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Keynes: 

“Look after … unemployment, and 
the Budget will look after itself.” 
 

(Radio broadcast with J. C. Stamp, 1933) 

 

 

 
(W. R. Garside, British Unemployment 1919-1939 (1990: 347) 



 Policies undertaken by governments during periods of 
recession designed to reduce their expenditure 

 Carried out in generally two ways 
1. Cutting fiscal spending 

2. Increasing taxes 

 Objective: reduce debt-to-GDP ratio 

 The inevitable consequence of initiating an austerity 
program in a deflationary situation is an increase in 
unemployment 

 Monetary policy, manipulating interest rates, is useless 
in reducing the effects of austerity (  unemployment); 
only some sort of fiscal policy will work (i.e., not (1 or 2)) 



Emily Skarbeck, http://www.macrotrends.net/1381/debt-to-gdp-ratio-historical-chart,  

14 Jan 2012 
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Not according to this graph based on data from the 
IMF and the OECD (collated June 2014 by the CEPR) 

 







 Rational economic person – assumes full knowledge 
on the part of the person engaged in the exchange; 

 Efficient market hypothesis; 

 Ergodic axiom – markets predetermine subsequent 
optimal solutions, thereby rendering government 
intervention suboptimal if not dangerous. 

 Distinctions made by Frank Knight & Keynes, that 
of Risk & Uncertainty, render the above otiose: 

 Epistemic Uncertainty: allows risk analyses (Knight) 

 Ontological Uncertainty: no risk analysis possible (Keynes) 

Not one of the first three ‘assumptions’ is true.  But they 
underwrite current austerity programs. 



 This means that there is no alternative to the 
neoclassical paradigm which is informing the 
austerity policies that many, though not all, gov-
ernments are foisting upon their populations. 

 Fundamentally, it is an attack by the very rich on 
the not so rich. Which means that we are once 
again in a class war, but not the kind that Marx 
saw, between industrial capitalists and workers. 

 Ours is between the 1%, or the .1%, and the rest. 



Economist 

Macroeconomic Policy & the Future of 
Capitalism: The Revenge of the Ren-
tiers & the Threat to Prosperity  
(1996) 

Historian RIP 

The Revolt of the Elites & 
the Betrayal of Democracy 
(1996) 

Christopher Lasch John Smithin 



Neoclassical paradigm’s principal evangelists 

 

 

 

 

 
 

They had lots of critics, but, in the end, they prevailed 

George Stigler Milton Friedman F A Hayek Paul Samuelson 



(From Saez & Zucman at http://gabriel-zucman.eu/files/SaezZucman2014Slides.pdf) 



Jordan Weisman, Shocking Rise of Wealth Inequality, Slate, 2 April 2014 



http://www.theguardian.com/money/2013/may/21/british-household-1m-assets 
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 Public debt = what the government owes its creditors 

 Private debt = what members of the public, incl. firms, 
owe their creditors 

 

 The debtors & their creditors: 
 

 Public/government: primary creditor = the public as a collec-
tive, as exemplified by the so-called US national debt clock 

 Private/individual: creditors = everyone to whom you, the indi-
vidual person or firm, owe money, which includes the govern-
ment 
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       GDP vs DB Private Debt 

  2.74T        9.6T 54.7T 

Adapted from Durden, Zero Hedge,  

28 April 2014 

Deutsche Bank’s debt is so large it 
can never be paid off. It is almost 20 
times Germany’s GDP. And this is only 
one bank. There are many more banks 
in this situation. What brought them 
to this pass? The use of complex 
derivatives, what Warren Buffett has 
called “weapons of mass financial 
destruction”. Without German gov-
ernment support, DB would go under 
in a day. A reason it isn’t being wound 
up is to protect its investors, many of 
whom are from the European elite. 
 

This is an example of a private debt 
crisis, not a public debt crisis, which 
is what has been touted by both 
politicians and pundits. The present 
financial crisis has never been about a 
crisis of public financing. 



DB account managers 



Kwak, Worse than We Imagined, Baseline Scenario, 6 June 2014 



A number of the assumptions presupposed by, and used in, this set of formulas are 
empirically false.  According to Haug and Taleb (2009), this approach is not original 
with BSM.  They derived it from Bachelier and from Thorp but removed what was 
valuable in the work of their predecessors – they turned what was imperfect though 
reasonable into something useless. (Wilmott tells a slightly different story.) 

N(x) = 
 

 

 

 

 

 

 

 

 

Gives holder the right to buy  an asset in the 
future at an agreed price – the Strike price 

Gives holder the right to sell an asset in the 
future at an agreed price 





Object Domain 

Simple Payoffs 
 

(Stocks; Bonds; 401k; ISA) 

“Mediocristan” 

Complex Payoffs 
 

(Simple & Complex Derivatives) 

“Extremistan” 

Probability 
Distributions 

Thin-tailed 
probability 
distributions 
(e.g., Normal/Gaussian, 
Poisson, Binomial, 
Bernoulli) 

Extremely robust to 
Black Swans 

Quite robust to  
Black Swans 

Thick-tailed 
probability 
distributions 
(e.g., Mandelbrot, 
Cauchy-Lorentzian, 
Gumbel, Laplace) 

Quite robust to 
Black Swans 

Limits of Statistics: 
Hazardous fragility  
re Black Swans 

(Adapted from Taleb, ‘The Fourth Quadrant: A Map of the Limits of Statistics’, Edge (2008)) 

The Red Cell: 
Where we are now! 
[Probability Distribution: Unknown; 
Risk Assessment: Impossible] 



Outcome Assessment Likelihoods 
‘Extremistan’ 

Prob. Dist.: Known 
Risk Assess.: Possible 

Prob. Dist.: Uncertain 
to Unknown 

Risk Assess.: Unknown 
to Impossible 

Thick-tailed 
probability 
distributions 
 
(e.g., Gumbel, 
Mandelbrot, 
Cauchy-
Lorentzian, 
Laplace) 
 

Epistemic stance: 
Awkward 

Knightian Uncertainty: 
Epistemic sit. known 
but tricky; risk calc. 
poss. but debatable 

Knightian Uncertainty  
Keynesian Uncertainty: 
Epistemic sit. uncertain; 
risk calc. difficult to 
assess* 

Epistemic stance: 
Precarious 

Knightian Uncertainty: 
Epistemic sit. proble-
matic; risk calc. ques-
tionable 

Limits of Knowledge: 
 

Keynesian Uncertainty: 
Ignorance rules; no 
known prob. dist.; risk 
calc. impossible 

The Red Quadrant: 
Which cell are we in? 
 

[Probability Distribution: Known 
to Uncertain to Unknown; 
Risk Assessment: Difficult to  
Questionable to Impossible] 

© June 2014 L Brownstein *Whether to do, or if done what it means. 



 Not in the slightest 

 Because households and firms do not issue their own 
currency, they have to work to a budget 

 Because governments are the monopoly issuers of the 
sole legitimate currency, they do not have to work to a 
budget, although there are real-world constraints on 
what they can do 

 An individual state, or country, within a federal sys-
tem is more like a household than its own federal gov-
ernment 

Keynes: “Look after … unemployment and the budget will 
look after itself.” (Radio broadcast with Stamp, 1933) 



Federal system consisting of central government, 
including central bank; reasonably well designed. 
All the separate states are tied together by a 
single currency, the dollar ($).  Individual US 
states are comparable to Eurozone countries. 

Fed system consisting of a 
conglomeration of separate 
countries, some of which are 
tied together by a single 
currency, the Euro (€). 

 No! 



Sal introduces an essential distinction, dif-
ferent definitions of “money”; M0 = the 
amount of gold in the bank, & M1 = the 
amount of deposits. And, lo & behold, M0 < 
M1. I.e., 1000 gold pieces (orig. income) < 
2710 in deposits (putative effect of multiplier). 

Sal quite explicitly distinguishes between 
money and wealth. Although he isn’t en-
tirely clear, money, the gold, appears to 
be a unit of account, while wealth, the 
apples, something physical, not unlike the 
conception Piketty appears to have of 
wealth. (James Galbraith, in a review of 
Piketty’s book, Capital in the 21st Cent-
ury, takes issue with this view.) 

* * * * 
 

Upshot: Wealth is growing faster than 
money or, equivalently, income (economy). 

M0 

Sal’s equity 

Farmers’ deposits 

Bank Liabilities Bank Assets 

Farmers’ income 



 Deposits do not create lending (std. narrative) 

 Borrowing creates deposits and thereby spending 

 Before you can spend, you need to borrow 

 Otherwise, where will the money come from? 
 

 Government is the first spender, as well as the 
spender of last resort, and, in addition, it is the 
employer of last resort (ELR) (or JGer) 

 The central bank is the first lender, as well as the 
lender of last resort 



Taxes 



 In 1933 it was freely prophesied that Italy could not invade 
Ethiopia. She had no credit abroad and almost no gold. The 
effort would bankrupt her. Italy went ahead, conquered Ethi-
opia, and emerged without financial collapse. 

 Where did the money come from? 

 Hitler took over a Germany which was technically bankrupt. It 
had defaulted on its foreign obligations. When he proposed to 
build a powerful army, together with all kinds of grandiose 
public works, he was laughed at in London and New York. 
Germany was insolvent, and the whole idea was preposterous. 
The nations of Europe which have trembled under the thunder 
of Panzer divisions knew that Hitler built even more terribly 
than he promised. 

 Where did the money come from? 
 

(From Stuart Chase, Where’s the Money Coming From?  (1946) 

 

  



 Loans create deposits – this is how banks effectively 
create money 

 Government puts money into circulation by spending, 
& by backing up loans created by banks 

 Government, being the sole sovereign issuer of the 
legitimate currency, must be the first spender 

 Government primarily controls the creation & distri-
bution of money through taxation 

 Contemporary governments can’t really go bankrupt, 
so their promissory notes are always good, although 
their value can fluctuate over time 





 Money is not a commodity (as prev. noted) 

 Money is nothing more than what I call a legally binding 
promissory note (what Wray & others term an IOU) 

 Actual bills and coins function as token credits (tokens of 
their type) 

 Labor-value was exchanged for money &, since labor was a 
commodity, so must money be ( a commodity exchange) 

 Commodification of labor-value and money is inconsistent 
with Marx’s theory of capital as a social relation 

 If Marx’s theory of capital as a social relation is deemed 
to be true, Marx’s labor theory of value and his view of 
money as a commodity can’t both be true; though both can 
be false 



 Initial position: you have just created a gov’t with a 
legislature, a judiciary, an executive, and a treasury. 
Plus a central bank. There is an  amount of money. 

 Only the government treasury or the central bank is 
allowed to create or “print” money. 

 Question: how does anyone else obtain any money? 

 Answer: by the government spending it initially. 

 The money then circulates & recirculates in both the 
private and public sectors. 

 Money does not originate in the private sector in the 
economy we actually have. Government supplies it. 



 Why does the government need to tax at all? The obvious 
answer, likely to be a superficial one, is that taxes provide 
the revenue which the government needs in order to pay 
its bills. 

 The necessity for a government to tax in order to 
maintain both its independence and its solvency is true for 
state and local governments, but it is not true for a 
national government. 

(Adapted from Ruml, American Affairs, Jan. 1946; article based 

on a speech given in 1945, generally ignored at the time.) 

Chairman, Federal Reserve Bank of New York, 1941-1946  



 Taxes don’t pay for anything, as noted by Ruml: 

 They do NOT underwrite government expenditure, so the 

         use of the term “taxpayer” re  public spending is incorrect  

 If taxes don’t pay for anything, what are they for?: 
 Legitimate the denominated currency, inconvertible into any 

commodity for tax purposes ( money is not a commodity): 
    Because taxes can only be paid in the denominated currency,       
    citizens and residents are forced to use it (not pigs, cows, or grain)    

 Direct or regulate private spending (e.g., reduce aggregate demand) 

 Accommodate equitable wealth redistribution (doesn’t really work) 
 

 In short, taxes initiate and drive the monetary circuit  
(cf. A. Graziani, “The Theory of the Monetary Circuit”, Economies et Societes (1990)) 



Where do taxes go? Well, actually, nowhere. 

They do not  reenter the economic circuit. MCycle 



As of 5 June 2014 

Who is this debt owed to?  
The only possible debtor is the US public itself. 

The US government owes its general public $17.5T. 

Note that federal spending is > federal tax revenue.  
Another nail in the coffin of the view that taxes underwrite government spending? 

 

NB: Federal Spending – Federal Tax Revenue ≈ Federal Budget Deficit 



PS = private sector;  FG = Federal Gov’t = public sector; 
Alternatively, (S-I ) = (G-T). The sectors are in balance. 

 

S = Private savings; I = Private investment 
G = Government expenditure; T = Tax receipts 

Simple ex. Balanced (Gov’t) Budget: one where G = T. 

Adapted from Kelton, “What Happens When the Government Tightens Its Belt?”, New Economic Perspectives, May 2011 

FG 
PS 

S- I G-T 



Y =df C + I + G =df C + S + T, where: 

 

 Y = GDP = National Income (Gross Domestic Product) 

 C = Aggregate Consumption Expenditure 

 I = Aggregate Private Investment Expenditure 

 G = Aggregate Government Expenditure 

 S = Private Savings 

 T = Tax payments 

General 

Public 

Gov’t 

G < T 

S < I 

Surplus 

Deficit 



Y =df (C + I + G) =df (C + S + T) (by definition, with Y standing for GDP). 
 

By identity & elementary algebra, (C + I + G) = (C + S + T);     I + G = S + T; which yields    
 

S - I = G - T, where (S-I) = private sector & (G-T) = public sector, incl. gov’t. 
 

S=I, private finances in balance; S < I, in deficit, S > I, in surplus. 
 

G=T, gov’t finances in balance; G > T in deficit, G < T, in surplus. 
 
[Or, more inclusively with the so-called Capital Accounts aka foreign sector, (X – M), added, 
 

S – I = (G – T) + (X – M), with X = exports & M = imports on the gov’t side of the ledger (next slide)] 

G > T 

S > I 
Private 

Sector 

Public 

Sector 

Surplus 

Deficit 

[Note the differences of < & >.] 







― Domestic Private Surplus/Deficit 

― Government Surplus/Deficit 



Lambert  Strether, MMT on a Postcard, Naked Capitalism, 29 May 2014 
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 Some additional technicalities 
 Logic of policy testing 

 Financial sector fraud examples 

 US Job Market not back to normal, i.e., pre-crash levels 

 Roosevelt’s fiscal stimuli: they pass Mill’s test 



H: Policy P will lead to desired results R – if P, then R 
 

 Can falsify claimed efficacy of P by not observing R 
1. Implement policy P 

2. Do not observe R within a reasonable time frame (not-R) 

3. Conclude not-P (I.e., P ineffective) 
  [This is a valid inference: ((if P then R) & not-R, therefore not-P)] 

 

 Can NOT ‘verify’ efficacy of P solely from observing R 
1. Implement policy P 

2. Observe R within a reasonable time frame 

3. Can’t conclude P is effective based on 2 – fallacious to do so 
  [Fallacy of Affirming the Consequent – committed by Mervyn          

King in 3/2009  (‘(if P then R) & R, therefore P’ is a fallacious inference)] 



 Logical testing of a hypothesis is more complicated 
than previously shown 

 Along with Policy P comes a host of other assump-
tions, many unstated 

 So, the test effectively becomes a test of P + A1 + 
A2 + … + An 

 If the result of the policy, R, is not observed, any 
of the assumptions, besides P, could be responsible 

 Try to rule them out ahead of time, if possible 





 Proctor & Gamble – Banker’s Trust Case, 22 Nov. 1993 
 The Deal: Five-year swap on a notional $200 million 

 The Derivatives Formula: 

 

 The Table - Yield Changes 
(note loss magnitudes): 

 

 The Graph (non-Gaussian): 

(From P. Wilmott, “The Use, Misuse and Abuse of Mathematics in Finance”, MS (2002).) 

 ‘Best’ outcome: +$7.5 million 
 

 ‘Expected’ outcome: -$8.7 million 
 

 Actual outcome: -$200 million 



 Japanese securities ‘fraud’ – Morgan Stanley case, 1990s 
 The Goal: Realize billions of dollars in ‘fake’ profits 

 The Hitch: Need to be ‘invisible’ 

 The Loophole: Get Out of Jail Free card provided by DPG, 
Morgan Stanley Derivative Products Group 

 The Complex Derivative, the PERLS: Principal redemption value 
depends on the difference in 1 yr between a given currency, c, 
& a “basket” of other currencies. If, at the time of redemp-
tion, c & basket have changed by equal amounts, buyer wins; 
otherwise, buyer loses. [Likelihood of winning?  Nil.] 

 Bonus for DPG: Fee overcharging (in the millions, $4m for 
one transaction alone) 

Based on  F. Partnoy, F.I.A.S.C.O. (1998). 

“[D]erivatives are a financial weapon of mass destruction.” – Warren Buffett, Annual 

Report, Berkshire Hathaway (2002). 

“If you don’t know who the sucker is, it is you.” – Warren Buffett  



Business Insider, 6 June 2014 


