles.

That, plus a better acquaintance with our 
history reveals a still greater prepaid resource 
that the governments of the developed world 
have to draw on to get the present unending 
economic crisis under control.

To appreciate that carefully we need a 
bit of history. At the end of World War II, 
Washington sent hundreds of economists to 
Japan and Germany to predict how long it 
would be before they could once again be-
come the formidable competitors they had 
been on world markets. Some twenty years 
later, one of these, Theodore Schultz of the 
University of Chicago, published a paper ex-
plaining why he and his colleagues had been 
so wide of the mark in their prediction. “We 
concentrated on the physical destruction 
and underestimated the importance of the 
highly educated and disciplined work force 
having come out of the war largely intact.”

From that Schultz concluded that invest-
ment in human capital is the most produc-
tive investment a government can make. For 
this he was for a very few years celebrated, 
awarded the Bank of Sweden Nobel Peace 
Prize for Economics, but since forgotten. 
His conclusion was not what the powers in 
the saddle wanted to hear. That is why that 
prepaid capital resource is still available in 
all advanced countries today. It is not pre-
assigned, cut up and bundled with subprime 
debt. To totally assess it, will take years of 
research, but there is no reason why it could 
not be brought into the governments’ bal-
ance sheet in swatches, to equip them to fi-
nance with it further massive investments in 
human capital. Of course, that will include 
the environment, since society lives or dies 
on its bosom.

There we have a ready prepaid financial 

resource to allow the leading nations to head 
off the Depression into which the world is 
sinking.

Only one further feature should be added 
to such a bailout arrangement for our banks. 
For each successive bailout that a bank 
might have to be brought through, the bank 
bailed out by using the government’s credit 
backed by its investment in human capital, 
should forfeit the non-banking activities 

even the Great buffett Gets 
buffetted by Derivatives

Whatever the success record of Warren 
E. Buffett, chief Executive of Berkshire 
Hathaway might be, the means towards it 
was not short on self-promotion. An article 
in The New York Times (25/11, “Buffett to 
Offer Details on Derivatives” by Michael J. 
de la Merced) tells a strange tale: “Warren 
E. Buffett has long been a proponent of 
transparency and a critic of murky finan-
cial instruments. Now, as his investment 
firm’s stock takes its worst beating in years, 
America’s avuncular prophet of capitalism 
is promising to shed some light on his own 
opaque instruments.

“Shares of Mr. Buffett’s Berkshire Hatha-
way, a sprawling empire of companies and 
stocks with the highest possible credit rat-
ing, have tumbled 36% since Oct. 1. And 
the cost of protecting Berkshire against 
default – a measure of investor confidence 
in a company – has doubled over the past 
two weeks, often associated with ratings 
near junk status.

“The primary concern is Berkshire’s in-
volvement in two types of derivatives, in-
struments that became increasingly taboo 
after the declines at the American Interna-
tional Group, Lehman Brothers and other 
financial institutions. While Mr. Buffett 
once derided derivatives as ‘weapons of 
financial mass destruction,’ investors were 
concerned about bets he made that assume 
four stock market indexes, including the 
Standard & Poor’s 500-stock index would 
rise to certain levels by 2019.

“On Monday, Mr. Buffett said he would 
disclose in the next annual report more in-
formation about how Berkshire Hathaway 
calculates losses on such investments.

“To say Mr. Buffett is among the world’s 
most respected investors is an understate-
ment. Thousands descend on Nebraska 
every year to listen to his observations at 
Berkshire’s shareholder meeting, and doz-

ens of books have been written about his 
buy-and-hold investing strategy. Compa-
nies acquired by Berkshire are considered 
best-in-breed – Goldman Sachs and Gen-
eral Electric sought such prestige when 
they announced investments in September 
and October. During the 2008 presidential 
campaign, to secure his support, his name 
was invoked by both candidates as a bipar-
tisan totem, meant to assure voters that the 
economy would get better.

“But Mr. Buffett’s primary business, 
Berkshire, has been tarnished. Class A shares 
in the company, whose core business is in-
surance, fell for nine straight days through 
Thursday and are down 38% for the year.

“That decline has struck hard at Mr. 
Buffett’s personal fortunes a third of which 
is tied up in Berkshire stock…. In a recent 
interview on the Fox Business Network, Mr. 
Buffett professed little worry about Berk-
shire’s steep stock drop. ‘It’s happened to me 
three other times in my life, too.’

“On paper, Berkshire’s core business 
appears to be performing in line with the 
rest of the market. The company’s third-
quarter profit fell 77% from last year, hurt 
in part by the impact of two hurricanes on 
its insurance business and drops in the value 
of many of its stock investments. Still Berk-
shire avoided the risky bets that sank rivals 
like AIG, and its wide array of portfolio 
companies could help insure that at least 
some of its businesses are doing well.

“Nonetheless, investors had become in-
creasingly nervous about Berkshire’s deriva-
tive bets – in particular those that gambled on 
targets for four major stock market indexes by 
2019. Berkshire sold those private contracts 
to unknown investors, reaping $4.85 billion 
up front. Because of accounting rules, Berk-
shire has already had to mark down the value 
of those contracts by $6.73 billion.”

W.K.

that banks had been barred from during 
the depression – stock brokerage, insurance 
or, real estate mortgages. This would leave 
their shareholder’s interest otherwise intact 
but bring the bank in question closer to the 
provisions introduced under Roosevelt in 
the US and closely copied in Canada and 
other lands. That would make for healthier 
banking by excluding much gambling.

William Krehm



12 | Economic Reform December 2008 www.comer.org

Playing the bailout of Private 
Financial empires by ear

There is one thing that the founding fa-
thers or even the authors of economic text-
books could never have even conceived: that 
the various offices of government had to 
twist bend, and improvise to preserve even 
the semblance of a functioning economy.

The Wall Street Journal (11/10, “Paul-
son, Bernanke Strained for Consensus In 
Bailout”):  “Washington – Federal Reserve 
Chairman Ben Bernanke reached the end 
of his rope on Wednesday afternoon, Sept. 
17. Lehman Brothers Holdings Inc. had 
collapsed. American International Group 
Inc. had been effectively nationalized with 
$85 billion of Fed money. Investors were 
stampeding out of money-market mutual 
funds. Credit markets were reeling, stocks 
were wobbling and bank failures loomed.

“Mr. Bernanke called Treasury Secretary 
Henry Paulson. The Fed chairman, a Princ-
eton academic with an occasional quaver in 
his voice, leaned towards the speaker-phone 
and spoke unusually bluntly to Mr. Paulson, 
a strong-willed former college football play-
er and Wall Street executive. The Fed had 
been stretched to its limits and couldn’t do 
it any more, Mr. Bernanke said. Although 
Mr. Paulson had been resisting such a move 
for months, Mr. Bernanke said it was time 
for the Treasury secretary to go to Congress 
to seek funds and authority for a broader 
rescue. Mr. Paulson didn’t commit, but by 
the next morning, he had.

“In public, Messers. Bernanke and Paul-
son marched in lock step. Behind the scenes, 
the two men and their lieutenants some-
times tussled – over the fate of Lehman 
Brothers, how to handle Congress and the 
limits of the Fed’s authority. At times, each 
man felt handcuffed by legal limits on his 
own power, and consequently pushed the 
other to move more aggressively. Their dif-
ferences helped define the government’s 
approach to the crisis.

“The debates helped shape an ad hoc 
strategy that at times sowed confusion about 
Washington’s approach and sparked criti-
cism of the nation’s two top economic phy-
sicians at a time when restoring confidence 
was a top priority.

“Pressing tasks for President-elect Barack 
Obama’s new economic team – to be an-
nounced in the coming days – will be to calm 
markets and decide which of the Bernanke-

Paulson decisions to endorse and which to 
seek to alter, and how to manage the relation-
ship between the Treasury and the White 
House and the Fed after the inauguration.

“Mr. Paulson will be leaving, but Mr. 
Bernanke whose term extends until 2112 
will remain. A key player will be Timothy 
Geithner, either continuing as president of 
the Federal Reserve Bank of New York or as 
Mr. Paulson’s successor. Mr. Geithner, one 
of the Fed’s key crisis managers, is among a 
handful of people on Mr. Obama’s short list 
to run Treasury.

“The Fed and the Treasury had opera-
tional styles that mirrored their bosses. 
Inside the Fed, there were running debates 
resembling academic seminars. with Mr. 
Bernanke running discussions but offer-
ing few opinions. The Treasury was run in 
command-and-control fashion, with Mr. 
Paulson the general, listening to his troops, 
making decisions quickly, and often calling 
to check on the status of a request just hours 
after issuing it. The two men rarely allowed 
daylight to seep in between them in public.

“Their decisions have left many ques-
tions. Why did they let Lehman Brothers 
fall just six months after deciding its smaller 
rival, Bear Stearns Cos. couldn’t be allowed 
to collapse? Why didn’t they go to Congress 
sooner? When they did go, why did Mr. 
Paulson argue against an option pushed by 
the Fed – putting capital into banks – that 
he ended up embracing a few days later?

“The following account of pivotal mo-
ments during September and October is 
based on interviews with government of-
ficials, lawmakers and others.

the Lehman Crisis

“On Tuesday, Sept. 9, a day after the 
government nationalized mortgage giants 
Fanny Mae and Freddie Mac, Lehman was 
on the brink of failure. Potential acquirers 
were circling, but to many of these, Mr. 
Paulson had a message ‘There’s no govern-
ment money here,’ he told several CEOs in 
telephone calls. Some pushed back, saying 
the government couldn’t let Lehman fall. 
Mr. Paulson was unwavering.

“One day later he called Mr. Bernanke 
and Mr. Geithner and told them that he 
wouldn’t support using government money 
to save Lehman.

“Fed and Treasury officials figured that 
they were in a better position to handle the 
collapse of an investment bank than they 
had been back in March, when the Fed 
interceded to prevent Bear Stearns from fail-
ing. The Fed had new lending mechanisms 
that investment banks could themselves tap 
for short-term funds if Lehman went under 
and credit markets froze up.

“Senior government officials told report-
ers that Mr. Paulson had drawn a line in 
the sand. There would be no public money 
spilled to rescue Lehman. Some Fed of-
ficials, including Mr. Geithner had spent 
much of his career attending to financial 
market fires. One of his mentors, Clinton 
Administration Treasury Secretary Robert 
Rubin, had taught him the value of ‘preserv-
ing optionality’ – not limiting your choices. 
The Treasury, some officials believed, was 
breaking that rule.

“That Friday night, Sept. 12, when Wall 
St. CEOs gathered at the Federal Reserve 
Bank of New York, Mr. Geithner warned 
them that there was no political will for a 
bailout. ‘I think there was a lot of pressure 
on them to stop intervening, to see if the 
market worked,’ said Barney Frank, the 
Massachusetts Democratic House Financial 
Services Committee Chairman.

“Mr. Paulson’s strategy was to pressure 
other Wall Street firms to help rescue Leh-
man. They needed to collectively figure out 
a way to save Lehman or to facilitate an 
orderly wind-down of the firm. Mr. Paulson 
would say a day after Lehman collapsed 
that he ‘never once’ considered putting tax-
payer money on the line. But that weekend, 
some Fed officials believed Mr. Paulson was 
prepared to do just that, despite his public 
stand against it. But Lehman was in worse 
shape than Fed Officials had realized. Rivals 
pored over Lehman’s books that weekend 
and concluded its assets could be overvalued 
by more than $30 billion.

“Bank of America opted to buy Mer-
rill Lynch & Co. British regulators balked 
at quickly blessing a proposed deal with 
Barclays. To open for business Monday, 
Lehman needed broad debt guarantees from 
the US government, something that officials 
felt they couldn’t do. The Fed can make 
emergency loans, but only against good 
collateral.

“Messers Bernanke and Paulson felt they 
had run out of options. Mr. Paulson, Mr. 
Bernanke and Mr. Geithner all understood 
that the market was in for a severe shock. 
Mr. Geithner spoke with Mr. Bernanke 
‘about spraying foam on the runway’ to 
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soften the blow of Lehman’s crash.
“Conversation in Mr. Geithner’s office 

turned to a broader rescue. Fed and Treasury 
staff members had been studying options 
for buying Wall St.’s bad assets and injecting 
new capital directly into banks.

“The Treasury secretary didn’t think he’d 
be able to persuade Congress to approve 
spending billions of dollars unless the crisis 
got significantly worse. Now with the im-
minent failure of Lehman arose. ‘I want a 
proposal right away,’ Mr. Paulson told his 
staff that Sunday night, Sept. 14.

“The Fed was pushed to its limits by 
the collapse of Lehman Brothers and the 
bailout of AIG, an [insurance] firm it didn’t 
regulate. Short-term lending markets were 
freezing. Fed officials believed the problems 
required more than what a central bank was 
designed to do – provide emergency loans to 
healthy institutions. The Fed wasn’t set up 
to rescue failing institutions – that was for 
the Treasury and Congress to handle.”

By this time I am sure that my audi-
ence is asleep, but the hankering around 
continued rather than dealing with the 
main point. What will be left of the clear 
purveyor of legal tender if the discussions 
revolve about rescuing failing ones, possibly 
with the acquisition of some of their dubi-
ous assets.

Yet all the while untouched was an obvi-
ous opening for putting new clean assets 
into the Treasury which would allow a re-
vival of the economy without in any way 
polluting the assets of either the central 
bank or the Treasury. The precedent had 
already been handled successfully in the 
introduction of accrual accounting in put-
ting on the government’s balance sheet the 
physical investments of the government. A 
reputable body of economists had honored 
and hailed the author of the notion of hu-
man capital being treated in like fashion. 
Not only would that mark a great advance 
in economic practice, but fitted as a glove 
the unending and deepening crisis that has 
taken over. But never had so clear a policy 
to avoid a recession already upon us and 
provide the credit based on government 
investments already made and long since 
paid for but simply left off our government 
books. with not even so much as a mention. 
The timing could not be better and the 
amount of clean credit for investments long 
since made would allow society to catch up 
in every area and revive the economy in a way 
that nothing else mentioned towards that end 
could do. Nothing subprime about that, but 
a great deal is subprime about the politi-

cians and financial experts who have been 
in charge of the mess.

There are penalties for covering up our 

On Heroes and Demi-heroes
There are heroes in the tough battles with 

all sorts of below-belt targets. And those 
who will speak the whole truth needed for 
the salvation of the tribe or nation, no mat-
ter what the cost in employment or profit-
able position in the world as it is, merit our 
highest esteem. But there are as well those, 
who, while being quite aware of the main 
truths of situations that threaten society, 
would undoubtedly speak the whole truth, 
but they have wives, children, or parents to 
provide for and the whole truth since it is 
ruled out by the those in power, has been 
declared unspeakable, and thus dangerous. 
Let us reserve our greatest gratitude to our 
complete heroes, but not underestimate the 
role and value of these “semi-heroes.” A half-
truth, when all truth is frowned upon by the 
mighty, can open minds if not forums to the 
entire truth needed to save society.

Thus my tribute to Paul Krugman – a 
distinguished economist turned a still more 
distinguished journalist, and listen approv-
ingly as we would to a bus that leaves us 
waiting yet for another bus that always 
seems to be coming on a cold wintry day, 
but never quite arrives. And yet the scene 
becomes more rather than less urgent when 
the business world in all climes and on all 
continents seems to be coming apart.

Mr. Krugman heads his piece in The New 
York Times “Franklin Delano Obama?” and 
begins it with a huge half-truth: “Suddenly, 
everything old is New Deal again. Reagan is 
out; F.D.R. is in. Still, how much guidance 
does the Roosevelt era really offer for today’s 
world?,” asks Mr. Krugman.

“The answer is, a lot. But Barack Obama 
should learn from F.D.R.’s failures as well as 
from his achievements: the truth is that the 
New Deal wasn’t as successful in the short 
run as it was in the last run. And the reason 
for F.D.R.’s limited short-run success, which 
almost undid his whole program, was the 
fact that his economic policies were too 
cautious.”

That is a half-truth that more than 
matches the immediate semi-successes of 
Roosevelt’s policies. But there is a difference 
between what Roosevelt left undone, and 
what Krugman leaves unsaid in his article.

Much of what Roosevelt left unsaid had 

already been said by our prophets, but many 
crucial points Krugman omits in this article 
had already been said, and boldly embodied 
with great success in our institutions. Only 
subsequently have they been repressed and 
forgotten. For example: what became of the 
Glass-Steagall legislation that forbade the 
banks to acquire interests in “other financial 
pillars” – to wit, stock markets, insurance 
and mortgage companies? And there was 
good enough reason for that. For from the 
earliest appearance of banking, its essence 
has been that the goldsmiths, who later 
became bankers, learned to lend out several 
times the gold and silver that they held on 
deposit for travelers to and from the danger-
ous outer world. 

And it was not long before the gold-
smiths found out that he could safely lend 
out a good portion of what was deposited 
with them, and collect interest on it. Allow 
the bankers access to the cash or near-cash 
reserves that these other “financial pillars” 
hold, and the bankers will use that as money 
base to serve for further near-money cre-
ation. The “near-money” alludes to the fact 
that interest is collected on such loans, legal 
tender spent into existence by the state earns 
no interest and hence its value does not 
move inversely to the rate of interest. That is 
a virtue in the legal tender of a country.

Obviously, Mr. Krugman could never 
have managed so distinguished a career ei-
ther as economist or as journalist, without 
becoming aware of this basic fact that shaped 
Roosevelt’s great eventual successes, and the 
eventual failure of a long line of later presi-
dential regimes. For the bankers become 
general financial overlords, suppressing the 
knowledge of these facts not only of modern 
financial economics, but of our history. And 
today those humbled financial magnates 
being bailed out by the state – with a mam-
moth insurance company and countless 
mortgage firms included in the assembly of 
financial behemoths on the verge of keeling 
over, would never have ended up in such a 
plight. And the government that Mr. Obama 
on taking over would not have been saddled 
with the task of learning and embodying 
them in the law books once more.

W.K.

history, and we are in the process of paying 
them, interest upon interest and all.

William Krehm
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Housing crisis Keeps Aged Out 
of retirement Homes

The housing crisis has a way of snaking 
into every cranny of life problems of rich 
and poor alike. The New York Times (22/11, 
“Unable to Sell Homes, Elderly Forgo move 
to Assisted Living” by Jack Healy) reports: 
“The housing crisis has kept thousands of 
older Americans who need support and care 
from moving into retirement communities 
or assisted-living centers, effectively strand-
ing them in their own home.”

Like playing the tragedy of the young un-
able to acquire a home with the main actors 
standing upside-down – on their heads.

“Without selling their houses or condo-
miniums, many cannot buy into retirement 
homes that require a payment of $100,000 
to $500,000 just to move in. So they are 
stretching themselves on waiting lists, can-
celing plans with packing services just to 
move in houses that fitted well 30 years ago, 
but that over the years have become lonely, 
too lonely or too treacherous to navigate.

“Facilities that have watched their wait-
ing lists wither and their occupancy rates fall 
in the last year are now scrambling to bring 
people through their doors.

“The Cedar Community, which provides 
a range of housing for the elderly in West 
Bend, Wis., has seen independent-living oc-
cupancy rates drop by 4% this year. There 
were so many people for their homes to sell 
that the facility decided, in some cases, to 
let new residents pay month-to-month until 
they could unload their houses and use the 

proceeds on the facility’s entry deposit.”
Meanwhile, physical tragedies do not 

wait on a stagnant market.
“For people like Ruth Scher, 85, sell-

ing their home is a critical first step before 
moving on, or moving anywhere. In the 34 
year since she moved to South Florida, Mr. 
Scher’s husband has died, the siblings who 
moved south from New York to join her have 
died, and her friends have moved away. She 
is recovering from a fall that broke her clavi-
cle and suffers from arthritis in one shoulder 
and she says it is time to move back.

“There is no way to say how many older 
Americans are in similar straits, as no sta-
tistics track how many of America’s 4.27 
million unsold homes are owned by people 
65 or older.

“There are signs some families and re-
tirees are turning to adult day care services 
as a stopgap. Providers say their business 
has spiked as people look for an alternative 
to continuing care or home aides to pro-
vide food, companionship and therapeutic 
services. But Mr. Williams of the Assisted 
Living Federation said that people who 
need more day-to-day care, those who have 
trouble getting up stairs or who need some-
one to check on them, were taking a risk by 
staying at home.”

Society’s seemingly unending financial 
woes have a way of embracing rich and poor, 
old and young in one murderous bear hug.

W.K.

bank bailout  — credit crunch — 
Infrastructure renewal

The $75 billion bank bailout has been 
justified by the Minister of Finance, James 
Flaherty, as necessary to ease the credit 
crunch facing Canadian banks and make 
consumer and mortgage loans cheaper and 
more available. It does nothing to help those 
who have lost their jobs or whose jobs are in 
jeopardy of disappearing. Even those with 
“secure” jobs are thinking twice before going 
further into debt.

Instead of buying $75 billion of bank-
held mortgages, it would have been a far 
better use of the $75 billion to invest it in 
upgrading the nation’s infrastructure – in-
cluding such things as roads, bridges, sewers, 
water treatment, health services, education, 
housing and environmental restoration. 
Invested in this way it would result imme-
diately in good paying jobs for thousands 
of workers – from construction workers 
to engineers, accountants, managers, office 
personnel, nurses, doctors, lawyers, teach-
ers, scientists and others. The wages received 
by these people would quickly find their 
way into the banking system, easing the 
credit crunch by providing the money base 
which banks need to make loans. As Mark 
Carney, Governor of the Bank of Canada 
said, the solution to the credit crisis is to 
get more capital into the banks. The money 
would also end up in the local grocery store, 
car dealer, theatre, clothing store etc, further 
stimulating the economy.

Municipalities are facing a $130 billion 
infrastructure deficit. The government’s 
current plan for upgrading infrastructure 
consists of $33 billion spread over seven 
years – less than $5 billion per year – and 
two billion of that would be absorbed by 
the annual increase in the deficit. Compare 
that to the $75 billion for the banks which 
could go a long way to erasing that deficit, 
especially when coupled with provincial and 
municipal funds.

And where did the $75 billion come 
from? Was it borrowed, and if so from 
whom? It could have been borrowed from 
the Bank of Canada at zero interest cost, 
but the government has maintained for 
years that to do that would cause inflation. 
Without information to the contrary (in-
formation which has been requested) I have 
to assume that it was borrowed from the 
market – part or possibly all from the banks 

themselves. If even part of the money was 
borrowed from the banks then the banks 
would be making money on the interest 
received by first creating the money (which 
they do with the stroke of a computer key) 
and then lending that newly created money 
to the government so it can buy the mort-
gages from them. The billions of dollars in 
interest which would subsequently be paid 
to the banks every year is the real bailout, 
and it goes on without end. So the tax payer 
is on the hook for ever – unless a govern-
ment is elected which reforms the system. 
So far, none of the current crop of parties 

holding seats in parliament has shown any 
interest in reforming our financial system.

Faced with high unemployment, unions 
should be pressing for reform of our finan-
cial system. This would be good for their 
members and for the community as a whole. 
Their strength is needed to press government 
to invest the $75 billion (or what is left of 
it plus more as required) in infrastructure 
renewal, and to borrow the necessary funds 
from the Bank of Canada – not the chartered 
banks – to do it. The Bank of Canada can 
create money as easily as the chartered banks 
can, and it won’t be inflationary as long as it 
is invested in assets of equal value such as the 
infrastructure. In contrast, money borrowed 
from chartered banks is inflationary because 
it carries an interest charge which is added to 
the cost of everything.

Richard Priestman
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the Next Generation of Iridescent Bubbles
In our piece in this issue [October 2002] 

on the automobile dealership boom coin-
ciding with the near record auto manufac-
turing slump, we introduced the concept 
of derivative speculative bubbles: moon 
bubbles spinning around aspects of the 
earth speculative bubble that has in fact 
already burst. A high school student will tell 
you that if the mother planet has gone up in 
smoke, there will be no gravitational force 
to keep the moon in orbit, but economists 
shun raising such obvious problems. They 
would needlessly complicate the sale of 
stocks and bonds. The pattern can be de-
tected across the world economy. Thus The 
Wall Street Journal (10/09, “Foreclosures 
Hit Record Levels” by Queena Sook Kim) 
deals with the soft underbelly of the hous-
ing boom that has been hailed as one of the 
few guarantees against a “double-dip reces-
sion”: “In recent years, the housing industry 
has bent over backwards to allow people to 
buy houses they couldn’t previously afford. 
Lenders require smaller down payments 
and allow buyers to devote more of their 
income to mortgage payments. And many 
borrowers are being lured by adjustable rate 
mortgages with low teaser rates that quickly 
climb, pushing up house payments.

“Now the bill is coming due. In the 
second quarter, a record 1.23% of all home 
loans were in the foreclosure process, above 
the first quarter’s tally of 1.10%, and sur-
passing the previous record of 1.14% in the 
first quarter of 1999, according to a report 
of the Mortgage Bankers Association of 
America. The same report found 4.77% of 
all home loans outstanding were at least 30 
days delinquent. That’s one of the highest 
rates of the last decades, though it’s well 
below the record delinquency of 6.07% in 
1985 [at the height of the Savings and Loans 
super-mess].

“If the delinquency rate worsens, lenders 
could tighten lending standards, making 
it harder for many potential home buyers 
to get financing and resulting in a weaker 
overall housing market. That would be bad 
news for the economy since surging house 
prices are a big reason that consumers have 
kept spending even as the stock market 
slumped.

“The derivative aspect of the housing 
boom, is that it was fueled by a growing 
problem of the house builders – their in-

ability to move their housing without luring 
buyers into taking on financial commit-
ments that many simply can’t afford in a 
crumpling economy. The cheerful house-
buying boom has been based largely on the 
already deeply insecure housing market. 
That confirms our new category of a ‘de-
rivative boom’ that sets its foundations in an 
already collapsed bubble.

“Part of the reason the housing market 
got so hot is that lenders rushed out loans 
designed to cut monthly payments so that 
buyers could get bigger homes. It is some of 
these very loans that are now experiencing 
problems. One indication: Conventional 
adjustable-rate mortgages, popular with 
budget-stretched customers, currently have 
a 5.29% delinquency rate vs. a 2.75% rate 
for conventional fixed-rate mortgages.

“In the San Diego county town of Vis-
ta, the Mullins think their brokers steered 
them into a home they couldn’t afford. The 
couple, who are in their 30s, had racked up 
$20,000 in credit-card debt after buying 
their first home in 1999. Mr. Mullins fig-
ured that monthly mortgage payments on 
the Vista home would eat up about 60% of 
their take-home salary and exceed the 36% 

of gross income that once was the banking 
industry’s usual limit.

“The couple say that their broker, Patty 
Villanueva, steered them towards a ‘stated 
income program,’ which allows borrowers 
to simply write their income on an applica-
tion without submitting tax returns. The 
interest rate on a state-income program is 
between an eighth of a percentage point 
and one percentage point above the conven-
tional rate.”

The real motivation of such plans is to 
use the customers’ credit card elbow room 
(another bubble in the process of coming 
apart) to stave off the house builders’ bank-
ruptcy, with too many of the buyers merely 
patsies victimized as fodder to keep the 
derivative boom going.

William Krehm

When the Circus 
Came to town

A memory from my remote childhood 
was when my school class was taken to 
watch the circus come to town. Arriving by 
train they were marched through the streets 
towards the exhibition grounds, a sort of 
Noah’s ark in reverse gear. A literal-minded 
believer could take it as the ultimate proof 
of the Scriptures; an evolutionist as a broad 
proof of Darwin. But what stuck in my little 
mind was the way the trunk of one elephant 

Our empty-bottle-return 
Federal elections

In the Ontario liquor system to keep 
empty bottles out of the garbage collection, 
beer stores redeem empties at a couple of 
dimes or so each, strictly to keep them out 
of the municipal garbage containers. We can 
think of no other inspiration for the federal 
elections that seem to be on the verge of be-
ing sprung on us.

Canada’s constitutional crisis is complex 
enough, but it is shelled peanuts alongside 
the monetary and economic crisis that has 
engulfed the entire world with no suggestion 
of letting up. The contrast of two crises is that 
there is no notion of any nexus relating the 
two. And yet of the five opposition parties 
involved in the elaborate schemes not only 
to unseat Stephen Harper, the most daring 
constitutional strategies have been explored, 
Where they stop abruptly is that nothing that 
might give the electorate the slightest help to-
ward understanding the most complex credit 

crisis experienced on this planet is provided 
even as an illegible footnote. We are puzzled 
about what can be left of democracy when is-
sues that decide the food, shelter, healthcare, 
and employment of our nation and of the 
world are simply taboo.

Surely the livelihood of the nation and 
of the world is highly relevant to any cen-
tral political process, especially when it is 
likely to determine what political party 
rides in the saddle for years to come. And 
especially when two of the parties involved 
in the strategies were deeply involved in the 
nationalization of our central bank in 1938. 
As for the Greens unless our political process 
regains some relevance to the restoration of 
the environment, and the preservation of 
the environment is recognized as a capital 
investment of government our political pro-
cess will continue an empty farce.

W.K.
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A Letter to the President-elect, barack Obama
27 Sherbourne Street North, Apt. 1
Toronto, ON Canada M4W 2T3

9/11/08

Barack Obama
President-Elect of the  
United States of America
Washington, DC

Dear Mr. President-Elect:

I am a Canadian citizen. For the past 20 
I have edited Economic Reform, the publica-
tion of the Committee on Monetary and 
Economic Reform. I am taking the liberty 
of sending you this note because in the pres-
ent plight of your and our credit systems, 
we seem to be unable to get our banks to 
perform their tasks without serious break-
downs, real or threatened. I would like to 
bring to your attention that in 1996 a not 
dissimilar crisis was brought under control 
by a very simple device: introducing accrual 
accountancy where physical investments of 
your government were concerned. Prior to 
January, 1996, when your government built 
a bridge, a building, or a road, its cost was 
carefully amortized over the likely useful 
life – approximately – of the asset, but the 
asset value was completely written off (i.e., 
“depreciated”) in a single year.

However, as of January 1996 accrual ac-
countancy was brought into your books for 
such physical investments, with the results 

showing up for the first time in the Depart-
ment of Commerce figures of January 1996, 
under the heading of “Savings,” which of 
course, they were not since that usually 
refers to cash balances or balances readily 
translatable into cash. Carried back to 1959, 
this brought to light considerably more than 
one trillion dollars of neglected assets with 
dramatic results in bringing your financial 
results into good order.

There is thus successful precedent for 
taking identical steps with your govern-
ment’s vast investments in human capi-
tal. At present these are treated as current 
spending, and thus depreciated in a single 
year.

However, at the end of World War II, 
your government sent hundreds of econo-
mists to Japan and Germany to study the 
extent of the damage and on the basis of 
such studies predict how long it would 
probably take for those defeated powers 
to regain their formidable trade positions 
on world markets. In the 1960s, Theodore 
Schultz, of the University of Chicago, wrote 
a paper noting how wide of the mark their 
predictions had been. This he attributed to 
have written off the human capital invested 
in the education, and health the health, en-
vironment, and social well-being as current 
spending, whereas the very figures showed 
that such human capital is the most produc-

tive investment a government can make. For 
a very few years Schultz was feted, awarded 
the Bank of Sweden’s Nobel Prize for Eco-
nomics, but then, together with his work, 
forgotten.

Now, Mr. President-Elect your govern-
ment, making full use of his great work, 
would put your government in a position to 
keep our financial system and in particular 
our banks full employed dealing with ne-
glected human infrastructure. It would, Mr. 
President, make a keenly needed and equally 
glorious complement to the great achieve-
ment in racial fairness that your election as 
President represents.

Let me point out that corresponding to 
the need to head off what seems an incipi-
ent depression, it would not be necessary 
to complete the complete entry into your 
books of the investments in human capital 
already made. This could be achieved over, 
say, a ten-year period, with enough of these 
neglected assets book to keep ahead of the 
actual reinvestment in physical and human 
capital to head off the menace of a serious 
depression.

I should be prepared to come to Wash-
ington at my own expense with documenta-
tion which, of course, we can begin sending 
by mail.

Most respectfully,
William Krehm

clutched the tail of the one ahead, the whole 
resulting in a tidy chain. It gave you a sense 
of a world properly organized according to 
whatever script you chose.

Somehow that came to mind when I 
read The Globe and Mail story (27/08, “US 
solidifies its ranking as the world’s biggest 
jailer” by Miro Cernetig): “The US has ce-
mented its status as the world’s No. 1 jailer, 
with a record 6.6 million behind bars, on 
probation, or paroled last year.

“These latest statistics published yester-
day by the Department of Justice, mean one 
of every 32 adult Americans is in the penal 
system – six times the incarceration rate in 
Canada.

“The growth of that figure slowed last 
year to 2.6% from an average annual in-
crease of 3.6% over the previous five years.” 
But the US is far from losing the champi-
onship. “Civil liberties groups believe US 
prisons have become a weapon against the 
poor, especially against blacks.

“Blacks represent more than 45% of the 
prison population, even though they com-
prise only 12% of it…. On any given day, 
‘one in nine black men between the age of 
25 and 34 are locked up,’ said Marc Mauer, 
assistant director of the Sentencing Project, 
a Washington-based advocacy group. ‘In 
2001, the US had 1.3 million people in 
prisons, and 631,240 in jails, 3.9 million 
people on probation and another 731,147 
under parole supervision. The US incarcera-
tion rate is five to eight times higher than in 
other democratic nations.’”

Here the first interlacing of the elephant’s 
trunk with his colleague’s tail makes its ap-
pearance: “One consequence for the world’s 
most powerful democracy: about 4 million 
US citizens can no longer vote, because a 
felony conviction means a lifetime ban on 
casting a ballot.

“Mr. Mauer said ‘enough prisoners have 
been stripped of their voting rights to sway 
several key states, most notably Florida 

which President George W. Bush won by a 
few hundred votes in 2000.’

“It wasn’t always so. In the 1950s, the US 
put people in prison at a rate more in line 
with other Western countries. But in the six-
ties, the violent anti-Vietnam War protests 
and President Richard Nixon’s first salvo in 
the war on drugs in 1968 started a trend to-
wards tougher sentencing.” Of course, like 
the interpretation of the elephant chain of 
the arriving circus, there are always a couple 
of juries out on such issues. One has the 
connections that count, the other doesn’t.

“It soon became good politics to imple-
ment harsher sentencing for drug crimes, 
a trail blazed [of all people!] by New York 
Governor Nelson Rockefeller. In 1973 he 
imposed 15-year mandatory sentences for 
possession of small quantities of drugs. 
Policies further hardened in the 1980s and 
1990s, culminating in the so-called three-
strikes law that put people away for a mini-
mum of 25 years if convicted three times on 
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relatively minor felonies.” Second interlac-
ing of trunk and tail.

Some might find these massive statistics 
on the jailed a striking contrast with the 
couple of photos of manacled Wall Street 
high-flyers taken into custody that have 

recently received such prominent play in 
the media. However, it does keep down 
the number of officially unemployed in the 
land.

“In 1980 there were about 40,000 people 
in prison for drug offences; today it’s about 

450,000.
“Experts believe the incarceration rate 

shows no sign of reversing soon, even 
though there has been no major upward 
trend in crime rates.”

William Krehm

Optimism Is a Hardy Weed
Most amazing is the stubborn optimism 

with which traders persisted in raking over 
a wilting market. As recently as 10/12 
(“White House Overhauling Rescue Plan 
for Economy” by Edmund L. Andrews 
and Mark Landler), The New York Times 
reported Mr. Henry M. Paulson Jr. refusing 
to say whether the capital infusion program 
for banks would be bigger than the original 
plan to buy troubled assets. Yet a couple of 
days later Mr. Paulson announced that he 
hoped to make the first capital investments 
within the next two weeks. That would be 
earlier than any government purchases of 
unwanted mortgage-backed securities. One 
reason for Mr. Paulson’s rapid reconsidera-
tion was that global financial markets have 
been going downhill faster than anyone had 
seen before.

“Credit markets seized up and all but 
stopped functioning, making it impossible 
for most companies to borrow on more than 
an overnight basis. Investors panicked as 
the House initially rejected the bailout bill 
on Sept. 29. They panicked even more after 
Congress passed a bill on Oct. 3 that was 
packed with sweeteners that added $110 
billion to the price tag.

“By the closing bell last Friday, the Stan-
dard & Poor’s 500-stock index had suffered 
its worst week since 1933. A growing num-
ber of analysts argue that what Mr. Paulson 
originally called the Troubled Assets Relief 
Program would have been unhelpful and 
possibly unworkable.

“As envisioned the Treasury or its agents 
would hold so-called ‘reverse auctions’ in 
which financial institutions are invited to 
compete against each other in offering to 
sell their mortgage-backed securities at a 
low price.

“Though auctions are common for all 
sorts of products, experts said that mort-
gage-backed securities would pose difficult 
headaches because they are extraordinarily 
complex, difficult to value, and come in 
almost limitless variety.

“Investors panicked as the House ini-
tially rejected the bailout bill on Sept. 29. 

They panicked even more after Congress 
passed a bill on Oct. 3 that was packed with 
sweeteners that added $110 million to the 
price tag.

“By the closing bell last Friday, the Stan-
dard & Poor’s 500-stock index had suf-
fered its worst week since 1933. A growing 
number of analysts argue that Mr. Paulson’s 
original plan, called the Troubled Assets 
Relief Program, would have been unhelpful 
and possibly unworkable. Some noted that 
Mr. Paulson presented to Congress a pro-
posal that was only three pages long and that 
Treasury officials have yet to provide details 
how the auctions will work.

“As envisioned, the Treasury or its agents 
would hold so-called ‘reverse auctions’ in 
which financial institutions are invited to 
compete against each other in offering to 
sell their mortgage-backed securities at a 
low price.

“Though auctions are common for all 
sorts of products, including electricity that 
utilities sell one another, experts said that 
mortgage-backed securities would pose dif-
ficult headaches because they are extraordi-
narily complex, difficult to value and come 
in almost limitless varieties.”

A Hardy Weed Chopped Up

“The bonds for a single pool of mort-
gages are divided into more than a dozen 
‘tranches,’ or slices, which have different se-
niority, different credit ratings and different 
rules for being paid off. The performance 
of the underlying mortgages varies greatly 
from one pool to another, even if both pools 
are made up of seemingly similar loans.

“‘I am not aware that the Treasury De-
partment presented any evidence on auc-
tions that have been successful when they 
are used for assets that are so heteroge-
neous,’ said William Poole, who retired in 
August as president of the Federal Reserve 
Bank of St. Louis.

“Because Fannie Mae and Freddie Mac, 
the mortgage giants, buy and sell mortgage 
securities every day, they could absorb some 
of the hard-to-sell securities without going 

through the untested auction process.
“The Federal Housing Finance Agency, 

which last month seized the companies and 
placed them into a conservatorship, lifted 
capital restrictions on them last week and 
effectively gave them a green light to buy 
more mortgages of all types, including those 
backed by subprime loans given to borrow-
ers with weak credit.

“The companies have a lot of money: 
Congress authorized Treasury to lend them 
as much as $100 billion each as part of the 
rescue plan created for them. That could 
free up money in the separate $700 billion 
bailout plan for injecting capital directly 
the banks…. People familiar with the early 
planning efforts for a systemic bailout said 
that it would be easier and more efficient to 
inject capital directly into the banks because 
they were ideologically opposed to direct 
government involvement in business.

“‘The crisis in confidence goes way be-
yond the actual losses that will be incurred 
from debt securities,’ Mickey Levy, chief 
economist for Bank of America said in an 
interview on Friday. ‘It is truly incumbent 
on policy makers to address that crisis.’

“Treasury officials began canvassing 
banks and investment firms about the pos-
sibility of having the government buy stakes 
in them. The new bailout law gave the 
Treasury the authority to buy up almost any 
kind of asset it wanted, including stock or 
preferred shares in banks.

“Industry executives quickly told Mr. 
Paulson that they liked the idea, though 
they warned that the Treasury should not 
try to squeeze out existing shareholders. 
They also begged Mr. Paulson not to im-
pose tough restrictions on executive pay and 
golden-parachute deals for executives who 
are fired.”

In his remarks on Friday Mr. Paulson 
noted that the government would acquire 
only “non-voting” shares in companies. 
Of course, the question remains where the 
government will obtain the money for fund-
ing the acquisition of the available stock. 

Continued on page 20
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The Fed Sorts Things Out a bit
Through all the tsunamis of confusion 

that the near-collapse of the world’s basic 
monetary system, an odd glimmer of light 
is blinking through. The confusion begins 
from the detail that abusive debt is the vil-
lain, multiplied by jungles of derivatives. At 
the same time debt – of the central bank 
and/or the Treasury is also the legal tender 
of all developed and developing lands. You 
cannot go trading legal tender – i.e., central 
government debt for dubious gambling 
debts or badly timed automobile company 
obligations without getting into greater 
trouble than what is already overwhelming 
the world.

It is with some relief that we find some-
one in the upper echelons of the US central 
bank that is staying true to an open formula-
tion of this distinction.

Thus in The Wall Street Journal (11/13, 
“Fed’s Kohn Wary of Industry Aid” by 
Sudeep Reddy) we read: “The Federal Re-
serve may need to take more steps to relieve 
strained credit markets, a top central-bank 
official said Wednesday, while pushing back 
against the idea of Fed aid for specific in-
dustries.

“In a speech in Luxembourg Fed Vice 
Chairman Donald Kohn said ‘central banks 
should distance themselves from decisions 
about the allocation of credit among private 
parties’ except in extreme cases when finan-
cial markets break down and ‘systemic risk 
reaches unacceptable levels.’

“The comments came as law-makers 
stepped up calls to support the ailing auto 
sector. Fed officials have resisted suggestions 
that the central bank lend directly to auto 

makers, indicating that Congress and the 
Treasury should be responsible for chan-
neling credit to specific firms or industries. 
Still, the Fed has expanded its reach in the 
past year to the securities and insurance 
industries amid concerns about broader 
financial stability.

“In his speech Mr. Kohn said some spe-
cial landing facilities, such as a program for 
the commercial paper market, are clearly 
emergency operations only and would be 
wound down. Some of the Fed’s temporary 
lending programs such as currency swaps 
with other central banks and auctions for 
credit at the Fed’s discount window, might 
become permanent, he said.

“The Fed could develop more lending 
programs, Mr. Kohn indicated. ‘Although 
we have seen signs of improvement, finan-
cial market functioning remains impaired 
in many ways, and we will need to continue 
to consider whether additional steps are 
needed to reopen credit flows and supports 

The Old World is being Pulled Apart, 
but Will the Next Version Prove better?

I have held the view that even our great-
est social reformers have unawarely been 
deeply influenced by the new technologies 
of their day. Thus I have related Karl Marx’s 
views of society’s pilgrimage to the great 
railway-building age that he grew up in: the 
lines of progress with stops at preordained 
intervals leading up to the grand climax in 
which all passengers leave the train at the 
great terminal – socialism – with joy on 
their faces. Or as my late friend Marshall 
MacLuhan summed up in four immortal 
words: “the medium is the message.”

To these seditious developments, e-blogs 
advancing and pushing the printed press 
off its rusty throne certainly contribute. To 
the version of the White House having or-
ganized the Twin Towers job on their own, 
and it is charged that version as true and 
implies that those who cast doubt on any-
thing so obvious are conventional cowards 
or worse. To uncover the real suppressed 
facts of financial scandal or the suppressed 
teaching of the works of great economists in 
our universities. To catch and credit newly 
created myths on the fly actually provides an 
easy substitute that society has need of to get 
out its economic mess.

Thus The New York Times (8/11) publish-
es an editorial, “Money Really is Fungible,” 
that illustrates what a bit of preliminary lit-

eracy in the field would achieve in bringing 
a necessary knowledge of suppressed histori-
cal criticism. I remember some twenty years 
ago when I used the term “fungible” to 
describe the exact equivalent of all units of a 
given currency, a critic felt that I was postur-
ing with fancy words. I am happy that it has 
entered common parlance, because it is one 
of the qualities that characterize legal tender 
from the sub-prime substitutes that are our 
economy is being buried in.

I quote from this Times editorial: “Just 
weeks after the Treasury Department gave 
nine of the nation’s top banks $125 bil-
lion in taxpayer dollars to save them from 
unprecedented calamity, banks are salting 
money away in billionaire bonus pools to 
reward themselves for their performance.

“Outraged? The bankers (who didn’t 
anticipate the subprime crisis) were ready 
for that. So they are assuring everyone that 
this self-directed largess won’t be paid with 
the same dollars they got from the taxpayers. 
They’ll use other ones.

“What we want to know is will they be 
marking the bills so they can be sure which 
is which?

“Meanwhile, other ways should be ex-
plored to recover undue reward, New York’s 
attorney general, Andrew Cuomo, sent 
a letter last week to all of the banks that 

got money from the Treasury Department 
asking for information about their bonus 
pools. He already has used laws on fraudu-
lent payments to convince the American 
International Group, the insurance giant, to 
suspend some bonuses.

“Banks cannot simply do away with all 
bonuses for past performances. Many are 
cooked into contractual agreements.” 

“This isn’t just an issue of fairness; it’s 
sound business practice. It is about temper-
ing bankers’ intemperate appetite for risk, 
which has led this country into the most 
desperate financial crisis since the 1930s.”

Unfortunately that leaves the really major 
elements that are missing for the restoration 
of world banks to socially useful institutions. 
That would require the restoration of the 
Glass-Steagall legislation introduced under 
Roosevelt that barred banks from acquiring 
interests in the “other financial pillars” – 
stock brokerage, insurance, and mortgage 
firms. These are at the heart of the current 
plights in the US and internationally.

It is a knowledge of history. Obama may 
be wise and gifted, but unless he lets light 
into what has been suppressed from our 
law books, and our universities, there is no 
way in which succor can be brought to this 
stricken planet.

William Krehm



www.comer.org December 2008 Economic Reform | 19

the economy,’ he said.
“In remarks about productivity and in-

novation in the financial sector, Mr. Kohn 
acknowledged the Fed’s shortcomings in 
understanding the effects of the financial 
turmoil, but he indicated the faults are 
broadly shared.

“Both lenders and borrowers ‘badly mis-
understood risks,’ and those views became 
embedded in financial instruments, Mr. 
Kohn said. A quarter century of strong 
economic performance – as long period of 
growth and no low inflation, punctuated 
by a few mild recessions – helped create the 
assumption that house prices would only go 
up, problems servicing debt would be short-
lived and financial markets would always 
be liquid, he said. ‘Complacency, in turn, 
contributed to the unwillingness of many 
financial-market participants to enhance 
their risk-management systems sufficiently 
to take full account of the new – perhaps 
unknown – risks they were taking on.’

“Though policy-makers during the fi-
nancial boom worried about overpricing of 
houses and underpricing of risk, he said, ‘we 
were only partly successful in identifying 
the circumstances and channels that have 
seemed to trigger the most distress.’

“The remarks came as government offi-
cials re-evaluate their approach to the credit 
market turmoil. Wednesday Treasury Sec-
retary Henry Paulson announced he would 
alter plans for a $700 billion financial sector 
rescue to consider new approaches to sup-
port consumers’ access to credit. At the same 
time, the Fed joined with other regulators 
in leaning on banks to maintain lending in 
providing guidance on their dividend poli-
cies and management compensation.

“‘Banking organizations should strive to 
maintain healthy credit relationships with 
businesses, consumers, and other credit-
worthy borrowers to enhance their own 
financial well-being as well as to promote as 
sound economy,’ the Fed said in a statement 
with the bank regulators.

“The bank regulators also said bank 
supervisors would be aware that tightening 
credit could worsen the economic downturn 
and that they would encourage the practice 
of ‘economically viable and appropriate 
lending activities.’”

Particularly notable is the statement 
“central banks should distance themselves 
from decisions about the allocation of credit 
among private parties’ except in extreme 
cases when financial markets break down 
and ‘systemic risk reaches unacceptable 
levels.’”

Keeping the Country’s Legal 
tender Unsoiled

In other words he is saying that the Fed 
will in normal times handle government 
debt as though it were legal tender, and not 
confuse it with government credit to private 
corporations which must be considered a 
strictly emergency measure. Failing that 
ever-present distinction, you will have the 
legal tender of the land degenerate into yet 
another dirt-trick box that has led the world 
into the current crisis.

Having clarified the official position on 
what the central bank can and must not do 
in order to prevent our currency become 
subprime, we can extend the discussion and 

once again emphasize the need to introduce 
double-entry accountancy in handling the 
governments investments in human capi-
tal, just as the US did to get out of a crisis 
in 1996, and Canada finally did in 2002, 
without acknowledging publicly what was 
involved. This will give both the US and the 
Canadian government such a vast backlog 
of assets at present ignored, that they will 
be able to extend such human investments 
– education, health, environment, as well 
as physical ones to head off the depression 
that is closing in on us internationally. But 
that we enlarge upon elsewhere in this and 
previous issues of ER.

William Krehm

A closer Look into Social 
Investment in Human capital

The New York Times (5/12, “Many Chil-
dren Lack Stability Long After Storm” by 
Shaila Dewan) enlarges on some of the 
basic hidden problems of investment in hu-
man capital in these difficult times: “Baton 
Rouge, LA – Last January, at the age of 15, 
Jermaine Howard stopped going to school. 
Attendance seemed pointless: Jermaine liv-
ing with his father and brother in the evacu-
ee trailer part known as Renaissance Village 
since Hurricane Katrina in 2005, had not 
managed to earn a single credit in more than 
two years.

“Not that anyone took much notice. 
After Jermaine flunked out of seventh grade, 
the East Baton Rouge School District al-
lowed him to skip eighth grade altogether 
and begin high school. After three semesters 
of erratic school attendance, he left Baton 
Rouge in early spring of this year and moved 
in with another family in a suburb of New 
Orleans, where he found a job with Dairy 
Queen.

“A shy, artistic boy with a new mustache, 
Jermaine is one of tens of thousands of 
youngster who lost not all of their belong-
ing to Hurricane Katrina, but a chunk of 
Childhood itself.

“After more than three years of nomadic 
uncertainty, many of the children of Hur-
ricane Katrina are behind in school, acting 
out and suffering from extraordinarily high 
rates of illness and mental health problems. 
Their parents, many still anxious or de-
pressed themselves, are struggling to keep 
the lights on and the refrigerator stocked.

“For others, like Roy Hilton, who stands 
a head taller than his third-grade classmates, 

recovery may lie in the neighorhood school 
near the New Orleans duplex where his 
family has finally found a home.

“The families profiled in this series were 
among the last to leave Renaissance Village 
when the Federal Emergency Management 
Agency closed it in May. The government 
was trying to nudge the poorest, least-ed-
ucated and sickest evacuees towards self-
sufficiency – or at least toward agencies 
other than FEMA.

“More than 30,000 former trailer resi-
dents landed in apartments paid for by the 
federal government until March 2009, a 
small portion are in the hands of private 
charities or paid for by the federal govern-
ment until March 2009, a small fraction are 
in the hands of private charities or govern-
ment housing programs for the disabled, 
and thousands more simply traded in their 
trailers for other temporary quarters. Case 
managers promised by FEMA to help these 
families find permanent homes have yet to 
start work in Louisiana.

“Many of the adults are at least partly 
victims of their own poor choices. But the 
children are another matter. For them the 
experts prescribe the one thing that has been 
hardest to obtain: stability. Their parents 
sometimes work against that goal.

“Jermaine’s father, Joseph Griffin, had 
trouble holding on to steady work and said 
he didn’t see much value in his son attend-
ing school this semester because he had 
missed so much class. ‘If he doesn’t get no 
credits for it, what sense does it make for 
to sit up in there? I was going to try to get 
him a job.’
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On reinforced Fiction in banking
We have enough bizarre encounters of 

fact and fiction in our home-grown banking 
system, powers that enabled our govern-
ments to cope and eventually get out of the 
Great Depression. Things that should have 
been remembered have been forgotten and 
matters that have been forgotten that have 
ended up in control of our banking system. 
And if that can happen within a democracy, 
imagine what can happen in countries that 
have been under either direct dictatorial re-
gimes, or even their next-door neighbors.

That is why the experiences of tiny Lat-
via, that for decades was part of the Soviet 
empire provides a colorful instance of how 
banking and democracy in the variety of 
surprising ways in which fact and fiction 
that can come together in defining banking 
in a period of troubled times.

The Wall Street Journal (12/01, “How to 
Combat a Banking Crisis. First, Round up 
the Pessimists” by Andrew Higgins paints a 
picturesque case in point): “Riga, Latvia – 
Hammered by economic woe, this former 
Soviet republic recently took a novel step 
to contain the crisis. Its counterespionage 
agency busted an economist for being too 
downbeat.

“‘All I did was say what everyone knows,’ 
says Dmitrijs Smirnovs, a 32-year-old uni-
versity lecturer detained by Latvia’s Security 
Police. The force is responsible for hunting 
down spies, terrorists and other threats to 
this Baltic nation of 2.3 million people and 
26 banks.

“Now free after two days of questioning, 
Mr. Smirnovs hasn’t been charged, but he is 
still under investigation for bad-mouthing 
the stability of Latvia’s banks and the na-
tional currency, the lat. Investigators regard 
him of spreading ‘untruthful information.’ 
They’ve ordered him not to leave the coun-
try and seized his computer.

“Finance is a highly touchy subject in 
Latvia, one that the state tries, with unusual 
zeal, to shield from loose tongues. It is a 

criminal offense here to spread ‘untrue data 
or information’ about the country’s finan-
cial system. Undermining it is outlawed as 
subversion.

“So, when the global financial system be-
gan to buckle this autumn, Latvia’s Security 
Police mobilized to combat destabilizing 
chatter about banks and exchange rates. 
Agents directed their attention to Internet 
chat rooms, newspaper articles cell phone 
text messages and even rock concerts.

“Just one problem: much of the specula-
tive buzz now turns out to ring true.

“After insisting its banking sector was 
healthy, Latvia last month took over the 
largest locally owned bank, Parex, to save it 
from collapse. After denying it needed aid 
from the International Monetary Fund, the 
government is now in talks with the IMF.

“Finance Ministry officials acknowledge 
that secret police won’t save the country 
from economic crises. But they do believe 
Security Police Vigilance makes the public 
think twice before spreading uninformed 
gossip about banks.

“Mr. Smirnovs says he will certainly be 
‘more careful’ about voicing his opinions 
in future. But he scoffs at the use of secu-
rity agents ‘as a medicine that only makes 
people more worried.’ Until his detentions, 
his bleak view was known only to his stu-
dents and readers of small newspapers in his 
hometown of Ventspils.

“‘Now everybody knows who I am and 
what I think,’ he says. The ingredients of 
Latvia’s troubles are much the same as else-
where: a credit crisis, a slump in property 
prices and a severe economic slowdown. But 
in a tiny nation long wary of big neighbors, 
primarily Russia, but also Sweden, econom-
ic woes are never just about money.

“‘It is regarded unpatriotic to criticize,’ 
says Alf Vanags, director of the Baltic In-
ternational Centre for Economic Political 
Studies.

W.K.

“Forty-two percent of the children, who 
lived in trailers laced with dangerous levels 
of formaldehyde, had allergic rhinitis or 
an upper respiratory infection, the study 
found.

“More than half of those ages 6 to 11 had 
a behavior or learning problem, yet in the 
East Baton Rouge School District children 
can wait for as low as two years to be tested 
for learning disabilities….

“The key to giving these children a fu-
ture, doctors and educators have long said, 
is providing them with a sense of stability 
– a home that seems permanent, a school 
where they can put down roots.

“After months of looking, Laura Hilton, 
who is functionally illiterate, finally found 
an apartment in New Orleans for her and 
her two sons, George, 17, and Roy, 11, that 
was within walking distance of Roy’s school. 
Laura’s husband was murdered in New 
Orleans after the storm, and at the trailer 
park the Hilton children attended school 
only fitfully. Roy was known for being both 
endearing and utterly ungovernable.

“Now Roy, who is at least three grades 
behind and needs special education, tutor-
ing and counseling, can hardly be persuaded 
to leave school when the last bell rings. He 
helps teachers on their work days and shows 
up for Saturday detention even when he has 
not misbehaved. He fights less, and recently 

volunteered to sit in the principal’s office at 
recess to keep from getting into trouble. and 
losing his field-trip privileges.

“Roy has received special attention from 
a male role model, Edward Williams, the 
football coach at Johnson. On a recent 
morning, Mr. Williams went into Roy’s 
classroom to find him sulking at his desk 
while the other children practiced a dance 

routine.
“Drawing Roy aside, Mr. Williams told 

him: ‘You got to get up and move around. 
You got to try.’

“Moments later Roy was dancing.”
That is certainly putting the most re-

warding investment a government can make 
on short rations.

W.K.

Borrow them from the banks? Obviously 
that would not make sense for a variety of 
reasons. But in this context the introduction 
in the booking of the investments of the 
government in human capital would serve 
an additional purpose. The net positive bal-
ance on the government books as a result of 
the progressive booking of the investment 
in human capital and infrastructure would 
provide excellent security for the financing 
of a reasonable amount of the salvage proj-
ect being planned.

William Krehm

Optimism from page 17

Orders for Meltdown 
Volume 3 can be 
placed now at an 
advanced price 

of $20.
(Postage in North America 

at $12 maximum.)


