PATHWAY TO SUSTAINABLE DEBT

By Lowell Manning: manning@kapiti.co.nz Date 01/11/10 PAPER 2 VERSION 2

Sustento Institute Christchurch

"The government should create, issue and circulate all the cur rency and credit needed to
satisfy the spending power of the government and the buying power of consumers..... The
privilege of creating and issuing money is not only the supreme prerogative of

Government, but it is the Government's greatest creative oppor tunity. EE.The taxpayers
will be saved immense sums of interest, discounts and exchanges. The financing of all

public enterprises, the maintenance of stable government and ordered progress, and the
conduct of the Treasury will become matters of practical a dministration. EE.. Money will
cease to be the master and become the servant of humanity."

[US President Abraham Lincoln, Senate document 23, Page 91, 1865.]

OFinancial markets have worked hard to create a system that enforces their views: with
free and open capital markets, a small country can be flooded with funds one moment,
only to be charged high interest rates - or cut off completely - soon thereafter. In such
circumstances, small countries seemingly have no choice: financial markets' diktat on
austerity, lest they be punished by withdrawal of financingO.
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1 EXECUTIVE SUMMARY

The main dilemma faced lipdayOs economic policy makers is thaptiee-based

financial system they have been using has run out of room to manoeuvre. It is no longer
possible either to substaaity increase interest rates to combat inflation or to reduce them
to stimulate Oeconomic growthO.

This paper offers two practical plans to resolve the worldOs problem of exponential debt
growth and to contrahflation. The plans are based on a rerisf the welknown

Fisher Equation of exchange enabling it to take account of irdeeasing debt. They are
designed to ensure that no substantial income group in the community is worse off than it
iS now.

The first, Plan A, focuses on a substanti@tual increase in the minimum wage to
stimulate demand among lewcome earners and enable them to repay credit card and
other highinterest consumer debt. The minimum wage does not itself increase. The
virtual wage increase is used as a delivery mashato distribute lonincome support by

the injection of Enotes or electronic currency into the banking system. The electronic
currency will be created debee by the Central Bank. Firms will be granted a percentage
of that lowincome support for theparticipation in the plan and to provide them with
additional capital for future investment. In this paper a figure of 20% has been used
arbitrarily for the capital grant made available this way to firms. The virtual increase in
the minimum wage will comiue step by step until the unutilised productive capacity in
the existing economy has been fully absorbed. The additional consumer demand created
by thevirtual minimum wage increases will encourage economic growth in the usual way
until full employment ha been reached. Once full employmieas been reached the
economic stimulus might have to be slowed to avoid derpatidnflation unless it is
sterilised through savings programs, such as, in New Zealand, by making Kiwisaver
compulsory.

The second plarPlan B, involves introducing a guaranteed minimum income (GMI) for
each person in the country to replace the existing welfare system. The GMI can be funded
on an incomeoositive basis by phasing out existiwglfaretransfer payments, by

realigning exighg tax thresholds and by introducing a wealth tax of 1% of all net assets.
This paper shows that a fair result is produced using a flat tax of 41.5% on all earned
income. GMI income is itself taftee. A flat tax of greater than 41.5% would tend to

weight the GMI too much in favour of families with children and those on low incomes.
The proposed wealth tax transfers funds from the investment sector to the productive
sector as is already done in France and Switzerland.

The GMI involves the injection ofew electronic cash or-Botes to stimulate economic
growth as in Plan A. The new electronic currency will be createdfbby the Central

Bank. To reduce the possibility of future inflation some of theEe injection will be
distributed in the formfogrants to businesses. In this paper a figure of 20% has been used
arbitrarily for the capital grant.

In the case of plan B, the electronic currency injection will have to continue because it is
built into the GMI structure. Once full employment isaleed the growth stimulus will
have to be sterilised through savings programs to avoid depdindflation, such as, in



New Zealand the Kiwisaver scheme. Plan B will require closer monitoring of inflation
than Plan A.

In both of the plans the modest détate injection of purchasing power usingngtes will
increase the demand for labour, providing strong economic growth. The labour supply
will be provided from existing spare unemployed capaaiy, in the case of the GMI in

Plan B,from new labour resotces made available by the removal of existing benefit
related work constraints Prices should not change with either plan A or plan B because
increases in production costs tend to be avoided. The plans are expansive because firms
can increase their prodiion in the normal way subject to human and physical resource
limitations and consumption demand.

For both plans a supplementary reserve ratio will need to be introduced to the banking
system over and above the existing Basel Il capital adequacyewewuits. It will need

to be large enough sierilisethe new enote deposits in the banking system, and also to
support progressive lowering of the OCR (Official Cash Rate). The banking system will
apply quantity controls on debt and money instead oigusiice controls through interest
rates as it does now. As the OCR is reduced towards zero percent, the existing systemic
inflation in the economy caused by the payment of unearned income in the form of
interest on bank deposits will in turn drop towazéso.

Since the plans are, or can be made, practically inflatioritiesewill not measurably
increase the cost of exports. Plan B, however, proposes introducing a variable Foreign
Transfer Surcharge or FTS starting at 10%. This would allow the Nelardedollar
exchange rate to be safely lowered, the current account to be brought back into balance
and the nationOs foreign debt to be repaid over time.

On the basis of the preliminary debt model calculations for New Zealand (Manning,
2009) a significantcredit crunch developed through the March year 2002010. The
productive sector debt Mcd in the debt model appears to have fallen below the
aggregate pool of unearned income Ms. In the debt system this can only be corrected
by increasing the total amoum of the productive debt Mcd, that is, by injecting new
debt (Mcd), or by injecting E-notes (electronic cash) into the economy In the

absence of a significant economic stimulus New ZealandOs economy risks entering a
OdeflationaryO spiral masked by busess collapse and the contraction of

government spending.

Until now, prices P in the revised Fisher equation (Manning, 2009) have been
maintained at the expense of output Q, as firms have sought to maintain or improve
profits by cost cutting and sheddirg labour. Some firms may soon have to begin
reducing prices P to maintain output Q at functional levels and still clear their

1 Productive debMcd in the model referred to and unearned income Ms have been trémf@tger in

New Zealand for the past 30 years despite the fact that all of New ZealandOs nominal economic growth

during that period has been borrowed on the current account. The foreign debt created that way affects the
ownership and control of the economyd the countryOs productive assets. Over the past 30 years New
ZealandOs economy has been progressively OsoldO to foreigners because New Zealand has, as a nation, been
living beyond its means. In the absence of accumulating foreign debt, Mcd axddad togrow faster

than Ms to reflecendogenousinternally created) economic growth. Lack of endogenous growth has been

masked by the importation of foreigiebt.



market?.

Plan B as structured in this paper offers an incentive for those receiving only their
GMI to engage in economically poductive activity. It is also deliberately skewed in
favour of families with children and those on low incomes.

Both Plan A and Plan B offer a practical and stable route toward-on
going debt reduction with a very low level of inflation in the economy

2 The change in the speed of circulation Vcd of the circulating debt Mcd in the revsbed Equation

referred to is primarily structural. Vcd tends to decline as the pool of unearned income Ms increases. Except
for secondary effects related to changes in interest rates, circulating debt Mcd must expand in the debt
system if the economy is grow.



2.  THE ECONOMIC DILEMMA.

The body of work supporting this paper confirms that a revised Fisher Equation of
Exchang@and the Fisher Theory of Interest (Fisher 1930) are sufficient to explain why
debt is expanding exponentially throughout the world and evthyodox economics has
failed to prevent unsustainable debt growth resulting in boom and bust economic cycles
interspersed with downturns and recessions. The main difference between the revised
Fisher Equation presented, which incorporates the impactesestbearing bank debt,

and orthodox economics is that while the revised Fisher Equation is based on managing
the quantity of debt, orthodox economics is focused on the price of debt.

Both approaches require the quantity of debt to be regulatedeVised Fisher Equation
shows that when the price of debt, expressed as the average interest rate paid on bank
deposits, is used as a regulator, an exponentially growing pool of unearned income is
created. That pool of unearned income has to be fundedlatyan in the productive

sector because unearned income, by definition, produces nothing itself. As long as that
pool of unearned income was relatively small compared with economic output expressed
as Gross Domestic Product GDP the interest cost coulehided from increased

productivity and economic growth. The result was an ongoing shift in wealth from the
productive sector to the investment sector, but as long as that shift was corrected through
socially acceptable income redistribution, the systemained relatively stabfe As the

world economy has become ever more reliant on intéessting debt instead of cash
transactions the impact of unearned income on debt levels has increased exponentially.

Exponential OgrowthO curves are inexorableat\&tarted as a relatively small effect has
rapidly become unsustainable throughout the world. In New Zealand, between 1990 and
2010, the pool of unearned income (Ms in the revised Fisher equation) grew from about
30% of GDP to 75% of GDP. As the ratibumearned income Ms to GDP increases, the
ability of the economy to fund the unearned income decreases. The background papers
cited in the appendices confirm the obvious: when inflation is measured by a rise in
prices, the sum of all those price risegmotime must account for nearly all current prices.
Since the pool of unearned income Ms is funded by inflation and all price in the
productive economy is also inflation, the debt Mcd funding the productive economy must
be at least equal to the debt fumglthe pool of unearned income Ms. In many countries

the debt Mcd funding the productive economy grows faster than the debt funding the pool
of unearned income Ms because the former includes new Mcd debt needed to fund
endogenous growth. The relationshigtween the productive debt Mcd and the pool of
unearned income Ms is a good indicator of a nationOs economic health. That relationship
can become distorted when excess Odebt bubblesO build up in the productive economy
from time to time, producing the ndiamiliar boom and bust cycles. Excess bubble debt

is produced by failure by the banking sector to properly align demand for credit with the
productive capacity of the economy. It arises in New Zealand because the regulatory debt
price signals provided biye Official Cash Rate (OCR) typically respond to the issue of
excess new debt by the private-foofit banking system instead of regulating it in a

timely manner.

% Detailed in Appendices and 2.

* I practice, in many Western Countries like the US and New Zealand, not enough has been done to fairly
redistribute unearned income. This has led to growing income inequality and accompanying social
problems



In the present deliiased financial system, the productive economy has to replace the
deposits it loses to the unearned income investment sector Ms at the same time retaining
the corresponding debt. To replace the deposits lost to the unearned income sector the
productive economy must borrow a new amount at least equal to what has beeedalienat
as well as enough to fund the next tranche of deposit imefés$ conclusion is borne

out by Figure 3 of Appendix 2 that plots the accumulated unearned income Ms against the
circulating debt Mcd for New Zealand. During booms there is excess délet in

productive system that affects both the rate of increase of the pool of unearned income Ms
and speculative investment MMs has followed Mcd so closely in the debt model arising
from the revised Fisher Equation because virtually all the nominal Gdrlgm New

Zealand over the past 30 years has been funded by offshore borrowing as demonstrated in
Paper 1 (Manning, 2010).

In March 2010 the total domestic debt in New Zealand was just under NZ$300b with the
circulating debt Mcd and accumulated unearnmedme Ms each making up roughly

NZ$130b and NZ$139b of that respectivVelft an average deposit interest of 3.6% and
average tax on deposit interest of 25% there would be NZ $3.5 b or 1.9% of systemic
inflation as shown by the debt model of the reviBether Equation (NZ$130b x 3.6% X
(100-25)%. This means that NZ$3.5 billion gets added to the pool of unearned income Ms
and a total of at least NZ$7 b must added to the debt Mcd the productive sector must carry
to keep the debt system aflbatlf lessthan the required new debt is added to Mcd, the

debt system will not OfloatO. In New Zealand, that required amount was not added to Mcd
in the 20092010 year. It also appears unlikely that it will be added in the-201Q year.
Economic growth other timawhat could be derived from productivity increases has

become impossible. At the same time, growth from productivity increase has been very
small in New Zealand in recent years, perhaps less than 1% pérBreauctivity

increases mask inflation becaubkey allow more goods and services to be offered

without increasing production input costs. NZ$3.5 billion nominal GDP growth (1.9% of
New ZealandOs GDP) is needed to satisfy the systemic inflation requirements based on the
New Zealand March 2010 GDP fige of NZ$186.1 billioR Systemic inflation has

usually been above 2% in New Zealand because its central bank has operated with a high

® This simple concept lies at the core of the world economic debate. Try it with counters. Start with 10
counters representing unearned income deposits and 10 representing deposits in the productive economy.
The total debt is 20 counters. Suppose treaamed income for the period starts at 1 counter. Shifting 1

from the productive economy to unearned income leaves 11 in unearned income and only 9 in the
productive economy, so the productive economy must borrow 2 more counters to keep up E and so on for
each productive period or cycle. The total debt increases by 2 counters each period or cycle, not 1. If just 1
extra counter were borrowed, the deposits funding the productive economy would remain at 9 while the
counters needed to pay the deposit intesestld increase as the total of those deposits grows. Over time

this will lead to deflation in the productive econommjessthe deposit interest rate falls towards zero.

® The preliminary debt model calibration shows Ms exceeding Mcd in March 2010, findieaserious

credit crunch, that can only be undone by increasing Mcd (debt) or by direct injectimte@dEor electronic

cash) into the productive sector. It is otherwise numerically difficult to OgrowO out of such a productive
sector deficit becausd the high demand placed on the economy by debt servicing.

" As in footnote 5 circulating debt Mcd has to replace the systemic inflation passed to the investment
sector Ms plus add an equal amount to pay for interest on itself including an amountaothaynterest

on net savings Mv before any endogenous growth can occur.

8 Itis difficult to achieve large productivity increases in service based economies like those of New
Zealand and the United States, where services typically make up nearlyf 88&momic activity. To do so,
someservices would need to be suppressed in favour of agricultural and industrial output.

® Further details are provided in Appendix 2 to this paper.



interest rate policy to enable the country to fund (find investors for) its foreign debt.

From the March 2009 year thugh the March 2011 year there is little evidence of real
expansion of New ZealandOs economy. The banking system in New Zealand has not been
lending enough for expansion to take place. Within the currentipaised financial
architecture there was natauigh demand in New Zealand from creditworthy customers

for new debt to satisfy the systemic inflation requirements, let alone to cover any
economic growth. This is quite different from other recent downturns and recessions
where interest rates at theirmnt levels would have been sufficient to get the economy
back on its feet again. Now, late 2010, the New Zealand economy can only be stimulated
by reducing the OCR (Official Cash Rate) substantially below its current level. The New
Zealand Reserve Bank@sponse migear was to increase the OCR instead of reducing

it.

The dilemma faced by economic policy makers is that the-pased financial system

has run out of manoeuvring room. It is no longer possible eitteiistantiallymcrease
interest rags to combat inflation or for that matter to reduce them to stimulate OgrowthO.
In New Zealand, a 1% increase in interest ratesld now reduc&DP by about 1.2%.
Modest increases in interest rates are enough to drive the economy into recession. The
interest rates then have to be cut to lower and lower levels to stimulate economic
OrecoveryO until the OCR approaches zero as has happened in Japan and as is happening
in the United States. During 2010, each 1% extra deposit interest in New Zealand has
generagd about 0.54% of systemic inflation. Deposit interest rates above 5.5% would
have systemically breached any 3% inflation threshold. Assuming a bank spread ( which
is the difference between the interest rate banks charge on their loans and the itderest ra
they pay their depositors) of 2.5%, the maximum loan interest (claims) rate the banks
could charge their clients for loans in New Zealand was about 8%. Anything above 8%
would force an extension of the upper inflation target. In New Zed#fend hadbeen

little recorded growth for the year ending March 2011 and systemic inflation is still
running at about 1.9% on an annual basis before taking the GST increase of 2.5% in
October 2010 into account. Meaningful stimulation of the New Zealand economy would
at this point require a fall in the OCR from 3% to below'2%

% TheOCR in New Zealand was 3.0% in October 2018 reduction to 2%if fully reflected in interest
rates charged by banks to their clients, would increase growth by 1.2%.



3. THE VIRTUAL MINIMUM WAGE : PLAN A.

This is an almost nemflationary proposal to stimulate economic growth without the

need for radical change to the existing financial architectune. K€y to the proposal is to
increase consumer purchasing power by increasing the circulating deposits (arising as an
increase in Min the debt model shown in the Appendices) without significantly

increasing prices and without causing any growth in tloé glounearned income Ms.

a). Increase the minimum wage t&/ARTUAL LEVEL of $20/hour, but leave youth
rates for those below 18 years of age at a lower level but above $12.5/hour. The wage
increase is virtual because the increase isthamlighemployes but funded by a central

bank cash injection into the economy. Employers mustthassash injectioon to their
employees. The higher virtual wage is an instrument to deliver the cash injection to those
parts of the economy where it is most needed.prbposed increase would potentially

add about NZ$ 5 billion to disposable purchasing power and 2.7% to GDP. The increase
in GDP would be OrealO growth stimulated by greater purchasing power at more or less
constant prices.

b). Supply new electronic caghot debt) to businesses to fund the virtual increase in
the minimum wage, so there is no significant increase in price. The new electronic cash
deposits would circulate at the same speed as deposits arising from debt. The first cash
injection needed woullle about NZ$5 billion/Ved = 5/1.38 or NZ$ 3.6 billion.

c). Supply a corresponding injection to businesses to facilitate business growth, to be
paid to businesses weekly together with the planned virtual wage increase. This
supplementary support foubinesses has been arbitrarily set at 20% of the virtual wage
injection, that is 20% of NZ$ 3.6 billion, or $720m/year.

d). The planned increase in the virtual minimum wage income is largely expansive. It
does not increase inflation because th@oke inpction is not interedtearing debt. While

it stimulates new productive activity by improving business confidence the net injection
will not be large enough to produce significant dempalllinflation. The circulating debt
Mcd in the debt model shown ihd appendices does not change because the new funds
are injected in the form of electronic cash. The proposedt& injection will notionally
support additional OrealO GDP growth of up to 2.7%. However, some of the deposits
arising from the cash injectiowill be used to reduce mortgage, credit card and other
consumer debt. In that casenBte injections could be continued for some time.

e). Use taxation revenue (about NZ$2 billion) from the up to 2.7% increase in GDP to
index social welfare and superaration payments to the hignéfRTUAL average

wage. The virtual average wage will rise by $2/hour to $25/ hour. This is based on June
09 NZIS income survey figures, which havenOt changed significantly over the past year.
This represents a virtual wageirase of about 8%. In New Zealand, 8% of total social
transfers of about $22b ( as provided in the New Zealand Budget, 2010) is NZ$1.8
billion. The proposal is therefore almost tax neutral after allowing for administration costs
of NZ$ 0.1 billion.

f). In New Zealand, the government could choose to adjust the Oworking for familyO



and some other income support paynentSuch allowances could even be extended to
ensure that as wide a portion of income earners as possible benefit from the Plan.

g). Sed trade union agreement to keep other wage increases close to the inflation
raté®. Such inflatiodled extra wage increases will apply to all workers in the usual
manner, including those receiving the virtual wage increase. Under the agreement the E
note njections would be continued until the full resource capacity of the economy is
being utilised As longas the rate of injection remains close to or within the permanent
growth capacity of the economy thente injections can probably be continued almost
indefinitely.

h). Extend the virtual wage increase as long as circumstances permit. Many people will
use some or all of their extra income to reduce debt. The program could therefore be
continued until much, if not most, existing household debt is detinereasing the virtual
minimum wage from $20/hour to $23/hour will add another $5 billion a year to lower
incomes to enable the process to continue. This extension should be possible because
normal wage increases will progressively reduce the sizeeahjiction as normal

wages rise towards the virtual minimum wage of NZ$20/hour. A third similar tranche,
raising the virtual minimum wage from $23/hour to $25/hour could also be considered.
Alternatively, Plan B (below) can be introduced so that #rehts are not restricted to

those on lower incomes.

i).  The new cash deposits in the banking system could provide the base for increases in
bank lending. Supplementary reserve ratios will need to be introduced into the banking
system, over and above sting Basel Ilbased capital adequacy criteria, so that bank
lending can be managed by quantitative means rather than by price. This will need to be
done during the first year of execution of the plan. The banking system will progressively
change the nate of its activities from credit creation toward savings and loan
intermediation.

j). Toreduce systemic inflation, progressively reduce the overnight cash rate (OCR)
based on measured macroeconomic outcomes towards zero %.

1 1n New zealand the main contributors to this are the Family Tax Credit scheme, which provides NZ$2.2
billion (2010) annually, and the d#Work tax cedit scheme, which provides NZ$0.6 billion (2010) a year.

12 People with real wage rates above $20/hour less inflation would initially getratprmcrease in their

virtual minimum wage to a level above the $20/hour virtual rate. If inflation werengl6@meone was on a
wage of NZ19.70/hour, their wage would increase by 3% to NZ$20.30/hour.

1C



4. PLAN A : DETAILS.
a). Increasing th&/ IRTUAL minimum wage.

One primary reason the New Zealand economy has not been growing very quickly is that
wages have not kept up with inflation in real terms and the benefits of modest
productivity increases have accumulated to the basigeoss operating surplus instead of
being passed on to employees. New Zealand has gradually declined from a high wage
economy toward a low wage one. New ZealandOs working population needs a non
inflationary income catclp to bring working conditions me into line with those now
available in Australia. The Plan A program will increagdual minimum wages by up

to 8% for each of three of more tranches. The program is constrained only by available
productive (capacity and labour) resources.

The inceased virtual wages will stimulate increased production and reduce
unemployment. In the absence of full employment there will be little or no inflationary
pressure. Plan A can be continued over time by increasing workforce participation,
through greater imovation and productivity. It is also an axiom of capitalism that people
tend to work harder if they know they are being rewarded for doing so.

In the first instance, some workers will use their extra income to reduce debt, especially
high-interest consmer and credit card debt, smoothing the initial positive impact of the
programme.

Some regulatory provision may be needed to prevent employers seeking to reduee wages
through the loss of jobs by workplace attrition and subsequent replacement of wbrkers a
lower wages, or by failure to negotiate or pass on the normal real wage increases agreed
by wage bargaining from time to time. Actions of this type by employers would tend to
keep prices stable, but would lead to higher injections of credit into themgyaas

discussed in point b) below, eventually putting the plan at risk. As discussed in point c)
below, businesses will be well rewarded under the plan and would be expected to support
normal wage levels and normal wage increases as well.

b) Injectionof electronic cash.

The Central Bank does not need new legislative authority to make an injection of
electronic cash into the economy. The money in the proposed plan will bevused
increasevirtual wages. It is not a subsidy to business, though busiviksze

rewarded for its participation in the scheme and to stimulate business development. Plan
A is a noninflationary way to increase waggmrnersO purchasing power. It is made
possible through the greater understanding of the operating mechanibmexisting
interestbased debt system provided by the debt model discussed in detail in the
appendices to this paper.

Each business will have to demonstrate the number of qualifying employees it has who
earn below the proposed initial virtual wage #tr@d of $20/hour. That should be

apparent from existing PAYE (Pay As You Earn) tax data. The amount needed to bring
wage earnersO pay up to $20/hour will be deposited weekly into the firmOs business
operating accounts in a manner similar to ordinaryeguwent transfer payments together
with the corresponding incentive payment to be made available to businesses. Firms will

11



have to provide records (as part of their normal PAYE returns) to show that all the money
they receive has been used for its intenpl@gbose. They will continue to pay workers at
their usual (preexisting) rates of pay together with any pay increases from time to time
negotiated with the unions in the normal way. Businesses will continue to pay wage
inflation increments arising froméneases in the cost of living.

Since it is likely that a substantial part of the firdi&tes injection will be used to reduce
existing consumer and credit card debt it is probable that the initial programme can be
continued over time and expanded baytme virtual wage of $20/hour.

Normal wage increases would progressively erode the amount of the iFit@teE

injection providing an automatic OsunsetO clause to the Plan A proposal. To maintain the
effects of the initial ENote injection, the virtuaninimum wage will need to be increased

in tranches as set out below under point h) of the plan.

c). Business patrticipation.

In many countries, the business gross operating surplus is 50% or more of the purchase
price of goods and services. It is tHere usually beneficial for firms to expand

production capacity as demand rises. There will be a reward for business participation in
Plan A. The reward will take the form of a capital grant. Businesses will be required to
show how they use the capitabgt provided to them to increase productive capacity. All
businesses employing wage and salary workers will be eligible, not just those employing
workers below the proposed virtual minimum wage. The proposed level of 20% of the
planned initial ENote injection of NZ$ 3.6b/year would provide an annual capital

injection to business of about NZ$ 500 for each FTE (Full Time Equivalent) worker, or in
round terms, about NZ$10 per worker per week. This would, in principle, continue as
long as Plan A is operativand for as long as individual firms continue to invest in
increased production capacity.

d). Inflation.

Since the ENote injection is not part of production costs firms can continue to produce
the same output as they do now for the same price. Tad=injection will increase
wageearnersO consumption capacity, stimulating further new production at nominally
constant prices. The need to increase consumption capacity in the short term arises from
the exponentially growing transfer of deposits fromgheductive sector Mcd to the
investment sector Ms. Increase in unearned income Ms will continue as long as interest
continues to be paid on deposits. Increasing debt levels require amghearproportion

of incomes to cover interest payments for debtising. The debt model presented in
Appendix 2 shows there will be a deficit in effective consumer demand in the economy
whenever wagearnersO net incomes fail to fully compensate for increased debt servicing
costs and inflation. This is especially ttese when the OCR is used to increase interest
rates in an effort to manage inflation, producing unemployment and a contraction in
consumption and, over time, a contraction of economic output.

When purchasing power is increased modestly, the miraclehsags employees spend

at least some of their new income on consumption. Since prices remain the same, the
increased purchasing power induces added production using existing unused resources
available within the economy. The stimulus provided does nottodael large. It needs

12



to be just enough to get the productive economy moving and to keep it moving. Too much
stimulus would cause demapdll inflation. Provision of a limited accompanying capital
injection to businesses is designed to offset risk dditioh by increasing productivity.

The model for debbased economies set out in appendices 1 and 2 of this paper enables
the amount of the stimulus needed to be estimated at any point in time.

Normal wage increases would continue producing systematiorilin New Zealand at

an annual rate of around 1.8%. This percentage does not take the increase of GST from
12.5% to 15% in 2010 into account. Lowering the OCR as proposed under point j) of this
Plan A will reduce systemic inflation to a level belo\8%.

e). Indexation of transfer payments including Superannuation.

Indexation of transfer payments on a-teeutral basis does not change the figures referred

to under points a) to c) above. The higher virtual minimum wage level results in higher
employee incomes. A substantial portion of that wage increase is transferred back to the
government through taxation. The government then redistributes that tax, leaving the
global increase in purchasing power intact, but further improving its spreadgsthe
population. Some existing transfer payments should fall as the rate of employment
increases with economic expansion. People on other benefits should become more
motivated to seek work because the higher minimum virtual wage allows them to escape
the powerty trag®. This plan A assumes such budget OsavingsO would be used to increase
the transfer payments to the people still needing them. Whether the government of the day
chooses to increase the present level of social welfare transfers and, if nat,dobat

with the resulting OsavingsO becomes a matter for public policy decision.

f).  Other forms of income support.

As lower income levels rise, the need for supplementary income support through
programs such as the New Zealand OWorking for Familiek@geashould be reduced.

The very need for supplementary income support initiatives has always been a clear signal
that many lower incomes in New Zealand are insufficient to ensure an adequate standard
of living. As the implementation of Plan A progresseéhat is done with income support
packages becomes a political issue for the government of the ddys paper arbitrarily
assumes the existing provisions will remain in place, and that the thresholds will be
amended as required to maintain fairness.

g). Wage restraint.

The trade union movement is expected to be strongly attracted to Plan A because it will
improve the purchasing power of many of its members. A unique feature of the plan is
that it provides a systemic bottom up approach to reducigniedisparity rather than a
top down approach. The plan is neutral on taxation rates, which are considered to be a
political matter.

13 The term Opoverty trapO refers here to situations arising under the existing New Zealand welfare system

where working for a low wage leaves workers little oraetter off than they were on welfare.

* In New Zealand the main contributors to income support are the Family Tax Credit (NZ$ 2.2 billion in
2010) and the kWork tax credit (NZ$ 0.6 billion in 2010).
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Plan A does not remove systemic inflation from the economy. As in the past, wages may
increase to reflect price changeduced by inflation as well as to allow employees to

enjoy a share of increased productivity. Such wage increases will also apply to those
benefiting from increases in the virtual minimum wage. They are included in systemic
inflation. The whole economyill continue to inflate by an amount equal to the systemic
inflation, which is expected to be about 1.8% in New Zealand in 2010/2011. This is
because systemic inflation is related to circulating debt Mcd and the deposit interest rate
in accordance with thModel set out in the appendices.

For the duration of the plan implementation it would be advisable to keep annual wage
increases to less than 2.5%, that is, up to 1.8% for inflation and 0.7% for productivity
gains.

An agreement with the unions would belpful because there will be some pressure to
increase incomes above the median wage to restore skill differentials in the labour market.
Skilled employees should not be worse off under this plan than they would have been
without it. Upward pressure amg@ middle incomes could be dealt with by making the tax
system more progressive by adjust adjusting tax thresholds to maintain income
differentiation’®

h). Plan A extension.

There is at this time enough spare capacity in New ZealandOs economy tthabsorb
proposed annual NZ $3.6 billion per year injection. This will result in about 8% additional
growth over the three year period. Each annual injection is automatically reduced over
time because ordinary wage increases apply to wage rates under tHemririoeum

wage as well as to those above it. Some employees will use their extra income to reduce
debt, which is positive because it will slightly reduce the total debt in the financial system
and tend to reduce systemic inflation. Debt reduction favoamsition from a debt

based economy to a credit (electronic cash) based economy, but it also tends to offset the
benefit of introducing cash injections in the first place. The potential growth arising from
the cash injections is diminished by any navidgO that takes place through debt

reduction. Subject to point i) below, it is safe to continue cash injections and increase the
minimum virtual wage until the required increase in economic growth is achieved.

Most New Zealanders on low incomes striggigl make ends meet now. The bulk of the
first cash injections will probably go into new consumption as they are intended to do
rather than into debt reduction. This will change as further cash injections make debt
reduction more feasible. The process cantinue for as many tranches as are needed to
fully utilise the available existing human and physical resources.

Economists and political leaders throughout the world are calling for an
end to exponential debt growth. This plan does that by progressiradit
monetisation of the existing debt as well as by permanently reducing the
OCR (Official Cash Rate) towardgero, at which point systemic inflation

15 one way to do this would be to replace exigtiaxation with a single automatically collected Financial

Transaction§ax (FTT). The FTT would be deducted whenever transfers are made out of any deposit
account except a savings account in the name of the same depositor. That would raise OcuDgangsio

by about 80% and allow income taxes to be abolished. FTTs are strongly progressive because they would
apply to all transactions, not just those in the productive economy.
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would be removed from the financial system.
i).  The banking system.

This plan A will progressivelyrad significantly increase cash deposits in the banking
system. The difference between cash deposits and deposits arising from debt is that cash
deposits reduce the banksO-biaked capital requirements thereby increasing their

lending capacity. Nobodyaa default on a cash deposit because it canOt be liquidated.
Cash deposits remain somewhere in the banking system unless they araejsay to

debt. That makes a credit (electronic cash) based financial system inherently more stable
than the existing defbased system.

Bank deposits will continue to increase, but at a slower rate than during recent decades.
The increased deposits will result from population expansion and from residual systemic
inflation. They will tend to be offset by increased produttiderived from increases in
employeesO purchasing power. The growth of debt in the economy will reduce towards
zero as the OCR is progressively reduced towards zero, eliminating most, if not all,
exponential debt growth.

The main element of past expotiahdebt growth has been the use of the price

mechanism to OmanageO it. This has turned out to be a perverse system. The debt model
set out in the appendices shows how raising interestiratesase ssystemic inflation

instead of reducing it. During dowurns and recessions the systemic inflation is still

there. Higher inflation is, however, masked by falling purchasing power caused by higher
debt financing costs, falling production with aggregate discounting of goods and services
by producers leading @ reduction of their gross operating surpluses. It is not in

consumer prices arttierefore tends to go unnoticed.

Since cash deposits increase banksO nominal lending capacity this paper proposes using
variable supplementary bank reserve ratios to limutikkdending. This is to avoid risk of

added inflation caused by increases in circulating debt Mcd over and above what is
needed to maintain real GDP growth within the resource constraints of the economy.

There is nothing new about reserve ratios farkdlanding. Most countries still have them

in some form even though they have usually played a minor role in economic
management in recent years. How the supplementary deposit ratio to be incorporated in
Plan A is framed is outside the scope of this pdfepurpose is to slow down the
exponential growth of bank lending as new debt is replaced by electronic cash injections
so that systemic inflation can be reduced and eliminated altogether over time.

Over the longer term, household debt can be fiedtilsted and then gradually reduced.
The banks will be gradually transformed into savings and loan institutions. This process
will reduce systemic banking risk while at the same time maintaining banksO profit
margins.

The main change under Plan A will béhe elimination of unsustainable

exponential debt growth. This is what the world wants to happen.
Orthodox economics offers no mechanism to achieve it.
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j)-  Reducing the OCR.

The introduction of electronic cash credit injections and variable supplameaserve
ratios into the financial system allows gradual reduction of the OCR (Official Cash rate)
and removal of systemic inflation from the financial system. The financial system
becomes based on the quantity of debt rather than its price. His&qrdrproblem of
exponential debt growth will be solve@ver time, interesbearing debt can be removed
entirely from the financial system.

From asystemic point of view, the decline in the OCR can be carefully managed to allow
the New Zealand dollazxchange rate to adapt gradually over time.

Plan A does not, of itself, resolve either the current account deficits of debtor nations or
the current account surpluses of creditor nations. It does, however, provide a platform
from which the exchangeteand current account can be effectively dealt wéihg

other options such as the Foreign Transactions Surcharge (FTS) discussed briefly below.

Plan A has been conceived to avoid significant additional costs for exporters. Except for
tourism, most progcers of New ZealandOs export income already earn more than the
proposed virtual minimum wage. The plan A proposal does not, in any case, significantly
increase prices. Exporters will benefit from the capital injections to business included in
the plan. Reducing the OCR could affect offshore borrowing rates. However, the OCR
was lower in New Zealand in 2009 than it was in 2010, and the country coped adequately
with the corresponding exchange rates then.

From the structural macroeconomic point of viewtdebountries clearly need to get

their current account deficits under control. One mechanism to do this is by applying a
variable Foreign Transactions Surcharge (FTS) whereby a currency exchange surcharge is
automatically collected whenever domestic enay is converted into foreign currency. It
would have no effect on export prices, but it would increase effective import prices. The
proposal would be made tax neutral by reducing domestic taxation by the amount of the
surcharge collected. This is dissad in detail in Plan B of this paper.
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5. PLANB.

This plan proposes to replace most of the current welfare system with a GMI (Guaranteed
Minimum Income).

The GMI can stand on its own, but it is an ideal supplement to Plan A. The apparent
distorions caused by those in employment receiving both their GMI and their ordinary
work incomes can be minimised by adjusting tax rates and thresholds. The effect of the
GMI on the basis of the preliminary data in Tables 1 to 4 below may be to encourage
some nigration to the provinces where accommodation costs are lower, particularly
among those who are not in the labour force.

a). Existing imbalances and complexities in the tax system will be corrected by
replacing the existing social welfare system with argateed minimum income, (GMI).

The GMI will be paid weekly to all permanent legal New Zealand residents including
childrert®. It will be paid into a unique bank debit account established for each qualifying
person in the country.

b). The GMI will be fundé from:

(i)  Transfer of existing government welfare payments to the GMI.

(i) An annual wealth tax of 1% on all accumulated net wealth.

(i) Injection of electronic cash {&otes) as provided under Plan A.

(iv) Revision of the tax thresholds and tates for middle and upper income groups.

The wealth tax is designed to improve the efficiency in the use of the countryOs capital
base. The GMI as a whole will be designed to maintain or improve the existing physical
incomes of most householts Thetax will gradually reverse the historical accumulation

of wealth in the unearned income sector at the cost of the productive sector caused by the
transfer processes inherent in the existing-thalsed financial system.

c). A Foreign Transaction Surchar¢feTS) will be introduced to minimize the risk of

capital flight and manage the foreign currency exchange rate. The FTS will be deducted
automatically through the banking system and will apply to all foreign exchange
transactions from all sources. The R¥i be applied on a taxeutral basis, with receipts

from the surcharge being used to reduce domestic taxation (such as GST). The FTS could
initially be set at 10% that is, 10 times the level of the proposed wealth tax. That would be
high enough to dissda capital flight but not enough to have a serious impact on the
exchange rate. It can subsequently be adjusted as the need arises to bring the current
account into balance and begin repayment of New ZealandOs foreign debt.

d). Depending on the inteahproductive resources available to the economy, new
electronic cash (called-Botes) will be injected into the financial system to promote
inflation-free growth as provided in Plan A. The new electronic cash deposits will
circulate at the same speeddaposits arising from debt. The debt model presented in the

1% The proportion of each dependent childOs GMI available to that aite@iser(s) would reduce with

the age of the child. Starting at an age (to be decided later), each child would have access to the remaining
part of his or her GMI. Independent children under 18 would receive their full GMI.

This refers to incomes.HE capital base of ass@th incomepoor households could gradually fall.
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Appendices to this paper suggests the annual speed of circulation in New Zealand is
presently about 1.38.

e). To balance added purchasing power with added production and so keepdtee E
injection inflation free, 5/6 (83.3%) of the injection will be used to supplement low wages
by setting an increased virtual minimum wage rate, and 1/6 (up to 20% of the virtual wage
injection) will be injected into businesses in the form of a capital grantRian A2

f).  The new cash deposits in the banking system would provide the base for significant
increases in bank lending. Supplementary reserve ratios will need to be introduced into
the banking system, over and above existing Basel Il capitgLuadsg criteria, so that

bank lending can be managed by quantitative means rather than by price. This will need
to be done during the first year of plan B.

g). To reduce systemic inflation, the overnight cash rate (OCR) will be gradually
reduced towards 0% accordance with measured maeamnomic outcomes.

h). The proposal in plan B does not significantly affect the cost of exported goods and
services, though it would increase the cost of imports.

). In New Zealand, Plan B potentially allows the Niny of Social Development to

be abolished . Any residual functions would be transferred to other departments. For
example, special provisions for disabilities and invalids could be administered by the
Department of Health. Benefits paid offshore, thenteation of the student loan scheme
and the administration of other recoverable payments could be handled by the Revenue
Department. Training and employment programs including vocational services for those
with disabilities could be administered by the Eation Department. Youth justice
services, adoption, care and protection services for young people and family and
community services could be administered by the Department of Justice. Anything
relating to preventive or social health, including sportsdaetd weHbeing might go to

the education department. Anything relating to curative health and cure of physical
defects would go to the Health Department.

j). Payment of the proposed wealth tax may involve new bank borrowing because not
all those withsignificant wealth will have the liquidity they will need to pay the tax. Since
the proposed wealth tax is substantial, the additional resulting deposits will tend to be
inflationary and the additional borrowing will need todterilised This can be done

through savings schemes or through central bank open market operations to siphon off
excess liquidity.

18 There is no automatic increase in the minimum wage. As with Plan A the Ovirtual® minimum wage is

simply a tool used to distribute therbte injection among those on the lowiestomes.
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6. PLAN B:DETAILS.

a). The GMI.

Tables 1 and 2 give provisional global figures for the implementation of a GMI in New
Zealand®. The tablesre easily adjusted and are designed so that virtually no group in
the society is worse off. The unique difference between this proposal and any other is the
inclusion of a housing provision that is divided automatically among adults who are part
of a howsehold, who are on the electoral role and registered as being resident at that
address. The housing provision allows close matching of the GMI to the existing
government income transfer structures. The halfway housing provision applies to people
living in boarding houses, motor camps, and similar types of residence not included
within the definition of OhouseholdO. Those residing in institutions such as prisons and
hospitals receive no household allowaficed separate category could eventually be

added or them with a lower personal rate. The existing student loan scheme will be
abolished. The GMI is not subject to taxation. Crucially, working people keep their net
income from work after deduction of ordinary taxes.

Table 1. The New Zealand basic inameture December 2010

Group Rate Numbdncome NZ$ million
Adults > 65 170 520 000 4597
Adults 185 120 2 670 000 16661
Children <18 100 1170000 6084
Housing provision 230 1 560 000 18658
Halfway housing 140 80 000 583
Total (December 2010) NZ$ million 46583

Table 2. Funding basic income in New Zealand

Funding Source NZ$ million
Existing entitlements transferred to GNA4308-2200? 22100
Less cost of administering GMI (100)

Net Welgh Tax ($1200 billisr@ 1% 12000
Ongoing Plan An&te injection NZ$ million (3600 +720) 4320
Net compensatory tax adjustifents 8263

Total (Decemb910) NZ$ million 46583

19 The (updated) figures are derived from a presentation by LF.Manning at the BIEN (Basic Income Earth
Network) btannual conference at ILO Headquarters, Geneva September 2002.
http://www.basicincome.org/bien/pdf/2002Manning.pdf

0 Though their families do if they form a household.

21 Vote Social Development plus Family Tax Credit NZ$ 2.2b ard/brk Tax Credit NZ$ 0.6b and
veterans payments NZ$ 0.3b

2 PlanB point i) Ouiut expenses NZ$ 500m, debt write downs NZ$ 830m, residual transfers to other
agencies, say NZ$ 800m, capital input NZ$ 70m.

8 ComprisingNet Capital Stock (from National Accounts Table 1.7), Aggregate Land Value (courtesy
Quotable Value NZ), Bank Depits and provisions for chattels and the private household vehicle fleet and
for miscellaneous and intangible assets LESS total debt model debt NZ$ 300 b.

4 This will tend to involve increasing the tax rate on earned incomes to offset the GMI paith to ea
legally resident individual in the country as detailed in Plan B. This paper proposes a flat tax rate of 41.5%
on earned income, which seems to satisfy the social and administrative objective of the GMI proposal.
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Table 3 provides a few comparisons between the proposed GMI and the existing social
welfare net. Comparisons can be difficult because the current operational accommodation
supplement in New Zealand has to be cal®d on a case by case basis and other minor
benefits are also subject to means and income testing. Since the total paid in
accommodation supplements is NZ$ 1.22 billion spread over about 1.56 million
households, the nationwide average is just NZ$ 15/wéety few people receive the
maximum accommodation supplement, which applies only to Central Auckland (Area 1)
and is subject to a nesubsidised rent deduction plus means and income testing.

TABLE 3 SELECTED COMPARISONS GMI & EXISTING TRANSFERS

Caegory Adult Child Housing Total Adult Child Accom Otf¥Fotal
GMI ben ben Max Max

Single pensionéf 170 0 230 400 333 0 145(1) 0 478
100(2) O 433

65(3) 0 398
45(4) 0 378
Pensioner Coupfé 170 0 230 570 512 0 160(1) 0 672
125(2) 0 637
75(3) 0 587
55(4) 0 567
Single adult<65 120 0 230 350 0 0 145(1) 0 145
1 adult 1 child>15 120 100 230 450 0 0 160(1) 161 321
1 adult 2 child>15 120 100 230 550 00 225(1) 249 474
Two adults < 65 120 0 230 470 0 0 160(1) 0 160
2 adult 1 child>15 120 100 230 570 O 0 225(1) 161 321

2 adult 2 child>15 120 100 230 670 0 O 225(1) 249 474

Three adults <65 120 0 230 197&ch O 160(1)? O 1607?
Three students 120 0 230 197eact M4 40 0 237
Student couple 120 O 230 470 324 0 807 0 4047

DPB sole 1 child 120 100 230 450 278 100 16@1) 538
125(2) 0 503
75(3) 0 453
55(4) 0 433
DPB sole 2 child 120 200 230 550 278 169 225(1) 0 672
165(2) 0 612
120(3) 0 567
754) 0 522
DPB sole 3 child 120 300 230 650 278 238 225(1) 0 754
165(2) 0 696
120(3) 0 651
75(4) 0 606
Unemployed couple 120 0 230 470 324 0 160(1) O 484
Unemployed single 120 0 230 350 194 0 145(1) 0 339

25 |n Table 3 OAdult bend and OChiidd refer to the existing individual transfer payments, OAccom

MaxO refers to the highest accommodation allowance available in each of the 4 OAreasO of the country,
OotherO includes the existing Family Tax Credit and/drk Tax Credit (but does not ilule smaller
special payments that might be available from time to time). And OTotal MaxO is the total available from
existing transfers used for comparing existing transfers to the GMI.

® Tax credits are arbitrarily based on NZ$35000 joint income
27 The effect of the wealth tax on pensioners is not included here.
28 student allowances in New Zealand are means tested and the figure given is for 24 years+. Most
students are less than 24 years old. Many studeeatsresently forced to take out studeatnls.
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The second figure in the table (Area 2) applies to the rest of Auckland, Wellingyon Ci

and 3 other places. Area 3 takes in most other cities, while Area 4 includes the rest of the
country. For example, to qualify for the maximum accommodation supplement someone
on the Domestic Purposes Benefit (DPB) in Auckland with two or more childvatd

have to be living in Central Auckland, paying NZ$ 410/week rent and have no means or
income tested deductions.

The Table 3 GMI is set to mirror the maximum Area 3 supplement. Some care will need
to be taken to ensure adults living in families whbeefamily owns more than one

dwelling do not register the adults separately on the electoral roll at their other addresses
to obtain additional housing provisions to which to which they are not entitled. The
housing provision belongs to the adults adileely residing at their place of residence.
Claiming a housing provision for a dwelling, for example, a holiday home, where the
adult(s) do not normally reside would be fraudulent.

b). The GMI funding.
b(i) Existing welfare transfers.

For simplicty this paper bundles together as transfers the whole of the 2010 New Zealand
OVote Social DevelopmentO and all of the Family Tax Credit anik Tax Credit
administered by the Revenue Department. A roughly estimated figure for OrumpO
activities totaling NZ$ 2.2 billion has been deducted from that total. Those activities are
assumed to be incorporated into other NZ Government budget Votes as described under
Plan B point i) below. Existing transfers make up 47% of the proposed GMI given in this
paper.

The transfer incomes in Table 3 do not include work incomes beneficiaries are allowed to
earn before their benefit is abated. Under the GMI there is no abatement regime. The so
called Opoverty trapO where the incentive to work becomes minimal is elimitated
present after tax work incomes may in some cases be less than the aggregate transfer
payments, especially where travel and other work related costs are taken into account.

New Zealand is not alone in having created a cumbersome welfare systeni igth al
attached administrative and compliance costs. System complexity has increased over
time in an effort to keep social welfare costs down and maintain fairness within the
system. Attempts to maintain fairness have reached the point of absurdityafmle

the entry level rent deduction for calculating an accommodation supplement for a woman
alone living on the Domestic Purposes Benefit is NZ$ 51, while for a person living alone
on an Unemployment Benefit or a nbaneficiary living alone the correspding

deduction is NZ$ 49. Layers of bureaucracy have been added to administer a dollar here
and a dollar there to the point where almost every transfer payment has to be individually
calculated and compliance costs have reached absurd levels..

Since asubstantial portion of the population receives some sort of transfer payment New
Zealand has unintentionally created a Owelfare monsterO.

The GMI is designed to be OtransieutralO. Beneficiaries receive much the same in
hand as they do now. The resttloé GMI is distributed among the working population.
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The proposed GMI is not an extra OhandoutO to beneficiaries. Instead, it eliminates all the
complexities of the existing welfare system while allowing everyone to participate in
measured productive agty and keep what they earn after tax.

Incorporation of the virtual minimum wage from Plan A into the GMI makes it attractive
for everyone to make a productive contribution to the economy, even for a mother with
young children to work part time from ime.

The GMI provides a living income as of right. It also restablishes the
right to work by choice. It provides support to middilacome families in
particular.

b)(ii) The wealth tax.

Wealth taxes are redistributive because they reverse the datiomof net wealth

inherent in the presently dominant délaised financial system. Only a few countries use
them. Some countries like Spain have recently abandoned them, though the reasons for
doing so may have been ideological rather than practical.

The wealth tax used in this paper is a uniform tax on all net wealth from all sources
applied across the board, including publicly owned land and other public assets. In that
sense it incorporates the Georgist land tax (George, 1879) for which therechbedon
considerable support around the wotldThe total land value is of the same order as the
NationOs Net Capital Stock as given in Table 1.7 of the New Zealand National Accounts.

In addition to Land and the Net Capital Stock the gross Capital Asdéis paper

include all bank deposits, provision for the private-commercial vehicle fleet, an
allowance for private nenommercial chattels and a modest provision for other less
tangible wealth. The total comes to about NZ$ 1500 billion. This givext asset base of
NZ$ 1200 billion after deducting the total debt NZ$ 300 billion outlined in the debt model
in Appendix 2 to this paper. Further research will be needed to improve the accuracy of
the asset base, not least because many people in Neamd @atluding those with low

equity home loans have negative net assets. Those negative net assets need to be
deducted from the total debt when calculating the net asset base subject to the wealth tax.
The net asset base included in Table 2, over whigkv#alth tax is calculated, may
therefore be a little understated.

Whether or not some assets such as family homes, private vehicles and chattels should be
exempted from the wealth tax calculation is a decision beyond the scope of this paper.
Any reductio in the wealth tax base below that shown in Table 2 will either mean the
wealth tax rate would need to be higher than 1% or there would need to be higher
compensatory tax adjustments. Otherwise the GMI shown in Table 1 may not be fully
funded.

Anotherwealthtax related issue is the relationship between the assessed tax and the
liquidity level of those paying the tax. If, for example, a person or business has net assets
of NZ$ 1 million, that person or business would be liable for a tax of NZ$ 10000/ fea

2% The total land values for New Zealand have been kindly supplied on a confidential basis by Quotable

Value NZ Ltd, so only the estimated total net asset figure is stated in the GMI data.
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the tax is paid from the liquid resources of the person or business being taxed, or if that
person or business sells assets to obtain the funds to pay the tax, the tax transaction is
OcasimeutralO for the economy as a whole. If, on the other Hamthx levy is paid from
new bank borrowing, the new deposits arising from that debt are potentially inflationary.
There are several ways to offset those new deposits. Savings schemes and the sale of
Treasury Bills are examples. In any case appropiiizecial instruments must be in

place and available for use as the need arises.

b)(iii) The injection of electronicfaotes.
This has been fully discussed under Plan A.

b) (iv) Revision of the tax thresholds and tax rates for middle and upperencom
groups.

The GMI under Plan B as it is shown in Tables 1 and 2 requires an income tax adjustment
of NZ$ 8.623b in addition to the NZ$ 12 billion raised from the wealth tax. That

additional income tax is not new tax because every taxpayer receivehairsGivil,

which is taxfree. At an individual level, as long as the tax adjustment does not exceed
the difference between the new GMI and the sum of any transfer payments payable under
the existing tax system, the individual cannot be worse off. A siprilaciple applies at

the household level.

The NZ budget for the year ended'3Line 201# shows individual direct taxes of NZ$
24.3 billion and corporate taxes of NZ$ 7.6 billion drawn from a tax base of some NZ$
109 billior®*. The average effectivextaate is 31.9/109 or 29.3%. Adding NZ$ 8.623 to
NZ$ 31.9 billion increases the average tax rate on earned income to 37.2%.

In practice, in New Zealand, the corporate tax rate was reset set at 28% in 2010 and
political considerations may dictate that cmngite taxes should be left out of the above
calculation. That adjustment increases the tax rate on employee incomes because the NZ$
8.623b has to added over a base of NZ$ 84 biflimstead of NZ $109 billion. The flat

tax on earned incomes increaseshat case from 37.2% to 41.5%.

All GMI payments are takree.

The relationship between the wealth tax and the proposed flat tax rate is a political
matter. The solution given in Tables 1 and 2 is an arbitrary Omiddle of the roadO
choice. The wealth ta could be set a little lower than 1% and the tax substitution
increased from NZ$ 8.623 b. accordingly. That would increase the flat tax rate
applied to personal earned incomes above 41.5%. The public at large is likely to see
a flat tax rate above 41.%0 as a psychological barrier though such figures are
common throughout Europe. People are used to tax rates in the mid thirties percent,
but not in the forties. The calculations made in this paper show that the flat tax rate
needs to be about 41.5% to esure OfairnessO.

30
31

Befu (Budget Economic and Fiscal Update) 2010 p. 132#&mt the Forecast Financial Statements

Using compensation to employees of NZ$ 84b and net taxable business profits of NZ$ 25b: there might
need to be minor adjustment depending on the measured state of the economy
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The GMI can be fully funded by a 1% wealth tax and a flat tax rate of
41.5% on all earned personal income (therefore excluding all GMI
payments) compared with the present level of 29%. Strong tax
progression is guaranteed by the wealthx and the relative gain from

the GMI provided to families with children and low income earners. This
lowers the tax profile among lowerincome earners and families with
children and raises it among wealth holders.

The author of this paper considers alft tax rate of 41.5% to be OsaleableO to the
public at large. A higher wealth tax and a lower flat tax rate would be attractive to
income earners, but is likely to be more strongly opposed by wealth holders who
would feel they are paying a disproportionge share of the GMI funding. It would
also tend to weight theGMI too far towards lower and middle-income families.

TABLE 4 COMPARISON OF GMI WITH EXISTING EARNED INCOMES?

LEVEL INCOME  ASSETS FAMILY NET EX GMI DIFF1** DIFF2*
High $150000 $1000@0 2A+2C $109580  $112590 +3010  -5480
2 ADULT $109580  $102190 -7390 -15700
1 ADULT $109580 $95950 -12630 -12360
Upper $100000  $500000 2A+2C $76080 $88340 +12260 +1360
2A $76080 $77940 +1860  -9040
1A $76080 $71700 -4380  -4380
Average $75000  $300000 2A+2C $62297 $75715 +13418 +9163
2A $59333 $65315 +5082  +1727
1A $59333 $59075 - 258 -258
Lower $50000 $0 2A+2C $58620 $64090 +5470  +4240
2A $48480 $53690 +5210 +3980
1A $47180 $47450 +270 +270
Bottom $35000 $0 2A+2C $50187 $5535 +5128  +4311
2A $36355 $44915 +8560 +7743
1A $35055 $38675 +3620 +3620

Table 42 clearly shows how the GMI shift favours families with children and people with
lower incomes. The redistributive shift in terms of total incomes can be statysticall
calculated. That lies outside the scope of this paper but it could be several percentage
points of GDP.

Whatever format is chosen political decisions on the distributive effect of the GMI will
need to be made. The present proposals will bring New @@@kincome distribution as
measured by the GINI coefficient more into line with that of most other developed
countries. At the moment New ZealandOs income distribution is among the least equal in
the developed world.

%2 Detalils are provided in Appendi Income splitting, that is, dividing the specified income between the

two adults in a household will reduce the existing taxation and so reduce the positive figures shown in the
table. That applies especially to households with 2 adults but alsadalt?amilies with children. The

column Diffl is without income splitting. Column Diff2 assumes income splitting where 1 adult earns 1/3
of the household income and the other adult 2/3.
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c). The Foreign Transactions $harge (FTS).

It is advisable to introduce a Foreign Transaction Surcharge (FTS) as soon as possible to
protect against the export of assets (financial leakage) offshore. The proposed wealth tax
at 1% is low, and most wealth cannot be exported, but fialassues could arise if, for
example, banks suddenly decided to repatriate their existing offshore funding.

An FTS would be simple to administ&rit has very rarely been used in the Past
Introducing a financial instrument such as the FTS is essantla medium term if
offshore borrowing and related interest costs, which are among the main causes of
exponential inflation in New Zealand, are to be reduced. Orthodox monetary policy
efforts to manage the exchange rate and current account usindithe Ofish Rate

(OCR) have failed, in part because financial deregulation has facilitated unrestricted
speculative capital flowld Some economists may object that a unilateral FTS will not
work because banks and traders can evade the surcharge byrgutrdinsactions and
reporting, say, only a single daily settlement sum, or else trading in New Zealand dollars
offshore. Such objections, even where they apply to internet or international card
transactions, are a regulatory matter rather than oneiofolprinciple. Modern
technology makes reporting and processing of individual transactions possible both in
New Zealand or, where relevant, by offshore correspondents and affiliates. There is no
reason why requirements of this type cannot be backeddnally enforceable regulatory
framework®.

A broader issue is whether a foreign transactions surcharge would contravene
international financial agreements. There are provisions in the relevant international
World Trade Organisation (WTO) protocols forundries to protect their balance of
payments. The GATT legal text, Article XI clause 1 appears to specifically permit non
discriminatory taxes to be applied. Provision of funding is a service that falls under the
GATS protocols.

The secalled policy OttemmaO referred to in paper 1(cited in Appendix 2) is important
to any debate on the FTS. Obstfeld (1998) put it this waymt of the world's

economies, the exchange rate is a key instrument, target, or indicator for monetary policy.

An open capital market, however, deprives a country's government of the ability
simultaneously to target its exchange rate and to use monetary policy in pursuit of other
economic objectives().

If the current account is to be managed, some form of exchange managemaat will
required. To restructure the financial architecture as proposed in this paper, a tool such as
the FTS will have to be inserted at the currency exchange interface. Failure to do so
could condemn the world to economic ruin. It is now widely, if not pétarsally,
acknowledged the current economic system is deeply flawed as suggested or implied in

3 The ObeautyO of FTS is that it applies to outward capital fimwsyward capital flows. Moreover,

FTS is not a OrestrictionO on capital flows , it is a universal tax on all outward transactions.

* |t was used successfully in Tonga in the 19800s, but repealed when it had done its job. However, the
Tongan FTS was iither variable nor tax neutral. Source: personal discussion with a former Tongan
Minister of Finance.

® As discussed briefly at page 12 of Paper 1 referred to in the introduction to this paper.
36 Setting the parameters for that regulatory framewdit& Eeeyond the scope of this paper.
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recent articles from the Bank for International Settlements, the World Bank, and leading
economists like Joesph Stiglitz and Paul Krugman.

The exchange managment instrument(s) would apply to all outward exchange
transactions, not just outward capital flows.

The proposed FTS is not a tariff or trade barrier of any kind. Nor is it a restriction on
capital flows as such. It can be adjusted as net foreigrnisiedgiaid. It is a physically
neutral tax orall outgoing exchange transactions. The FTS would be variable. It goes no
further than the specified objective of balancing the current account and progressively
repaying the accumulated net foreign debt. Thigpsal mirrors the historical position

that existed prior to the removal of the US$ gold peg in ¥91tiis also very similar to

the E)ﬁgsition advocated by J.M Keynes and the British delegation at Bretton Woods in
1944°,

Financial receipts from the sumnge would be used to offset a corresponding amount of
domestic taxation (for example by reducing GST), to make the surchangeusal apart

from any receipts put towards foreign debt reduction. Its intent is to correct the current
account, which is paof the balance of payments as defined in the legal WTO, GATT,
GATS texts, by removing the existing subsidy enjoyed by those engaging in foreign
currency transactions at the expense of those who do not. Those using foreign currency in
New Zealand will, fo the first time in decades, pay the actual price for doing so. The
subsidy of heavy foreign exchange OusersO paid by foreign exchange OsaversO may be
indirect, but it is very real and very large. New ZealandOs large current account deficits
and heavy forign debt burden mean its interest rate structure is considerably higher than
that in other comparable countries with an AAA international debt rating. This keeps both
domestic debt servicing and the exchange rate well above what they need to be, seriously
affecting the countryOs economic performance.

The overall saving to the wider New Zealand economy from the introduction of an FTS is
likely to be more than the annual current account deficit &6l addition to the

obvious reduction in interest cesind the amount of foreign debt there are consequential
OdownstreamO benefits to the economy of a country like New Zealand using an FTS to
properly manage its current account:

A foreign transactions surcharge would cause the exchange rate to fall tosvardtable
base level, allowing exports to increase and imports to decrease, providing a more even
playing field for local manufacturers and producef’

37 Under the gold standard, capital flows appear to have been unrestricted, but they were not the dominant

feature in financial flows they have become in recent decades.

8 The famous Bretton Woods meeting was wheeeltisis for the post World War 1l financial
architecture was agreed among the allied powers. The British position was effectively vetoed by the United
States that sought (and obtained) the broadest possible global role for the United States dollarathe w
reserve currency.

Each 1% in interest rate alone represents nearly NZ$ 4.7 billion per year on a total debt of around NZ$
466b, including net foreign debt, as at March 2010. Estimating the actual economic effect of FTS is outside
the scope ofttis paper, but, according to the System of National Accounts, every dollar off the current
account deficit is a national OsavingO before taking into account other benefits.

 Rose (2009) notes that exchange rates have relatively little influence ongpiqarit is likely that the
FTS would act more directly on the import sector because it is visible as it is drawn directly from bank
accounts.
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Introduction of the FTS could allow the removal of all remaining tariffs and subsidies in
the New Zaland economy, making it one of the very few tariée nations in the world.
The FTS would make imported goods more expensive and locally produced goods
relatively cheaper, stimulating the domestic economy. NZ dollar currency speculation
would be blockd. The level of the FTS would be higher than any conceivable-tdrort
gain from present speculative capital flows. At the same time, long term capital
investment should not be affected.

The FTS can also be seen as a correction designed to offset thieagea volatility in

New ZealandOs exchange rate since the New Zealand dollar currency float in 1985. In
New Zealand in March 2008 the Trade Weighted Index (TWI 5) that reflects the countryOs
exchange rates against the currencies of its five major traditigers stood at 71.6. A

year later in March 2009 it was 53.8, a fall of 25%. As of mid June 2010 it was back up to
67.7** An FTS starting, say at 10%, would, on the basis of current total payments to the
rest of the world of NZ$ 77 billidh, yield NZ$6billion in surcharge inconfd That

would be enough to reduce GST to 10% from 15% and begin foreign debt repdyment
higher level of FTS might be needed during a transitional period to reduce any initial
tendency toward capital flight and to manage tegrésian Otransfer problém®@he

level of the FTS would be adjusted by the government in agreement with the central bank
as and when required. A initial 10% FTS would lead to an adjustment in the prevailing
Trade Weighted Index (TWI). This adjustment Wwhuhowever, be lower than the sharp

short term New Zealand dollar exchange rate variations which have occurred in recent
years.

There would be a substantial reduction in interest payments as the current account is
brought under control, foreign debt egpnent begun and inflation reduced to very low
levels. Rose (2009) notesEfctively the market is pricing country and/or currency risk

into national interest ratesO. On the other hand, the New Zealand dollar OvalueO of
foreign debt would rise. As muclebt as possible should therefore be expressed in
domestic currency. Bertram (2009) notes thatrka worst case, where no rolling over of
offshore funding was possible at all, the banks would be obliged to raise New Zealand

dollar funding to pay down their foreign-currency debtO. That would produce a sharp fall
in the exchange rate. The FTS is a very powerful economic tool because of its
redistributive impact within the domestic econdfhyits introduction would also prevent
a reversal of the scalled Oarry traded once domestic interest rates have been reduced
to low levels.

a1 Source: Reserve Bank of New Zealand statistical series B1. The series base is 100 back in 1979 when

exchamge rates were still fixed.
42 New zealand National Accounts for the year ended March 2009.
43 The outward payments would fall from their present level and inward receipts would increase.
44" This could be done through some form of tender process.wbhked indicative example for Option
(B) at Table 1 in Section 6 is conservative and includes only very modest repayments from the FTS receipts.
The Keynesian transfer problem implies the current account should go far enough into surplus to meet

all transitionalforeign investment claims, though that might be optimistic in the short term.

® On the other hand, debtor countries may be better off Obiting the bulletO and dealing with their foreign
debt sooner rather than later. Since the volume ofrexpannot be rapidly increased, the FTS must rely on
changing the relationship between the NZ$ value of exports and imports.

" The carry trade is the practice of transferring deposits from countries where deposit interest is low to
countries where depi interest is high(er).
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The share of the New Zealand current account deficit represented by interest and profit on
foreign, mainly Australian, bank investment has increased from 33% in 1997 to 69% in
2008 Nearly all New ZealandOs current account deficits in recent years have been funded
by capital inflows from the foreign owned banks. Bertram (2009) notes that :

New ZealandOs current account deficit basically reflects the servicing requirements on
its owerseas debt.

Banks would quickly unwind their dependency on foreign debt when the funding rate falls
below what they are paying offshore. Transitional arrangements may be needed to favour
the replacement of foreign funding with domestic funding.

Someacademic literature supports the need for some form of foreign exchange
management to correct the balance of payments and the current account. OPeggedO
exchange rates have been widely used by major countries, including Japan and China. The
use of the Unite States dollar as the worldOs OreserveO currency comes into the same
general category. The FTS, on the other hand, maintains a full currency float, but

manages outward financial flows.

Preston (2009) argues that the levels of the New Zealand currenhtaod foreign debt
are substantially due to (over)reliance by the New Zealand banking system on external
borrowing. When times are good and offshore funding is plentiful the Trade Weighted
Index (TWI) rises and offshore interest rates fall. When time®ad and offshore
funding is harder to obtain, the TWI falls and offshore interest rates rise. To deal with
such instability Preston (2009) proposes (page 13) an alternative monetary policy
framework that would extend existing monetary policy beyondrésgmt emphasis on
inflation measured by the Consumer Price Index (CPI) to take into actoemls in
domestic expenditure, trends in asset prices, maintaining a sustainable trend in the

balance of payment, an exchange rate which is moving broadly in line with economic
fundamentalsO. To achieve this Preston proposes Mandatory Deposit Ratios (MDR)
foreign currency deposits t0 help manage private sector credit expansion.

The FTS outlined above is much broader in scope than PrestonOs MDR becaulde it wo
operate on two levels. At the domestic level, supplementary deposit ratios (see page 15 of
this paper) will be applied to manage domestic lending. At the exchange rate interface,

the FTS would be used to manage external flows. The proposals ingharsgpa designed

to enable very low domestic deposit rates tending towards zero to be sustained. Preston on
the other hand tries to address the lasgale offshore borrowing by the banking sector. A
primary difference between the FTS proposed and Prestbd® is that while PrestonOs

MDR is an instrument of monetary policy, the FTS is a domgstie/ policy.

d). E-note injection.
See Plan A, page 11 for details.
e). Capital injections for business.

See Plan A, page 12 for details.

28



f). Supplematary reserve ratio.

See Plan A, page 15 for details.

Q). Reducing the OCR (Official Cash Rate).

See Plan A, page 16 for details.

h). Effect of the GMI on the cost of export goods and services.

Conceptually, the GMI is not inflationary. It is rettibutive. It corrects the exponential
flow of deposits from the productive sector into the investment sector. Orthodox
economics suggests that pricing capital will make its use more efficient. The net capital
asset base in New Zealand is more thanisigd the size of the economy measured by
GDP. A 1% wealth tax as proposed in this paper could therefore have a considerable
impact on investment choices. While the vast bulk of net assets will remain in land and
property, there could be a greater incemtiy invest in productive output. That increase
should, over time, increase exports. A slight downward trend in the production cost of
exports could be anticipated where new investment increases production efficiency.

The GMI in Plan B incorporates Pl&nand involves a similar {8ote injection as Plan A.
Inflation risks are in the low to medium range and areseffby the rentroduction of
supplementary reserve ratios into the banking system. Reserve ratios are also needed
when a Foreign TransactionarSharge is used to manage the exchange rate to help
prevent capital flight as the OCR and consequently the exchange rate are reduced. Plan B
does noprovide forincreases in wages beyond the usual provisions for inflation. The
proposed initial FTS of 109 modest compared with regular fluctuations in the New
Zealand dollar exchange rate but it is sufficient to support a progressive reduction of the
OCR and of the New Zealand interest rate structure. This, together witmttte E

injections under Plan Awill ensure that domestic debt levels are first brought under
control and then progressively reduced.

I Potential abolition of the Ministry of Social Development.

A GMI offers a vast array of benefits for society at large. They range from increasing th
pool of people able and willing to work, increasing the freedom and independence of
women and relieving financial pressures on families. GMI creates other OdownstreamO
possibilities too. For example, increases in disposable incomes for low incomes earner
and families could favour the introduction of Oat sourceO sl excise taxes on
unhealthy foods similar to those on for tobacco and alcohol, with the long term objective
of reducing health care costs arising from problems such as obesity, deisbtesart
disease.

There will always be people with special care needs and children and families with
special problems. With GMI there will be no need for the Ministry of Social
developmentOs Work and Income functions that presently make up the vasitsulk
administrative output. Residual outputs of the Ministry could be distributed among other
relevant departments. The GMI itself would be administered by the Revenue Department.
Special needs payments would be administered by other departmentssenby case

basis. Issues relating to family violence and abuse could be handled at arms length by the
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Justice Department that already administers the parole system and the family courts.
Social health issues could be handled by the Ministry of Educ&imative health issues
including care for the handicapped and the aged could be handled by the Ministry of
Health.

The introduction of GMI will remove the stigma of social dependency and poverty

existing systems try to avoid but, by their nature, inbWjtareate. Those are issues that

lead to many of the social problems so characteristic of industrialised societies. Under the
GMI, individuals receive their own inconas of right This should favour review of
compliance measures like those related to thehild support programme which are so
difficult to administer under the present system.

j). Wealth tax can create new bank borrowing.

One further potential inflationary effect from Plan B is the possibility that some of the
wealth tax will be baowed into existence where those liable for the wealth tax do not
have liquid resources to pay the tax or choose not to dispose of wealth to generate the
deposits needed to pay the tax. Most people with substantial net assets will also have
substantiaincomes so this issue mainly affects a limited number of -a&$etcashpoor
families. For example, a pensioner couple living in a mortegfage home worth, say
NZ$500,000 would need to find at least NZ$5000 each year to pay their wealth tax. From
Table 3,that coupleOs GMI income would be NZ$ 570/week compared with about NZ$
512 now, since they will not at present be eligible for an accommodation supplement.
The wealth tax will leave that couple at least NZ$ 2000 short each year in comparison
with what they get now because while their GMI will be $3000 higher than their present
income their wealth tax will be at least NZ$ 5000. Plans A and B include measures to
offset any minor inflationary impacts caused by borrowing to cover the difference.
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7. CONCLUSION.

The paper sets out the underlying economic problems relating to the exponential growth

of debt and offers two plans, Plan A and Plan B, to dealthwtin. The private interest

bearing debbased financial system generates systemic exponentiailyasing transfers

of wealth from the productive sector of the economy tarthhestment sector. The

transfers take the form of net interest paid on bank deposits. The deposit interest has to be
funded from the productive economy. This causes an imflaty expansion in the debt

levels the productive economy has to service. Over the past few decades, the orthodox
economic approach to that inflationary expansion has been to increase the price of debt by
raising interest rates. Not only is that approstcbwn to be counterproductive, but debt

levels in developed economies are now so high that small increases in interest rates are
enough to force them into recession. Interest rates now have to be reduced close to zero to
stimulate the economy.

Plans A ad B both resolve the exponential debt problem. Plan A is limited in its scope to
reducing debt in the economy. Plan B goes much further by introducing a Guaranteed
Minimum Income for each legal resident as of right, thereby eliminating the need for
socialwelfare programs and releasing potential productive capacity presently locked into
welfare dependency and poverty.

Plan A introduces the concept ofatual minimum wage. In New Zealand, the virtual
minimum wage would initially be set at NZ$ 20/houtheTdifference between an
employeeOs existing wage level and NZ$ 20/hour will be funded by an ifrezest
injection by the publicly owned Central Bank of electronic cash;ootes, into the
economy. The proposed starting amount is NZ$ 3.6 billion/yans will separately be
given a capital grant of 20% of NZ$ 3.6 billion to increase their productive investment.
The initial ENotes injection is nominally sufficient to increase purchasing power by
about 2.7% of GDP/ year, well within the growth capaoitthe New Zealand economy.
The added purchasing power is designed to stimulate local production. The act of
producing extra goods and services provides ongoing consumption capacity to continue
consuming them as they are produced.

Debt reduction occuras people receiving the stimulatory payments use some of them to
repay existing consumer debt and mortg&&ebt is progressively replaced by

electronic cash initially circulating in the economy at the same speed as existing bank
debt. The paper showsa debt reduction process can probaagtinueuntil the

economy reaches full productive capacity. The proposed cash injections beceme self
limiting as normal wage increases reduce the difference between ordinary wages and the
virtual minimum wage. Plan &an then be extended by increasing the virtual minimum
wage first from NZ$ 20/hour to NZ$23/hour and then to NZ$25/hour. Each of those extra
increases has approximately the same effect as the original into@#&® 20/hour;

being about 2.7% of GDP.

Plan B introduces a universal Guaranteed Minimum Income (GMI). The basic details of
the proposal are shown in Tables 1 and 2. The GMI in Plan B is more powerful than Plan
A. It will free a large pool of productive capacity that is barely used now. Thatityapac

48 Injections by the Japanese Government failed to adequately stimulate the Japanese economy in part
because of the debt substitution that took place. Instead of stimulating consumption some private debt was
replaced with public ebt.
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arises because all welfaireduced constraints on productive activity will be removed.
Everyone will be able to contribute to the economy and be rewarded like everyone else
for doing so. Under Plan B, the GMI has been set to match existing sausi¢tra

incomes. The plan is sufficiently accurate as a first approximation, though the numbers
may need minor adjustment or updating here and there depending on the political policy
perspective adopted by those implementing it. The GMI proposal showmiiB a

unique as it is the only one to incorporate a universal housing allowance without which it
is not possible to generate a simple GMI that matches the existing transfer system.
Failure to match existing transfer payments would be politically unaaddeps system
implementation would create winners and losers and funding would become very difficult
to manage. Table 3 shows that the proposed GMI follows the existing transfer system
very closely.

The GMI is funded by a combination of redirecting messting transfer payments to the
GMI, a 1% wealth tax on all net capital assets, the same electrowitelnjection as in

Plan A and a rearrangement of existing taxation. Plan B shows that one socially
acceptable solution is to have ailax of 41.86 on all earned income, bearing in mind

that the GMI itself is not taxed. Appendix 3 examines 15 specific household incomes. The
results are summarised in Table 4 which shows how net GMI incomes relate to existing
net incomes. It proves the proposed rate of 41.5% and a 1% wealth tax together give
OappropriateO GMI outcomes when compared with the existing earned income structure.
More work will be needed to finine the proposal. For example, Table 4 first considers
the case where there is just onedme earner per household. Income sharing among
adults reduces the positive OdifferenceO figures shown in the column ODiff10 in Table 4
because shared incomes reduce the income tax paid by the household compared with the
amount presently paid by a singlarner. The result with a 1/3 and 2/3 income split is
shown in column ODiff2 of Table 4.

Overall GMI outcomes for most families will be close to or better than what they are now.
The particular GMI solution selected for this paper deliberately weigbse thet final
outcomes in favour of families with children and lower incomes to offset the rapid
increase in income inequality that has occurred in New Zealand over the past 30 years.
The weighting finally chosen for implementation will be a matter fditipal debate. To

retain relative incomanequality the wealth tax would need to bkghtly reduced and the
income taxslightly increased. More than one tax rate instead of the proposed single flat
tax could be adopted. However, there is no doubt tieaGiMI coupled with a wealttax

and a flat tax on earned income produces a very simple, fair analaticed

progressive tax system.

A Foreign Transactions Surcharge (FTS) is proposed as part of Plan B. The FTS serves
two main purposes. The first i3 &void any risk of capital flight arising from

implementation of the GMI. The second is to provide a powerful ongoing instrument to
regulate the exchange rate and progressively repay the nationOs foreign debt. The FTS is
a variable tax on all foreign afers of NZ currency. It would start at about 10% and be
automatically collected through the banking system. The income received would be used
to reduce domestic taxes, such as GST, and to begin foreign debt retirement. The
proposed 10% initial level fahe FTS is lower than the recent percentage variations in

the NZ$ exchange rate. The proposed FTS rate would apply to ALL exchange
transactions including speculative financial transactions, though it would be technically
feasible to apply more than ondga
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8. APPENDIX 1: THEORETICAL BACKGROUND.

The first paper of this series (Paper 1) OThe IntBesting Debt System and its
Economic Impact$®looked at the fundamental cause of exponential debt growth and
proposed several key concepts:

(@ Thefundamental debt problem is that the economy has institutionalised the
payment to deposit holders of unearned income.

(b)  That unearned income takes the form of interest paid on bank deposits.

(c) Interest paid on bank deposits createsesygt inflation and exponential increase

of the debt burden.

(d)  There has been a financial incentive as well as a psychological incentive for
deposit interest to stay in the investment sector.

(e)  Culture and institutional Ocaptu@@he debt debate has made rational
discussion of the debt problem difficult.

) Sustainable debt levels cannot be achieved without removing most if not all new
deposit interest.

() Quantitative analysis can be provided using a new debt model afdheray
based on a revised form of the Fisher Equation of Exchange.

Paper 1 showed that the debt system in New Zealand has become unstable because the
debt servicing demands are now outstripping the ability of the economy to fund them
from nominal GDP grath.

The productive economy is progressively becoming paralysed. The exponentially growing
pool of unearned deposit income is funded by inflation of the productive economy. The
unearned income investment sector is becoming so large that servicingah®sabtal

debt requires inflation close to the deposit interest rate. The present situation has probably
never arisen before, not even during the depression of the 19300s. New Zealand faces a
OdeflationaryO spiral without deflation in that the produetionomy has begun to

collapse despite the absence of price reductions.

Orthodox economic instruments such as the use of interest rates to manage inflation mask
systemic inflation at the cost of economic growth as shown in Figures 2 and 4 of

Appendix 2. The inflation cost is still there and it is still being paid, but it is being paid in
the form of lost production and unemployment instead of showing up in prices.

Appendix 2 provides detailed evidence of the current position for New Zealand. It is
likely many other world economies are at or approaching the same position as New
Zealand, especially those with a history of high real interest rates.

The worldOs financial system is approaching a state of collapse and cannot be repaired
using orthodox econoimtheory. Orthodox economics has failed to reveal the
fundamental mechanisms at the root of the debt problem or to offer any practieal long
term solution to address it.

49 L.F.Manning Sustento Institute Christchurch prepared for the New Zealand Manufacturers and

Exporters Association (MEA) September 2010. Available on requestiframming@kapiti.co.n»ar from
MEA.
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9. APPENDIX 2: THE THEORETICAL SUPPORT FOR THE PROPOSAL.

The theoretical basi®f this paper is the debt model shown below which is the same as
the one described in OThe Ripple Starts Her€E&nd the first paper of this series OThe
Interestbearing Debt System and its Economic ImpactsO cited above. The debt model is
based on the Bher Equation of Exchange amended as follows:

Md= (Ddc+Dca-R) = Mp +Ms+Mv = (Dca +Mcd) + Ms+ Mv (1)
subtracting Dca from both sides of equation I produces:

Ddc = Mcd+R +Ms+Mv (2)

And from the original Fisher Equation (MV=PQ)’

McdVed = PO(d) (3)

where:

Md = total debt comprising domestic credit Ddc (including in New Zealand only) Kiwibank loans
and advances +Accumulated Current Account deficit Dca less Reserve Bank Capital Reserves R

Ddc = Domestic Credit’’ + (in New Zealand) Kiwibank loans and advances

Dca = accumulated current account debt,

R = central bank capital reserves™,

Ms = debt held by the productive sector to fund the unearned income on the total debt,

Ved = speed of circulation of circulating debt Mcd physically used for domestic production,

Mcd = circulating debt physically used for domestic production = (Md- (Ms + Dca +Mv)).

Mp = (Dca+Mcd) = total productive debt not being Ms or Mv

P = prices,

Q@) = quantity of national product (GNP) produced by debt Mp — (In New Zealand that is only
slightly different from GDP)

My = provision for lending that is not part of the productive economy and not part of Ms. It is debt

required to support withdrawals from Mcd as “savings” in orthodox economic terms. In debt-based systems
there can be no aggregate earned savings within the productive economic cycle itself otherwise the cycle
cannot be self-clearing™.

The creation of new debt may benstrained to meet the needs of the productive

economy but Mv can still increase as debt will still be needed to fund OsavingsO. In this
paper, the accumulated current account deficit Dca has been removed from both sides of
the model and from the calculati of Ms™.

From equations (1) and (3) (Mdca)=Mcd + Ms + Mv=PQ(d)/Vcd + Ms + Mv
(4)

Using the differential form of equation {4)
d(Md-Dca)/dt = d/dt [Mcd + Ms+Mv] = d/dt [PQ(d)/Ved + Ms+Md)

50 http://www.nzae.org.nz/conferences/2009/pdfs/The_Ripple_starts _here 1694

2009__ Finishing_the_Past.pdfNonrmembers can access the papeiGoogle search: ONZAE The Ripple
Starts Here O (use Oquick viewO) : Table 1, p 19 shows wide variations in bank spread.
®1 Reserve Bank of New Zealand (RBNZ) Table hc2 ; RBNZ privatai

%2 |n this preliminary work the RBNZ Ocapital reserveO kas bsed but further research is needed to

determine which reserves (if any) should best be incorporated in the model.

%3 See especially Figures 1 and 2 of Paper 1.

>4 Paper 1 Figure 4 suggests the current account deficit dCA from each productios &cteriedO in the
productive debt Mcd. Since dCA already includes interest on Dca, the model calculations in the 2009 paper
and in Paper 1 appear to have double counted it. So Dca has (for the time being at least) been deducted from
the original model ecations (1) and (3) above and from the calculation of Ms.

%> As setoutin OThe Ripple Starts hereE.O Referenced at footnote 2
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where:

dMdy/dt = the change in total debt Md over time dt

dPQ(d)/dt = the change in nominal GDP over time dt

dMs/dt = the change in accumulated deposit interest over time dt

dMcd/dt = the change in circulating debt physically used for domestic production over time dt
d/dt (Ddc-R) where Ddc and R are as described above

dMv/dt = the change in the provision for lending supporting aggregate “savings” that is not part
of the productive economy and not part of Ms, over time dt.

Ved = speed of circulation of Mcd (for most practical purposes Ved can be assumed

constant over a short time dt)

As the rate of change of accumulated net deposit interest, dMs/dt, approaches zero,
bearing in mind dMv/dt, equation (5) reverts towards the original Fisher equation
(MV=PQ), in which Vcd tends to be structural. In a stable financial system, Vcd varies
only gradually over time. The change of total debt dMd/dt is both known from regular
data and can be controlled through the use of reserve ratios, without changing interest
rates. Vcd an be estimated from lortgrm trends as well as from changes to Mcd and

any residual deposit interest r&teThe change in nominal gross domestic product (GDP)
then becomes a direct function of the change diMd)/dt of the domestic debt (Md

Dca) less th debt required to create OsavingsO dMv/dt. That amount dMv/dt can also be
quite accurately estimat¥d

In a stable system, the reserve bank reserves R will not need to change either. In that
special case, when R=0, the change in nominal GDP becodiresiafunction of the

change in domestic credit Ddc less OsavingsO -#(B)dt *Vcd. It closely parallels the
original Fisher Equation of Exchange. The change in GDP can also be readily calculated
from the debt model when dMs/dt is not zero.

The debt mdel offers a solid platform for accurate calibration and management of the
financial system. The model relates to the quantity of GDP. It does not seek to say
anything about thquality of that output, which remains a matter of public debate and
governmehpolicy. Common sense would suggest that the more socially and
environmentally useful the productive output is, the better the wellbeing of the nation is
likely to be.

The database that gives rise to figures 1, 2, 3, 4, 6 and 8 below is subject to furthe
calibration as the data is refined. The figures presently assume that an average tax rate of
30% was paid on deposit interest from 19286 and 26% thereafter. The calibration

curves used for the percentage of cash economy in the whole economy patémtage

of deposits arising from debt that are in intetestring accounts are shown in Figures 5

and 7. The rest of the model calculation is mechanical with all other data being taken from
official data series.

% The accuracy of estimating Vcd is affected to some extent by the deposit interest rate |. The data shows
that rapid increaseéa Mcd during economic booms tend to reduce Vcd slightly (as in NZ in 2005) because
those are times of relatively low interest rates, while the slowing of Mcd growth during recessions (as in NZ
1993, 200910) tends to increase Vcd slightly as interestgaire increased to OmanageO inflation. Stable
growth patterns will allow accurate assessment of Vcd.

" |n New Zealand for example dMv/dt is largely determined by the Government Superannuation fund,
Kiwisaver, and the GovernmentOs Superannuation suppdrt$ually called the OCullen FundO. Private
Savings trends are also reasonably well known.
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FIGURE 1: THE DEBT EXPLOSION IN NEW Z&LAND 1978-2010

DEBT GROWTH IN NEW ZEALAND 1978-2010
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FIGURE 2: SYSTEMIC INFLATION NEW ZEALAND 198201G°®

Systemic Inflation, New Zealand 1982-2010
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SNA Inflation % =—®— Systemic Inflation (Mcd(n)+Mv(n))*I(n)/GDPd(n-1)

%8 An article in The Guardian/UK newspaper 27/April/2010 by Dean Baker refers to suggestions within US
President ObamaOs Council of Economic Advisors that theo@@Btiates the true rate of inflation®. While
Figure 2 is a preliminary first approximation only it does not appear to support the Council of Economic
AdvsorsO thinking.
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FIGURE 3: UNEARNED INCOME Ms AND CIRCULATING DEBT Mcd

NEW ZEALAND 19782010*
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FIGURE 4 : RESIDUAL MODEL GROWTH v SNA GROWTH NEW ZEALAND

19962010
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FIGURE 5: PROPORTION OF ECONOMY ASSUMED PRODUCED BY CASH

TRANSACTIONS NEW ZEALAND 1978010
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Note: This is a model calibration curve only and is subject to recalibration
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FIGURE 6: MODEL INCENTIVE TO INVEST NEW ZEALAND 1942010

Incentive to invest New Zealand 1978-2010
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FIGURE 7: ASSUMED PROPORTION OF INTEREST BEARING DEBT NEW
ZEALAND 19782010

Assumed % debt giving rise to interest bearing deposits New
Zealand 1978-2010
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FIGURE 8: SPEED OF CIRCULATION OF CIRCULATING DEBT Mcd
NEW ZEALAND 19882010
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The above debt model relates to the debt econohng model can be restated more
generally to take cash transactions afubEes into account.

From equation (4) (Md@ca)=PQ(d)/Vcd + Ms + Mv and
PQ(d) = ((MdDca}(Ms+Mv)) * Vcd (6)

Total output PQ (=GDP) is obtained by adding the coniobwf cash transactions.

PQ= GDP = ((MeDca)}(Ms+Mv)) *Vcd + Me*Ve + Mo*V o (7)

Me = the total number of-Botes in circulation

Ve = the speed of circulation ofiibtes (=Vcd)

Mo= the total amount of cash circulating in the hands of the public

Vo= the speed of circulation of cash Mo

All other terms are as defined for equation (1) to (4) above

The general Equation (7) allows the debt model to be applied universally, including in

countries where cash is still in use and where electronichamsheen introduced in the
form of Enotes.

4C



41



10. APPENDIX 3: CALCULATIONS FOR TABLE 4.

i) High income family -2 children.

Take an OupperO New Zealand household with an income of NZ$ 150,000 (1 earner)
and net assets of NZ$ 1,000,000. The pesg income tax is about NZ$ 40,420 so the
net income is NZ$ 109,580. Under the proposed GMI the family would receive:

- GMI NZ$ 670/week (Table 3) x 52 NZ$ 34,840

- Earned income NZ$ 150,000 x ¢D.415) NzZ$ 87,750

- Less NZ$ 1,000,000 x 1% (NZ$ 10,000)
Total NZ$ 112,590

High income New Zealandfamilies will be NZ$ 3,010 better off.

With income splitting, one adult earning NZ$ 50,000 and the other earning NZ$
100,000

Their combined income tax would be NZ$ 3,940 instead of NZ$ 40,240 and the
family would be NZ$ 5,480 worse off instead of NZ$ 3,010 better off.

i) High family income Bno children.

When the same calculation is applied to a married couple without children, the
numbers change significantly.

- GMI NZ$ 470/week (Table 3) x 52 NZ$ 24,440

- Earned income NZ$ 150,000 x (D.415) NzZ$ 87,750

- Less NZ$ 1.000,000 x 1% (NZ$ 10,000)
Total NZ$ 102,190

A couple in the high household income bracket is NZ$,390 worse off.

With income splitting, one adult earning NZ$ 50,000 and the other earning NZ$
100,000

Their combined income tax would be NZ$ 31,940 and the couple would be NZ$
15,700 worse off instead of NZ$ 7,400 worse off.

iif) High incomeBsingle person household.

When applied to a single person household on a similar basis the calculation
becomes:

- GMI NZ$ 350/week (Table 3) x 52 NZ$ 18,200

- Earned income NZ$ 150,000x(D.415) NZ$ 87,750

- Less NZ$ 1,000,000 x 1% (NZ$ 10,000)
Total NZ$ 95,950

The single person upper income working household with substantial
assets loses about NZ$ 13,630 in net income, showing again how the
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GMI is weighted towards families with children, and lower incomes.

iv) Upper income family-2 children.

Take an OupperO New Zealand household with an income of NZ$ 100,000 (1 earner)
and net assets of NZ$ 500,000. The present income tax is about NZ$ 23,920 so the net
income is NZ$ 76,080. Under the proposed GMI the familywould receive:

- GMI NZ$ 670/week (Table 3) x 52 NZ$ 34,840

- Earned income NZ$ 100,000 x (D.415) NZ$ 58,500

- Less NZ$ 500,000 x 1% (NZ$ 5,000)
Total NZ$ 88,340

Upper income New Zealandamilies will be much better off (NZ$ 12,260) under
the proposed GMI where there is no income splitting between adults in the
household.

With income splitting, one adult earning NZ$ 33,333 and the other earning NZ$
66,666

Their combined income tax would be NZ$ 13,020 instead of NZ%3,920 and the
family would be NZ$ 1,360 better off instead of NZ$ 12,260 better off.

v) Upper family incomebno children.

When the same calculation is applied to a married couple without children, the
numbers change significantly.

- GMI NZ$ 470Aveek (Table 3) x 52 NZ$ 24,440

- Earned income NZ$ 100,000 x (D.415) NZ$ 58,500

- Less NZ$ 500,000 x 1% (NZ$ 5,000)
Total NZ$ 77,940

A couple without children in the upper household income bracket is NZ$ 1,860
better off.

With income splitting, one adult earning NZ$ 33,333 and the other earning NZ$
66,666

Their combined income tax would be NZ$ 13,020 instead of NZ$ 23,920 and the
family would be NZ$ 9,040 worse off instead of NZ$ 1,860 better off.

vi) Upper family incomePsingle person household.

When applied to a single person household on a similar basis the calculation
becomes:

- GMI NZ$ 350/week (Table 3) x 52 NZ$ 18,200

- Earned income NZ$ 100,000x(D.415) NZ$ 58,500

- Less NZ$ 500,000 x 1% (NZ$ 5,000)
Total NZ$ 71,700
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The single person upper income working household loses NZ$ 4,380 in
net income, showing again how the GMI is weighted towards families
with children and lower incomes.

vii) _Average family income-2 children.

Take an OaverageO New Zealand household with an income of NZ$ 75,000 (1 earner)
and net assets of NZ$ 300,000. The present income tax is about NZ$ 15,670 plus a tax
credit $57/week so the net income is NZ$ 62,787 Under the proposed GM the

family would receive:

- GMI NZ$ 670/week (Table 3) x 52 NZ$ 34,840

- Earned income NZ$ 75,000 x (D.415) NZ$ 43,875

- Less NZ$ 300,000 x 1% (NZ$ 3.000)
Total NZ$ 75,715

Average New Zealandamilies with childr en will be much better off (NZ$ 13,418)
under the proposed GMI.

With income splitting, one adult earning NZ$ 25,000 and the other earning NZ$
50,000

Their combined income tax would be NZ$ 11,415 instead of NZ$ 15,670 before the
tax credit is taken into account and the family would be NZ$ 9,163 better off instead
of NZ$ 13,418 better off.

viii) Average family incomeBPno children.

When the same calculation is applied to a married couple without children, the
numbers change significantly because thers ino tax credit and the income is $59,
333

- GMI NZ$ 470/week (Table 3) x 52 NZ$ 24,440

- Earned income NZ$ 75,000 x (D.415) NZ$ 43,875

- Less NZ$ 300,000 x 1% (NZ$ 3.000)
Total NZ$ 65,315

A couple on the average tusehold income is still NZ$ 5,982 better off.

With income splitting, one adult earning NZ$ 25,000 and the other earning NZ$
50,000

Their combined income tax would be NZ$ 11,415 instead of NZ$ 15,670, and they
would be NZ$ 1,727 better off instead of NZ$,982 better off.

ix) Average family incomebPsingle person household.

59 .
Before allowing for any government transfers.
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When applied to a single person household on a similar basis the calculation
becomes:

- GMI NZ$ 350/week (Table 3) x 52 NZ$ 18,200

- Earned income NZ$ 75,000 x (D.415) NZ$ 43,875

- Less NZ$ 300,000 x 1% (NZ$ 3.000)
Total NZ$ 59,075

The single person average income working household is tax neutral.

x) Lower income family-2 children (a) income 50000.

Take a O lowO New Zealand househaldth an income of NZ$ 50,000 (1 earner) and
no net assets. The present income tax is about NZ$ 8,020 so the net income is NZ$
41,980. To that add (from table 3) tax credits of NZ$ 155/week and an
accommodation allowance of, say NZ$ 165/week), bringing thetal income to NZ$
58,620. Under the proposed GMI the family would receive:

- GMI NZ$ 670/week (Table 3) x 52 NZ$ 34,840

- Earned income NZ$ 50,000 x (D.415) NZ$ 29,250

- Less NZ$ 0 x 1% (NZ$ 0)
Total NZ$ 64,090

Low income New Zealandfamilies with children will be NZ$ 5,470 better off
under the proposed GMI.

With income splitting, one adult earning NZ$ 16,667 and the other earning NZ$
33,333

Their combined income tax would be NZ$ 6.790 insteaaf NZ$ 8,020 before the tax
credit is taken into account and the family would be NZ$ 4,240 better off instead of
NZ$ 5,470 better off.

xi) Low family income®no children.

When the same calculation is applied to a married couple without children, the
numbers change significantly because the only addition to the after tax income
would be, say,

NZ$ 125/week for the accommodation allowance. For a total income of NZ$ 48, 480.
The GMI offers substantial relief to these very low income households

- GMI NZ$ 470/week (Table 3) x 52 NZ$ 24,440

- Earned income NZ$ 50,000 x (D.415) NZ$ 29,250

- Less NZ$ 0 x 1% (NZ$ 0)
Total NZ$ 53,690

A low income couple will be much better off by about NZ$ 5,210éar.

With income splitting, one adult earning NZ$ 16,667 and the other earning NZ$
33,333
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Their combined income tax would be NZ$ 6,790 instead of NZ$ 8,020 and the couple
would be NZ$ 3,980 better off instead of NZ$ 5,210 better off.

xil) _Low income Bsngle person household.

When applied to a single person household on a similar basis but with the
accommodation allowance at NZ$ 100/week present total income is NZ$ 47,180: the
calculation becomes:

- GMI NZ$ 350/week (Table 3) x 52 NZ$ 18,200

- Earned income NZ$ 35,000 x (D.415) NZ$ 29,250

- Less NZ$ 0 x 1% NZ$ 0)
Total NZ$ 47,450

The single person low income working household is tax neutral.

xiii) _Bottom income family -2 children (a) income 35000.

Take a Overy lowO New Zealand household with an income of NZ$ 35,000 (1 earner)
and no net assets. The present income tax is about NZ$ 5,145 so the net income is
NZ$ 29,855. To that add (from table 3) tax credits of NZ$ 226/week and an
accommodation allavance of, say NZ$ 165/week), bringing the total income to NZ$
50,187. Under the proposed GMI the family would receive:

- GMI NZ$ 670/week (Table 3) x 52 NZ$ 34,840

- Earned income NZ$ 35,000 x (D.415) NZ$ 20,475

- Less NZ$ 0 x 1% (NZ$ 0)
Total NZ$ 55,315

Very low income New Zealandamilies with children will be NZ$ 5,128 better off
under the proposed GMI.

With income splitting, one adult earning NZ$ 11,667 and the other earning NZ$
23,333

Their combined income tax would be NZ$ 4,328 instead of NZ$ 5,145 before the tax
credit is taken into account and the family would be NZ$ 4,311 better off instead of
NZ$ 5,128 better off.

xiv)  Bottom family income®no children.

When the same calculation igpplied to a married couple without children, the
numbers change significantly because the only addition to the after tax income
would be, say, NZ$ 125/week for the accommodation allowance. For a total income
of NZ$ 36,355. The GMI offers substantial rekf to these very low income
households.

- GMI NZ$ 470/week (Table 3) x 52 NZ$ 24,440
- Earned income NZ$ 35,000 x (D.415) NZ$ 20,475
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- Less NZ$ 0 x 1% (NZ$ 0)
Total NZ$ 44,915

A very low income ouple will be much better off by NZ$ 8,560/year.

With income splitting, one adult earning NZ$ 11,667 and the other earning NZ$
23,333

Their combined income tax would be NZ$ 4,328 instead of NZ$ 5,145 and the couple
would be NZ$ 7,743 better off instead oNZ$ 8,560 better off.

Xv) Bottom incomebsingle person household.

When applied to a single person household on a similar basis but with the
accommodation allowance at NZ$ 100/week present total income is NZ$ 35,055: the
calculation becomes:

- GMI NZ$ 350/week (Table 3) x 52 NZ$ 18,200

- Earned income NZ$ 35,000 x (D.415) NZ$ 20,475

- Less NZ$ 0 x 1% (NZ$ 0)
Total NZ$ 38,675

The single person very low income working household is NZ$ 3aQter
off.
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