


Voluntary Impoverishment
How We Allow the Federal Reserve to Fuel Our National Debt

The United States is in the midst of a debt disaster. The amount of money -
owed by the American people now exceeds 12 trillion dollars, an amount B
roughly equal to our total annual GDP. This figure averages out to a debt =

burden of over $30,000 per American. Each day, over four billion dollars are
added to the debt.

Month by month, the soaring national debt consumes tax revenues for “debt
service” (interest), constrains spending on real services to taxpayers, and sews g -

the seeds of a weakening dollar and burdensome tax hikes. But the most

infuriating aspect of the debt is that it is almost totally unnecessary. The practices and procedures of the Federal Reserve
occupy center stage in the unnecessary creation and propagation of the debt. As a result, the United States currently finds
itself buried under 500 billion in debt held directly by the Fed, 600 billion in total annual interest payments, and trillions
more owed to various creditors — all because of the counterproductive way in which the Fed operates.

Even as Congress and the punditry debate ways to emerge from the debt crisis, this reality is unrecognized, ignored, or
suppressed. Observers of the national discourse are told to put faith in deficit cutting half-measures, the tired old programs
perennially proposed by ideological parties.

Some on the left assert that more efficient management of our massive entitlement programs will resolve the debt crisis.
In truth however, entitlement reform will, at best, ensure the solvency of specific programs; Social Security and Medicaid
reform will not end the deficits or pay down 12 trillion dollars in debt. On the right, there is a pervasive belief that
economic tax cuts and deep spending cuts will fix the problem. But interest payments on the debt are so massive that
federal programs beyond military, Social Security/Medicare, and debt service are all now performed with borrowed
money. All services could be cut and it still wouldn’t help to pay down the debt.

The centerpiece of our country’s emergence from its current debt crisis must be a relatively simple reform of the way
increases in the money supply are handled. From the creation of the Federal Reserve in 1913 to this day, money supply
increases have come from the creation of money by the Fed — essentially out of thin air — which it then uses to buy assets,
including U.S. debt. This preserves the debt even as the money supply increases. Instead, the money created out of thin
air should belong directly to the government, and it could be used directly for spending or for retiring outstanding debt
instruments (e.g., Treasury securities). The operating deficit and/or national debt would then be reduced by the amount of
increase in the money supply. This approach has already been used successfully -- prior to the creation of the Fed -- to
pay off the debts from the Revolutionary War and the Civil War without inflationary pressure or financial destabilization.

Such reform is straightforward and the benefits would be gigantic — virtually complete elimination of deficits and a
gradual elimination of debt without reductions in spending. But reform of the way the Fed has been handling the cash
from increases in the money supply will require an audit, which the Fed has been vigorously fighting. The Fed is
staggeringly opaque and unaccountable, and is undeniably influenced by private banking interests. Any meaningful
reform of the Fed must therefore target not only its debt-preserving practices but also its opacity and closeness to private
institutions. This is a threat to the Fed’s favored institutions (the “too-big-to-fail” financial firms) and the Fed is spending
millions on lobbyists to fight such a change.

Congressman Wright Patman, Chairman of the House Committee on Banking and Currency, served in his capacity for 16
years during the 1960’s and 1970’s. He is an unimpeachable expert. “I have never yet had anyone who could, through the
use of logic and reason, justify the Federal Government borrowing the use of its own money...I believe the time will



come when people will demand that this be changed. I believe the time will come in this country when they will actually
blame you and me and everyone else connected with the Congress for sitting idly by and permitting such an idiotic system
to continue.”

Congressman Patman was deeply troubled by the Fed, just as many of his Congressional successors are today. This

concern emanates partially from the fact that, under the Fed’s stewardship, the dollar has plummeted in value and the debt
has exploded.

The Purchasing Power of the U.S. Dollar Over Time
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But the indictment of the Fed goes far beyond its management of the dollar’s value. The Fed institutionalizes the
systematic siphoning of taxpayer dollars to the benefit of banking institutions at the expense of the Federal Government.
Currently, when the Fed intends to expand the money supply, it buys U.S. Treasury securities from the banks holding
them, leaving the banks with cash and the Fed with an IOU representing U.S. debt. Put simply, most of the dollars the
Fed wishes to place into the money supply are dollars of U.S. debt purchased by the Fed.

This arrangement is incredibly costly to U.S. taxpayers. Firstly, the U.S. Treasury pays approximately $30+ billion to the
Fed in interest payments on the debt owned by the Fed. Secondly, and more importantly, by expanding the money supply
through the afore-described process, the Fed prevents the Federal Government from effecting monetary policy by
expanding the money supply via a reduction in the national debt. It’s important to realize that the money used by the Fed
to purchase this debt is created out of thin air through an electronic process. Essentially, the Fed buys debt — with all its
attendant rights — with dollars created through the click of a mouse.

To clarify, when the Fed expands the money supply, the ownership of U.S. debt is transferred and preserved. But if the
government directly controlled the money supply, a substantial portion of U.S. debt could be retired each time the money
supply had to be expanded. The reason is simple:

Each time the government(rather than the Fed) expands the money supply, it would purchase and retire securities, thereby
erasing debt. Under this system, once holders of U.S. debt (i.c., banks) are fairly compensated for their securities, the
securities will be torn up and the nation’s debt will be lowered. Such a monetary policy tool would produce financial
controls identical to ones produced under the current system while simultaneously helping to restore fiscal health.
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The Fed uses this money to buy U.S. debt in the form of U.S.
Securities from banks, swapping cash for [OUs.

The banks then have increased cash balances with which to
work. The money supply has been effectively expanded.

The Fed holds U.S. debt that has been preserved even though
new and “free” money was used to purchase it.

The Fed buys debt in the form of U.S. Securities from banks,
and then lowers the debt by retiring the securities it just bought.

The banks then have increased cash balances with which to
work. The money supply has been effectively expanded.

The money supply has been expanded and the national debt
has been lowered by the same amount.




Most importantly, the government would not have to issue new debt instruments to increase the money supply (for
example, the Fed currently also creates money out of thin air to buy U.S. securities that cannot be sold on the open
market, which is just foolish on the part of the government). And the government could use the increased money supply
to retire “real” debt (debt not held by the Fed) and lower debt service payments to foreign holders of the debt, such as
China.

While the Fed’s impenetrable opaqueness makes the exact amount of money created by the Fed over the past several years
unknown, testimony by the Federal Reserve Inspector General reveals that this amount numbers in the trillions. This
means that, under an alternative monetary system, the money supply could have been expanded to exactly its current
levels with the crucial difference that the climbing federal debt could be trillions of dollars less than it is today. Below is a
graph illustrating the amount of debt held by the Fed and the Social Security Trust Fund. Were the government given
control of monetary policy, the amount of debt denoted in blue could be retired if, among other things, the Fed expanded
the money supply by buying securities owned by the Social Security Trust Fund. Doing so would return cash to the Trust
Fund and lower the debt by trillions -- all without raising taxes, cutting benefits, or raising the retirement age.

The debt denoted in orange (foreign and international holdings) could also be retired, without reducing spending or
increasing taxes. In fact, there would be intrinsic impetus for tax relief, because the retirement of the foreign debt would

free up tens of billions of dollars annually that are now spent simply servicing the debt (i.e., just paying interest without
retiring any principal).
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Put simply, almost all of the national debt is unnecessary and is the result of bad monetary policy processes, not
government spending.

As the population expands and the gross domestic product accordingly expands with it, the U.S. needs to expand its
money supply. By allowing the Fed to infuse these dollars into the system through increases in debt, the Congress is
starving the American people of the fiscal dollars needed to address our pressing national problems.

But logic and fiscal prudence are not the only victims of the status quo system. The ethical integrity of our system is
threatened as well, for the Fed’s methods enrich banks (by providing cash for questionable assets, such as with the largely
unmonitored TARP program) while perpetuating vast amounts of debt owed by taxpayers. This transfer of wealth from
taxpayers to Wall Street is unacceptable and wrong.

Many wonder how the Federal Reserve, an institutional fixture since 1913, has been able to play such a harmful role for
so long. The answer lies in the culture, structure, and personnel of the organization itself. To understand how the



pernicious status quo came into effect, and to formulate meaningful reform of the Fed, we must understand two
fundamental characteristics of the Fed.

First, the Fed operates with a degree of secrecy unacceptable in this democracy. During the current financial crisis, the
Fed took a series of actions to mitigate the effects of the downturn. These measures invited questions from citizens and
Congress. The Fed’s refusal to provide information needed for policy analysis and oversight reveals the Fed to be an
opaque relic of a time long passed.

In 2010, it is simply not acceptable for entities serving the public interest to secretly take actions and defiantly refuse to
provide sought information. The Federal Reserve Inspector General has not been able to account for nearly two trillion
dollars created and spent by the Fed. Moreover, the Fed is intensely resistant to an audit of its balance sheets and
monetary decisions. In a democracy, this secrecy is not justifiable. The Fed releases decision explanations from policy
meetings only after a three-week waiting period. And the transcripts of these meetings are shielded for five years. Our
sense of governmental accountability is incompatible with these excessive delays.

The Fed defends its secretive tendencies by contending that it can only create sound monetary policy by insulating itself
from public scrutiny. Certainly critical policies involving trillions of dollars cannot be formulated daily on CNBC -- such
openness would in fact introduce violent volatility into the market. But neither can the Fed hide behind controlled press
statements and months-delayed releases of meeting minutes. Clearly, a happy medium between democratic transparency
and necessary shielding must be found. The Fed does not strike this balance.

In our democratic form of government, a central assumption has been reached: The efficiency associated with secrecy is
subordinated to the prudent decisions associated with an informed and engaged public. This arrangement may be
inconvenient, but the arc of history demonstrates that when policy-making is complemented with public scrutiny, superior
policy is created.

The second critical characteristic is that the Fed, despite its marbled building in Washington, is not a governmental
agency. The Fed is legally under the authority of a Board of Governors comprised of presidentially-appointed and
Congressionally-approved members. However, monetary decisions are made by the hybrid Federal Open Markets
Committee (FOMC), a body where public appointees out-number private bank representatives by a margin of just seven
to five.

Though the Fed projects the image of a public agency, it nonetheless fosters a dangerous primacy of private interests. The
five banking representatives on the Board of Governors can, on any given decision, control the Fed by persuading only
two public appointees. Control of the nation’s monetary policy should not be two votes away from being controlled by
private interests.

Most importantly, the thousands of member banks that constitute the Federal Reserve System exist as the vocal
constituency of the Board of Governors and the FOMC. This constituency funds the entire Federal Reserve System and
executes the policies of the Governors and FOMC. These banks desire capital, favorable interest rates, and other
government-provided benefits, making them players and arbiters in the banking system. Playing the defendant and the
judge, the Federal Reserve exists as an undesirable blending of incestuous interests.

It must be emphasized that this danger is not merely theoretical. This system purveys and even encourages glaring
conflicts of interest. As an example, in 2008, the CEO of JP Morgan served as a board member of the Federal Reserve
branch of New York as he negotiated on behalf of JP Morgan for a $29 billion bridge loan to allow his company to
acquire Bear Sterns.

A particularly glaring and outrageous example of private interest primacy within the Fed is its recent "Directo a Mexico"
program. Under this new program, illegal immigrants in the United States are permitted to send remittances back to
Mexico via the Federal Reserve’s automated clearinghouse. The Fed permits illegal residents to use the banking system



by requiring only that they produce a Matricula Consular, a form of identification regarded by most law enforcement
officers as illegitimate due to rampant counterfeiting and to extremely low issuance standards.

This clumsy program flouts and undermines the immigration laws of this country. It also provides a valuable money-
transferring tool to drug and human traffickers within this country, making law enforcement all but impossible. This
program reveals the Fed’s sympathy for profit-making and its frequent disregard for the public good in the pursuit of
profit for its favored banking institutions

Perhaps the best example of the Fed’s private nature is the way it has responded to Congressional interest in auditing the
Fed. To make its case against an audit, the Fed hired a lobbyist to court members of Congress. True independent agencies
like the FDA and EPA make their cases through appointed officials and in public. The Fed works through lobbyists and
closed-door meetings.

The Fed represents a private-public hybrid, a political compromise from pre-World War One America. In 1909, four
years before the Fed was created, the titan JP Morgan saved the federal government and the financial system from
collapse by loaning money to troubled institutions. We no longer live in a time when private bankers have more power
than the federal government; therefore, we no longer live in a time when the Fed fits within our world.

In short, the Fed’s secretive culture and structural biases towards private industry promote and preserve the
unconscionable waste of Americans’ tax dollars. The Fed enriches its member banks by allowing them to loan out and
profit from money created out of thin air, while denying any direct benefit to the U.S. taxpayer. This “free money,”
created by the Fed using authority delegated to it by the Congress, is paid for by American taxpayers in the form of debt
repayment. Because of this, the current level of national debt is completely unnecessary and is the result of
institutionalized corruption. Over time, with each expansion of the money supply, the debt could have been
commensurately lowered. Instead, our debt has soared.

Growth of U.S. National Debt Over Time
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And so, what is the nation to do about this glaring problem? The Congress ought to pursue one of two remedial courses.
One course would be to retain the Federal Reserve and truly make it Federal -- purify the Fed of its non-governmental
officers. That is to say, the privately appointed governors and directors at the national and regional levels of the Fed could
be replaced by government appointees. To complement this reform, the Fed would be given the authority and the
mandate to retire securities purchased from banks when expanding the money supply. Additionally, a delicate system of
audits could be arranged to promote democratic accountability.

As an alternate route, Congress could withdraw the Fed’s mandate and create a wholly public central bank of the United
States. This new entity would have to inhabit the medium between accountability and necessary distance from ideological
and politics-consumed politicians. Perhaps it is a difficult balance, but surely one we can strike. This approach has been
used several times historically and served the country well, achieving low inflation and reduced national debt. This
central bank, of course, would be empowered to retire (and create, when necessary) U.S. securities.

To regain its former prosperity, the United States must address these problems honestly and forcefully. If organized
correctly, a reformed Fed, or a new central banking entity altogether, will provide the nation with a public, accountable,
and fiscally responsible agent for prudent monetary policy.

As individuals, we would never volunteer to cede our wealth to our private bankers; as a country, we should be no more
willing to volunteer for national impoverishment.



