Modern Money and Sovereign Currency

Joseph Huber

0. Introduction. Modern Money Theory (MMT) and N&wmrrency
I =T 0] oV (N [ I T 3

1. Currency versus banking teachings. A frame fefremce of lasting
relevance to modern money SYSIeMS ......cccieeieieeeeieeeeeeeeeeeeeeeeeeeeee 8.

2. Analysis of the present money SyStem ...eeeeeeeeeeeeieeiieeiiieieeniinnnnn 17

2.1 Money in the two-tier banking system. Definmgney. Money

= Lo U =T 0 Tos PSPPSR 17
2.2 Credit and deposits, investment and savingsaPy and

SecoNdary Credit ......oooooee oo 20
2.3 Multiplier model. Credit creation is led byetbanks rather than

the central DanK ... 21
2.4 Credit creation through purchase of assetsui@e and

interest-borne seigniorage ............occceeeevieeiiieeiiie . 24
2.5 Does interest-rate policy compensate for @atiife quantity policy? ...... 28
2.6 Do we have a currency or a banking regime?..........ccccccvvvvvvvvvvvnnnnnnnn. 32
2.7 Dysfunctions of fractional reserve banking..................uvvvvvvviiiviiinnninnnn. 35

3. ChartaliSM ...ceoiiiiiiiiiie e 40

3.1 State theory versus market theory of money........................... 40
3.2 Intrinsic versus induced value of money (nlistal vs nominalism) ........ 45
3.3 The relation of money to creditand debt......................... 49
3.4 Trade credit and bank credit. Dysfunctionahiity of money

=TT It =T || PP T RO PPRPRPP 58
3.5 Monetary sovereignty and sovereign curren@firiing the monetary

PIrEIOGALIVE ....eiiiiiiiiiii i e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e aaaaeaaeeens 62
3.6 What would a sovereign money system look like2.............ccccccceeeiins 67
3.7 Excursus: Does the euro qualify as a soverigrency? ............ceeeee..... 70

3.8 Is government creditor or debtor? .....ccccceeeeeiiiiiiiii, 73



Modern Money and Sovereign Currency

4. Sector balances

...................................................................................... 81
4.1 Public, private and foreign sector — accusatg&implistic? ..................... 81
4.2 Government debt, sound finances and 'dysfomatifinance’ .................. 84
4.3 Foreign-account deficit as a hegemonic pIGdle...............vvvvvvviviiiiniinnn. 89

5. CONCIUSION ittt ettt e e e e e s s e e e e e ennnnee e .93

T I 1= = L0 | 96

© Joseph Huber 2013



Modern Money and Sovereign Currency

0. Introduction. Modern Money Theory (MMT) and New Currency
Theory (NCT)

The financial crisis since 2007/08 has shed doubtcommon wisdom

regarding money and banking. Orthodox economistsndi see any of the
problems coming and refused to acknowledge therggpeof those who

did. Central banks' monetary policy did not prevewer larger waves of
government debt and financial bubbles on the bEsisershooting creation
of bank credit. Had they wished differently, withilme present system of
fractional reserve banking, they could hardly hdeae very much about it.
Markets and politics still treat the crisis as g,dut one-off, operational
accident. It may require some additional regulatibot otherwise, one
expects to eventually resume business as usudaheddenarkets nor politics
want to hear about the market failure and governrfeelure they actually

produced—and which they are bound to reproducéenfature unless the
monetary, banking and financial systems undergcesstnuctural change.

Against this background, orthodox economics is ncivallenged by a
number of advanced approaches to the analysis afeynand banking.
Sometimes these are grouped under the headingeybdex economics, or
real-world economics, or non-fiction economic8ome scholars reconsider
academic traditions such as for example historiaall institutional
economics, chartalism and constitutionalism, posgtésianism, disequili-
brism, the circuitist school, economic systems dyica or similar.

This broadly overlaps with analyses and policy apphes of the new
monetary reform movements across the industrialdvaimed at regaining
control of the money supply and re-establishing\sereign state's monetary
prerogative’ Most advocates of monetary reform explicitly ursend this

! Werner 2005 324.

2 Among the monetary reform approaches referreete hre those of the American
Monetary Institute (www.monetary.org), Positive Mgrin the UK
(www.positivemoney.org) and NZL (www.positivemoneng.nz), Sensible Money in
Ireland (www.sensiblemoney.ie), Monetative in Gemspnavww. monetative.de) and
Switzerland (vollgeld. ch), Moneta Proprieta inlyttwww.monetaproprieta.it) and others.
Cf. http://www. positivemoney.org/get-involved/intational/
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as an endeavour to modernise the money syst@hich implies
modernising money theofy.

Since around 1995-2000 there has been another pewazh, which
explicitly calls itself Modern Money Theory, abbrated as MMT. MMT
scholars include Warren Mosler, Scott Fullwilerg@tanie Kelton and
Randall Wray. As their ‘forefathers' they cite Godl(sector balances),
Lerner (functional finance) and Mitchell-innes (staheory and credit
history of money). MMT sees itself as an offsprimigpost-Keynesianism.
So the aforementioned currents may have expected kbMepresent some
sort of close relative or even political ally. SowfeMMT's views actually
correspond with those of the aforementioned. Aardsok, though, finds
discrepancies. Becoming better acquainted with M3 caused increasing
irritation and controversy.

This text deals with those accordances and disooggs | approach the
subject from a standpoint as it is underlying pnésky analyses and
policies in favour of monetary reform as quotedvaboro delineate from
MMT, | will call that approach New Currency Theoahbreviated as NCT.
NCT is not completely different from MMT. But diifences there are, and
NCT can claim to have a more encompassing undelisgof what modern
money and monetary modernisation actually is albbuabThis will be
explained step by step in the following, when tlgcaission is put into a
specific frame of reference (currency vs bankirg)y when thereafter what
NCT and MMT have in common, and what sets themtagadiscussed in
more detail.

MMT is intended as an academic label. Reform atvaiming at getting
new monetary policies onto the political agendd ask why it is necessary
to bother about engaging in a discussion of maatigdemic concern. The
answer is: academic expertise matters. Weak esp@nort is currently a
main bottleneck for advancing monetary reform. iBar@nd politics will not

seriously move as long as there are not 5-15 pdraseong the economic
experts at universities, in think-tanks, editon#fices, ministries, financial

3 Cf. Huber/Robertson 2000, Zarlenga 2002 651-Bgan-Collins/Greenham/Werner/
Jackson 2011, Jackson/Dyson 2013, Robertson 2641587 Huber 1999, 2013, Gocht
1975, Allais 1987, 1988.

* Cf. Walsh/Zarlenga 2012.
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authorities, central banks and MFIs who understémel relevance of
modernising money and banking theory, and who aesledge monetary
reform to be a relevant issue, without necessaigiorsing everything at
once.

For that very reason, monetary reformers have toecto grips with MMT.
At first sight it looks as if MMT and NCT are relkats not so far apart in
that they share a number of views vis-a-vis mothanlox theories; for
example the basic conviction that the money sysisman essential
foundation of the economy, not just a veil on egomotransactions; or that
modern money is and ought to be fiat money whichfoeely be created at
discretion. They also share a common analysis nkdflaredit and deposit
creation, a critique of the standard model of thedit and deposit
multiplier, and a more appropriate view of the rofedeposits and savings
for funding investment. A number of different pasiings, however, will
be hard to bridge.

For example, MMT claims to be a chartal theory tatestheory of money.
Most people will understand 'state money' or 'seiger currency' as money
issued by a state authority such as a nationalralettank. MMT,
however—and in line with banking doctrines and nationaéfél ideas of
old in the vein of Knapp and Mitchell-innesinderstand by 'sovereign
currency' that the state jud¢finesthe national currency unit and for the rest
acceptsthe money denominated in that currency issued rbsate banks
rather than a public agency. This creates misutatedgg from the
beginning.

MMT does not recognise a need for monetary refd@entral bank and
government together, it is assumed, exert effectwatrol over banks'
creation of credit and deposits. Fractional resdraeking on the whole is
seen as efficient and benign. To NCT this is jusbther example of
fictional economics, for the actual situation todaymes close to one of
capture of the state's monetary sovereignty byptineate banking sector.
Realities today, far from representing a sovereurrency system,
represent a state-backed banking rule. In spitelohg list of dysfunctions
of fractional reserve bankirgfrom lack of money safety via the distortion
of economic and financial cycles, to monetary andrfcial instability and
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proneness to crisisthat system is maintained on grounds of an almost
inextricable mutual dependency of government andhk&a with
governments running high levels of deficits andtdelnd banks creating
overshooting money supply and BIP-disproportioniateels of financial
investment (asset inflation).

MMT has it that moneys credit and debt by its very nature and history.
MMT adherents ridicule the notion of debt-free mpms 'dry water’. This
again is banking doctrine rather than chartal cuayeteaching. Money
certainly is a medium for paying debt, i.e. to gétof debt, and thus has of
course developed historically in a context of dehtarious kinds. Debt and
credit existed before monetary units of accountewtveloped, just as such
units of account existed long before coin currena@ame into existence;
yes, and this is another teaching NCT and MMT haveommon vis-a-vis
classical commodity theories of money. MMT, yet,srapresents 2,500
years of coin currencies when money typically waslent into circulation
against interest, but spent into circulation by rhkers of the realm free of
interest and redemption. Debt money, i.e. the falsatity of credit/debt
and money, isn't a natural necessity at all. Modaoney can freely be
created, and of course it can be spent into citicmadebt-free— pure
water, so to say, not contingent upon credit ard desource.

Pure resources must not be abused. Just becausgmmdney can freely
be created, there must be some arrangement fommakire that there is
neither too much nor too little money and that &dds to the money supply
keep within certain limits set by economic produtyi and potential

growth. Money and capital markets, contrary to wthety are supposed
according to efficient market hypotheses, perpstuiail to achieve the

task, because there are no effective limits to adkliberate creation of
money on account, or intermittently, their deliieraxtinction of credit and
bank money.

Without openly denying this, MMT is nonetheless teomptuous of
monetary quantity theory and the notion of soundrices. MMT cultivates
laxness about deficits and debt. MMT does not gqoesthy the concept of
‘functional finance' turned out to be quite dystimmal in practice. Mosler's

® Dirk Bezemer in an interview with Silfur Egils dcelandic TV, 14 April 2013.
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original MMT manifesto was title&oft Currency Economic®resumably
this wasn't by mistake. However, any economic pgradwith enough
common sense to it will surely place much valuesoaund finances, private
and public alike. NCT does so; and this is onehefrieasons for aiming at
overcoming the present system of fractional reséaeking, because this
system clearly has proved to be a historical baske¢ of unsound finances
and soft currency economy indeed.
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1. Currency versus banking teachings. A frame of fierence of lasting
relevance to modern money systems

The expression New Currency Theory (NCT) makesreefse to the
historical Britishcurrency schoobf the first half of the 19 century. It was
opposed by thbanking schoobf the time® The reference to these teachings
does not intend to replicate them in the origimahf of their time, but wants
to carve out the structural components which hawgicued to exist ever
since.

The historical currency school emanated from eadietrines of mercantile
bullionism, i.e. the idea that a nation's wealtpatels on its stocks of gold
and silver. Now that the metal age of money is awae and for all, the
involved currency paradigm is supposed to be ofooe relevance. This is
an error. At the time, everybody was a 'metalilsthe sense of considering
precious metals to be the base of paper money, ynoneaccount and
additional monetary items built upon this base. Tdwrency-school
scholars or chartalists of the timas represented by Ricardo, Thornton and
Torrens—had no interest in gold as such. Torrens consideir@delf to be
an anti-bullionist. They wanted to have a modernpepaurrency and credit
system, albeit a stable one, avoiding scarcity @ltag excess issue of credit
and money, thus pre-empting deflation as well 8ation. They wanted to
establish corresponding rules—some mechanism thatdaensure control
over the quantity of banknotes and credit.

Currency scholars as well as leading politiciansthaf time saw out-of-
control issuance of private banknotes as the mause of recurrent banking
and economic crises, similar to banks' out-of-aaintredit and deposit
creation today. So the 1833 Bank Charter Act maahral-bank notes legal
tender (lawful money), and the 1844 Bank Chartet determined the
relative maximum of banknotes allowed by settingportional reserve
requirements in gold and silver to back them upe Bhitish Bank Charter
Acts were of general importance since they senged aodel for similar
measures across the then industrialising worldyTharked the beginning
of an end to the issuance of new private banknptessing out old ones by
substituting Bank of England notes for them, thsilgishing the central-

6 Cf. O'Brien 1994, Viner 1937.
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bank monopoly of banknotes such as it exists ufhéopresent day.The
Act, as Whale put it, followed the currency-schdbkory that banking
ought to be separated from the control of the cuy'® Money was thus re-
established as a legal matter of the polity, ultetyaas the sovereign
prerogative which it normally has been throughastany.

In the years after 1844, however, the Act was regihya suspended on the
request of the Bank of England, under pressure fioenbanks to print

much more money in order to further fuel the rayjvimom of the time —

which promptly discharged into the banking panind &inancial crises of

1847 and 1857. The Act was anyway circumvented ftben beginning,

because what it did not take into account, in spitediscussion from

currency and banking scholars, was the role of beneklit and demand
deposits: the ‘cheque system’, as it was called tat. In the course of the
19" century, demand deposits came to be used as aafjeneans of

payment in the bank-mediated clearing proceduresngmcompanies,

government bodies, rich families and banks thenesel\The monetary
importance of this mechanism was fully recognisety srom the 1890s,

when the bank-credit theory of money was develdpAd.that time the

share of demand deposits had grown to about org dhiM1 in advanced

European countries. Today it has reached 80—9¢guer

Nonetheless, currency-school teachings establiabead matter of experien-
ce and empirical fact that modern money is fiat eyowhich can freely be
created. In the absence of proper regulation, éreation of bank money
(banknotes, demand deposits) tends to procycliaalgrshoot, temporarily
shrink, and be in final consequence without restrdt thus results in an
unstable and ultimately inflationary and assetatidinary money supply
which induces financial and economic crises.

Therefore, from a currency point of view it needsoe determined by law
what shall be money in the sense of currency ireggrcirculation, under
whose control and responsibility modern fiat morshall be created,

" Ryan-Collins/Greenham/Werner/Jackson 2011 42-45.

® Whale 1944 109.

° As e.g. in Mcleod 1889, Withers 1909, Hawtrey 1948hn 1920; remarkable passages
also in Schumpeter 1911 (e.g. 110) and von Mis@8 18.g. 81).
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according to what procedures, and who shall befreiih the seigniorage,
i.e. the special profit that accrues from creatieg currency.

This gives rise to the question: what is the beshemic anchor to tie the
currency to. At the time discussed above — therztal age of money, so
to speak — gold was seen as that anchor, notwiithstgn the backing of

currency by government securities to a certain rextBoth currency and
banking scholars also considered prices as a ngfahstarting point. But

they faced difficulties in documenting inflationargnd deflationary

tendencies, or depreciation and appreciation ofekternal value of the
currency.

Later on, from around 1900, with the presumptioranfintrinsic' value of

money fading away and statistics largely improvedpnomists tried to
replace gold with the average price of some baskétsommodities—

whether raw materials, initially including gold, tre prices of consumer
goods and services, as standardised today in tei@ti€onsumer price
indices. Important as these are, however, theynatesuited as a master
metre of the domestic and foreign value of a cuyerMoney buys

commodities, but itself it is neither a commoditprna basket of

commodities?’

The quantum leap for the basket idea was to releeexisting stock of
money to the entire national product, as formulatedimilar ways by
Fisher, Keynes and others (equations of exchangsgoations of money
circulation, respectively}* The value of money equals its purchasing power
which is ultimately derived from productivity, i.the economic product as
indicated today by GDP as a first proxy. So thedpotive potential of an
economy at full capacity, i.e. thmtential of the overall economic product,
became the economic frame of reference for a corsumate money supply,
relevant to both quantity policy and interest-nadécy.

The actual demand for money, it should be notedudes demand from the
informal and submerged economy as well as fromfithe@ncial economy.
The question of sound proportions between the ewal the financial
hemispheres of the economy is still largely igndsgarthodox economics.

O\Wray 2012 264.
! Humphrey 1984. Fisher 1922 (1911), chap. Il. Keyh@23 77-83.
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With respect to such questions, the main represeesaof the opposite
banking school, Tooke and Fullarton, invoked the ¢ money reflux and
what was known then as the 'real-bills doctrinealrills = bills of debt
from creditworthy originators, i.e. good I0U$)The real-bills doctrine says
that as long as bankers write out credit and poaritknotes against 'real
bills' at short notice, the money will surely bet por good use, and upon
maturity of credits granted the money (mostly bariks) will be taken out
of circulation (reflux), making sure there is no manoney than there is
'real' demand for. Thguality of available real-bills collateral will regulate
the quantity of credit and banknotes created thereupon. Thewygtht of
bankers as honourable merchants of impeccable fuelge Interestingly,
this is a moral and behavioural argument, not atfanal one.

To banking-school scholars, inflation was a cru@apect. In practice,
though, bankers tend to be somewhat hypocriticdhis respect. Towards
the outside world they routinely speak out in favof stable currencies,
stable prices etc. In practice they not only doafe about it, but in fact they
tend to fuel inflation and asset inflation by cregtmultiple credit leverage.
This expands their balance sheet. It increasesidh@nal value of various
bank assets, it raises interest rates and possitdyest margins, and it
decreases banks' liabilities as much as thoseyobter debtor. Too much
additional money at a time surely creates consumexsset inflation. But
the banks that create the additions derive from &hi obviously irresistible
first-user advantage. So, if inflation is not ertedy runaway, banks luckily
live with it, or to put it pointedly, they actualbank on it.

Torrens, as leader of the currency school, was élfrbasically a supporter
of the real-bills doctrine. Over time, however,lexame disappointed with
the realities of 'real’ bills and with bankers'uattpractices. According to
Thornton, himself a respected banker of the timis, impossible to reliably
know in advance which bills will be 'real' and winiocnes will turn out to be
fictitious. Equally, banks discounted long-termld@lmost as willingly as
short-term bills. Unforeseen events can throw csey calculation. The
banking business itself, he observed — includirgBank of England — had
a tendency towards over-issuing credit and bankniatepure self-interest,

12 poitras 1998.

11



Modern Money and Sovereign Currency

eventually triggering banking crises, the more soanse banknotes, to be
accepted, had to be convertible (redeemable iersiigin or gold bullion}?

The banking school did not maintain a position gléime lines of ‘'money
doesn't matter’, but their attitude was actuallg oh'money doesn't matter
that much'. According to Fullarton's law of reflurflation, credit bubbles

and crises must have had reasons other than mynetss, because
banknotes were supposed to flow back to the bankgmayment of credit.

Should there be signs of inflation, people wouldniediately exchange
paper notes for coin, and so any overhang woulcchmked off. Sure

enough, such money reflux is not documented evenaie happened—
although it has often been attempted in bank rwign long queues of
people wait in vain in front of closed banks to tietir money back.

As the currency school has stated, in real-worliklyey there is no limit on
the amount of 'real bills' and bank money, excdapgmthe next crisis sets in
and much of the good items go bad. Corresponditigéycurrency school's
response to the real-bills doctrine was the thefthe real-bills fallacy: the
belief in 'good bills', 'good uses', 'good banképgrfect markets' and other
features of ideal-world economics does not applsetd-world banking. To
put it differently, the banking-school rationale based on the axiomatic
classical belief in the 'invisible hand' of markeis. the medieval Scholastic
theologem of God's wise manus gubernatoris unggylincreating a
harmonia mundi unless distorted by evil machinaiom neoclassical
economics, the latter are normally projected omteegnment interference.

Banking scholars demand that the government doesieddle in monetary
and banking affairs, for money is seen as a me&rexahange which is
spontaneously—or market-endogenously, as it isedalcreated among
traders. In the process, money itself becomes ammmiity. The banking
school's idea of money, and what is known todathascommodity theory
of money, was later expounded in more detail by §éernin 1871 and the
subsequent Austrian School. A commodity shoulddfetb ‘the markets'.
With regard to money, this is but another way ofirsg it should be left to
the big banks and financial actors of the time,levthe government should
limit itself to protecting property and enforcingiyate contracts. In this

13 poitras 1998 pp481.

12
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respect, banking theory again reflects the unrfigadea of any orthodox
economics that markets would have some sort okégtritorial status, or
absolutist private status beyond the state; somgtivhich dynamic market
processes with far-reaching societal ramificatioasnot have as a matter of
fact.

That is certainly true of the legal foundationsmbnetary and financial
order. The currency-school type of thinking entaitsa basic assumption
that ‘'money matters’, as it was put in the morgtaof the young Friedman,
maintaining the views of his Chicago school teast&mons, Knight and
Viner, who were behind the Chicago Plan of 100%emes banking of the
1930s.

The monetary system is constitutive of the entoenemy and comes with
important consequences for state and society ge.laMoney governs
finance, as finance governs the economy. This idaiody no linear
causation. It entails feedback interdependencié®sd, however, unfold
around the systemic hierarchy of money, finance thedeconomy* Who
controls the issuance of money and the main patbwéaynoney flows is in
possession of the most powerful instrument of sacwontrol besides law-
based command powers backed by force.

The banking-school type of thinking, by contrastids to deny or belittle
the power and importance of money. To bankers ptiwer of banks has
always been a non-issue. Again, this is in linehwitassical economics,
where money is seen as an ephemeral 'veil' ondbeoeny, just mediating
business and trade, not being constitutive of thém.neoclassical
economics this corresponds to the theorem of naytraf money, i.e.
changes in the money supply may change price léxdlsre not supposed
to result in final changes of investment, employtmemd growth
(production/consumption).

Another element of banking teachings is to deny ribeessity, even the
possibility, of separating the control of the cmeg from the banks' credit
business. Starting from their own business pragtideankers tend to
identify money with credit. In modern banking, thet of issuing private
banknotes and demand deposits in facin act of crediting. Who would

* Huber 2013 pp195.
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disagree that credit and debt, assets and liasiliare defining the banking
business? From early modernity banks have opeoatedin, bullion, credit

letters, bills of debt, bills of exchange, creddims and debt obligations of
any kind, and have treated them as more or lesschmngeable items,
particularly if transferable and thus tradable heatthan being tied to a
specific person or company. (The most recent dewedmt in this regard is

the transferability and tradability of banks' loand overdraft claims on

customers). For banking teachings has never been important to
conclusively determine what money precisely isbamking, this is actually

not that important as long as depositors and atretitors of a bank hold

still, debtors keep on paying and the value of tass® more or less

preserved so that solvency and creditworthinessaisitained.

Even if the term 'real bills' is not used anymdhe real bills doctrine is a
mainstay of any banking theory from thé™@&ntury up until today. It is a
core principle of central banking too (quality asseligible for monetary
policy operations). The banking doctrine todayasdty different from what
it was 200 years ago: let banks freely create md@tiegn banknotes, today
digital money on account). Money and capital marlegntinually readjust
and thus establish an equilibrium so that undeditimms of symmetric
endowments, information and competition, banks oarfail to create the
optimum amount of credit (money) and financial nedskcannot derail. No
one ever asked how something like a self-limitingrket equilibrium
should ensue as long as there are no effectiveslitaicommercial banks'
creation of adisproportionatelygrowing supply of money and financial
assets, of credit and debt, as if defying the d¢yawf an economy's
productive potential.

A prominent figure of banking-school teachingsiud tecent past was Fr. v.
Hayek, who called for radical denationalisationnabney, also known as
free banking® Fama's Efficient Market Hypothesis (EMH) can digoseen
as a typical banking-school approach to money amghée of the recent
past'® In this, financial markets were seen as near-perigformation-
processing machines which relentlessly absorb aiwd pn any relevant
information. This is similar to the all-superior @&un intelligence which

> Hayek 1976, White 1989.
% Fama et al. 1969, Fama 1970.

14
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Hayek ascribed to markets (contrasting this to omkng central planners
and dull bureaucrats).

For sure, markets in good order are a mechanisselfforganisation and
mutual readjustment. Many modern markets, thougt,ofigopolistic and

corporatist power structures, and this certainlglias to contemporary big
banking and finance. Apart from this, markets ch just as governments
and the citizenry can—not normally, but often erfotg create crises. For
example, markets' judgement on risk and opportuisitpften subject to

serious mistakes. Markets normally do not foresegomevents. Markets
often follow rumours and vague moods, hypes antefol They often

rationalise afterwards what they are doing, ratifean having had solid
reasons for doing it. Markets quite often exaggerter long periods of
time and readjust only with great delay, when &lasudden they go into
breakneck reverse—as was the case with euro aress & untenably low
interest rates and ever higher levels of governrdeht over many years up
until 2010, as banks suddenly had to confront tle@n vulnerabilities,

which they had swept aside for many years. Thisyscal of market

behaviour in many cases, and it is obsessionakrdtman rational and
efficient.

To conclude, the decisive difference between cugeand banking

teachings is not about a gold standard. It is abmguestion of who ought
to be entitled to the prerogative of issuing andtling a nation's money
supply: whether the banking industry on a basispofiate contracts
(banking position) or a state authority, or a staietrolled institutional

arrangement based upon public law (currency pagitiancluding the

question of whether money is seen as a common godda sovereign
state's monetary prerogative of constitutional asitg, or whether money is
seen as a private commodity under private control.

Today more than ever this is a policy issue ofutmost importance. From
a currency point of view, the issue is as muctgalleconstitutional concern
of national monetary sovereignty as it is a questibfinancial stability and
economic productivity. From a banking perspectivasi a question of
private law and financial profitability, giving laev priority to public

15
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finances and real-economic prosperity on the greuhdt efficient markets
could be expected to do the job automatically.

So ‘currency vs banking' conveys a general frameefgfrence of lasting
relevance to modern money systems. NCT and cont@mpanonetary
reform initiatives clearly stand in the filiatiorf ourrency-school teachings
and have a close relationship with™&nd 28-century chartal theories of
money. Likewise, they carry the (partially burdems) legacy of monetary
reform movements of the interwar years, such astémmp scrip movement
and the social credit movement, both of which airaeéull nationalisation
of money*’ An ancestry of academic origin can be traced ftjinovarious
approaches to 100% reserve banking of the 1930"*40€T takes up the
main structural components of previous currencetygeachings, and
continues their legacy in up-to-date reformulatiapplying to today's still
further modernised monetary and banking conditions.

MMT's positioning within the field of 'currency \&rs banking' is more
complicated and actually contradictory. As expldine the following, it

would be a mistake to portray MMT as a direct daedeat of banking
theory in the way that free banking is. MMT dectaitself to be a theory of
sovereign currency, building upon a state theorymainey. So, at first
glance, it looks rather like another currency-sd¢hgpe of theory. It then,
however, builds upon a special version of the b##d-doctrine and treats
the near-free creation of private bank money in phesent system of
fractional reserve as an indispensable centrepéce nation's sovereign-
currency system—an unexpected combination, suifablereating political

confusion.

" For stamp scrips cf. Gesell 1919, Fisher/Cohrd€&4: for social credit Douglas 1920,
1924, Mairet 1934, Munson 1945, Hutchinson/Burk@®7.

'8 Soddy 1926, Currie 1934, Hart 1935, Fisher 1985p8s 1948, Friedman 1948, 1959,
1969, Douglas et al 1939.
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2.  Analysis of the present money system

2.1 Money in the two-tier banking system. Definingnoney. Money as
currency

Today's monetary system rests upon a two-tier Ipgnktructure which

comprises three groups of actors: (1) central bé)kbanks, (3) nonbanks.
Nonbanks are composed of (a) nonbank financial rec{e.g. funds,

insurance companies), (b) real-economic businessed companies,

(c) government, and (d) private households. MMT may fully endorse

this setting because according to this theory, gowent or the state,

respectively, is supposed to play a fiswatl monetary role at the same time.
Treasuries and central banks are said to belongne category dubbed
‘government’ (discussed in chapters 3 and 4).

In this place, one will agree that the central batdnds for the first tier of
the banking system in any case. It carries thebat& circulation on the
basis of reserves, i.e. central-bank money on tipaed accounts run at the
central bank. Normally these are bank accountsabdar as central banks
continue to run government accounts, these aregbartat circuit too. In
most countries governments run accounts with tmeralebank as well as
with private banks.

The second tier rests upon the banks and carreespuiblic or nonbank

circulation on the basis of demand deposits, iog-cash bank money. To
the extent that daily interbank clearings are mdtilexd in reserves but taken
on interbank mutual current accounts, these acepd of that circuit.

The two circuits are separate. Reserves and dengpuakits cannot mingle.
Nonetheless the two circuits are co-related—fiogtclearing nonbank and
interbank transactions, the net balance of whichdtaome final stage to be
settled in reserves; second, by exchanging caslofoaihd back into non-
cash circulation. Cash, at latest since the entie@imetal age of money, is
no longer constitutive for a modern money systeodaly, money at source
is digital money in the form of accounting data ezat into current
accounts, thus existing in the original and coustie forms of non-cash
central-bank reserves and bank demand depSsits.

19 Mosler 1995 19, Huber 2013 17.
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Money or currency, respectively, should not be asafl with methods of
payment such as cheques, credit and debit cardtued arrangements
facilitating payment.

In the pyramid of monetary items, government caisrfall remainder, sold
on demand to the central bank for reserves) andraidrank money
(reserves and banknotes) are the 'high-poweredéynioase (MO5° This is
followed by demand deposits, or transaction deposihd any other
immediately available type of deposit, i.e. liquitbney on bank account
(M1 in Europe, broad money M2 in the US). MO isdketender (lawful
money) ‘for all debts, public charges, taxes aresgliquid deposits in M1
(Europe) or M2 (USA) are not, not by law, in praethowever, effectively
yes. All other monetary items, such as e.g. monag §hares, non-instantly
available savings and time deposits, secured itdmsot normally serve as
a means of payment. They represent 'near-money'short-term capital,
and long-term capital such as commercial and baplers, bills and bonds,
stocks and other securities. Transfer of capitabfoany other property in
settling an important transaction does happenrdpresents an exception to
the rule.

Accordingly, money is what serves as a ubiquitowsams of payment in
general and regular circulation. As Lerner statadegsimply: 'Money is
what we use to pay for things'.Furthermore, the terrmoneyis inter-
changeable with the terrourrency in the sense of current means of
payment. The still prevalent understanding of &uey' just includes cash
on hand (coin and notes), and maybe also resén@st following the
above reality-based definition, currency as a matfefact also includes
bank money on account or on mobile storage medaakBnoney in fact
'has gained currency' — so to speals the major currency today.

% |n this context, the US 'trillion dollar-coin stilon', discussed once again when coming
close to the 'fiscal cliff' in December 2012, igltly interesting. With such a mega coin, the
US treasury would redeem a corresponding amougbtweérnment debt held by the Federal
Reserve. The mega coin option is lawful accordmgeéc. 8 of the US Constitution, but

would nevertheless be a significant rupture witthatds banking practice of loaning, rather
than spending money into existence.

L erner 1947 313.

22\Wray 2012 xv.
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Traditionally, bank money (demand deposits) isechth money surrogate.
This is a normative and legal distinction whichsseank money apart from
legal tender. The latter refers to money issued kneasury or central bank
and is rightly seen as a nation's legal base oéreoxgn money. One cannot
deny, however, that bank money today constitutedi¢im's share of money
in general use — 80-97 per cent of liquid moneyeddmg on nation. One
would rather have to question why and how the bankector has come to
enjoy the sovereign privilege of creating currenttyys holding itself a

position of sovereignty. (More on this in 2.5-6 &d-5).

In discussing money, credit and debt one must kefudanot to talk past one
another for purely semantic reasons. Terms involNele several
denotations at once. Money, for example, is saidlfo three functions:

a. as a unit of account. This determines the naoypettandard of a nation-
state or community of nation-states, e.g. dollarogyuan etc., and its
subdivisions, e.g. the dollar divided into ten setihe yuan into tendo.
This allows economic value or prices to be ascriioetiings.

b. as a means of payment. This specifically referthe monetary tokens
used in payment of any debt, i.e. today, moneyamdhcoins and notes
of varied denominations) as well as money on adcdeserves in
interbank circulation, demand deposits in publicuation).

c. as a storage of value. Traditionally this refexr money hoards such as
the iconographic treasure chest, the piggybankebtindle of banknotes
under the mattress. In modern banking it refersaxings deposits and
any other items in M2/M3, as well as all securitiesond. These are
monetary assets.

It should be noted that a, b and ¢ are not thraetiions of the same thing,
but three different things. It would help to havesiagle term for each
function. Common terms, though, are overlappingoriBy' is used in any
case. 'Currency' is used for a and b. As explaioedency must now also
include money on bank account (demand depositapital’, short and long
term, mainly refers to ¢ but sometimes also inctuoleAs will be discussed
in chapter 3, something similar applies to the nreaof 'credit’ and 'debt'.
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2.2 Credit and deposits, investment and savings. iarary and
secondary credit

Both NCT and MMT, as well as most post-Keynesidmdd that credit
creates deposits and not the revérskhis is in accordance with the bank-
credit theory of money (3.3). Bank credit is nonded by on-loaning
customer deposits. Banks do not in fact operatéhenbasis of customer
savings or time deposits. Banks need to have liqgsets, i.e. excess
reserves and vault cash. Liquidity is the kéZustomers' savings and time
deposits, by contrast, are a liability and not asea of a bank. They
represent deactivated demand deposits, i.e. bameyn@emand deposits)
taken out of circulation. This does not add to ligaid assets of a bank.
However, it shields a bank from the liquidity risk unforeseen outflows
and resulting defaults on reserves and cash.

There is a distinction between primary and secondeedit. Primary credit
creates fiat money; secondary credit lends suchesnam. In the present
system there are two different sorts of primaryditrecentral-bank credit,
which creates reserves, or their equivalent in casld bank credit, which
creates demand deposits. Central-bank credit &teneout of nothing' and
bank credit 'almost out of nothing' since there é&actional reserve
necessities, as will be discussed further belownti@tbank credit is
thought to rank above bank credit; in everyday ficac however, bank
credit is pro-active and fractionally re-financddaugh re-active central-
bank credit.

When a demand deposit in M1 is deposited in M2/M8s becoming non-
available at short notice, this does not represenbndary on-lending but
deactivating of deposits at low interest, allowirigr and actually

necessitating additional bank credit at higherrgge Banks in point of fact
never on-lend customer deposits: they simply carfioottechnical reasons
(split circuits). Banks always create primary ctedBank lending’, as
Fullwiler/Kelton/Wray put it, 'is never constraineg the deposits that flow
into banks — since banks create deposits whenl¢mel?

% Mosler 1995 11, Werner 2005 189, FKW 2012 ppl-yarRCollins/Greenham/Werner/
Jackson 2012 12-14.

24 Schemmann 2011b pp30.

% Fullwiler/Kelton/Wray 2012 2.
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When, though, customers grant a loan to other ntkshaor invest their
demand deposits in capital funds or directly inrehand securities of any
kind, this represents secondary credit (which techly nevertheless
involves re-activation of de-activated demand dappsA transfer of
deposits through nonbank secondary credit can derfiend primary uses,
for example when they absorb a certain part ofainpiublic offerings of
stocks or bonds. Most often, however, secondaryditcrdows into
secondary, literally 'second-hand' paper investment

Primary credit creates deposits, and banks neitbed deposits nor in fact
can use them to make out credit. If savings haviengortant role to play, it
is in obtainingrather than ifundingprimary credit. Debtors need to be seen
as creditworthy and solvent, and the main critenbrreditworthiness and
solvency is to possess valuable assets which aae s& collateral. The
collateral, however, does not fund a credit but giands bail for it. As a
result, an economy basically does not need savimdse able to invest.
Investment can be pre-financed on the basis ofitcaed deposit creation
‘out of nothing'. Some of the earned income orr@geborne income
resulting therefrom can then be converted to savffigslacroeconomic
modelling which includes ‘investment = savings'aasore component is
inadequate in this respect.

2.3 Multiplier model. Credit creation is led by the banks rather than
the central bank

Both NCT and MMT consider the textbook multiplieodel — called credit
or money or deposit multiplier — to be misleadth@he multiplier model
was developed by Philipps in 1920it assumes that a central bank controls
the volumes of banks' credit and deposit creatypmelguiring a minimum
reserve to be held on every bank deposit. In the atea, the minimum
reserve rate is at present 1 euro on each 100 etil@ble deposits. In the
United States, the obligatory reserve requiremgritO% (with exemptions
and vault cash allowable). The minimum reservesariral-bank accounts

%5 \Werner 2005 192, pp174, Huber 2013 51-53.

" Goodhart 1984, Ryan-Collins/Greenham/Werner/JatR€d2 18-25, Huber 2013 42—
47, Jackson/Dyson 2013 pp75-80, Wray 2012 80, Mb2Jer 1995 5-6.

%8 Philipps 1920.
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are now interest-bearing, i.e. the costs of havngold such reserves are
mercifully low. Minimum reserves are nevertheless+available under any
circumstances. They are not a liquidity safety éuyfas is often assumed,
but lie idle and are meant to be an instrumentréstricting banks' credit
and deposit creation.

In some textbooks the multiplier model starts wahgiven amount of
existing bank deposits, wherever these might hawmec from. Credit
extension is then described as a recurrent praxfdesding out that amount
of deposits in the sense of a recurrent secondaditaninus the minimum
reserve required. As explained above, this isaltaeived from the outset.
Commercial banks always make out primary creditlyQronbanks and
investment-'banking' departments deal in secondaegit. Commercial
banks cannot on-lend customer deposits. Creditd@pbsit creation is an
ongoing process of creation 'ex nihilo' and extorcon repay. Banks create
any credit at discretion, with and without minimueserve, as long as they
have or can obtain enough excess reserves andaraghily settlement of
payments — which, in the last instance, is to salpag as the central bank
provides a sufficient supply of reserves on demand.

More appropriate variants of the model assume tiseeegiven amount of
central-bank money MO, i.e. reserves and notesa@dncredit and deposit
which the banks extend they have to reserve aidradt amount, the
minimum reserve, as set by the reserve rate of &; 20 per cent. The
amount of extendable credit and deposits{ @p then is a corresponding
multiple of MO, with the maximum resulting as thexiprocal value of the
required minimum reserve: Maximum pr = MO (1 — minimum reserve).
The banking sector, though, cannot fully exploieé tmaximum, since it
needs to have some excess reserves available rfal settlement of
payments. In practice, excess reserves repressrgmall amounts.

The multiplier model in this or a similar variastdertainly consistent. And
yet, as so often in economics, the model missesooranother important
aspect of reality. The multiplier model could balréf the central bank kept
MO constant. But in fact it does not. Today, cdnir@nks always comply
with the banks' demand for reserves by reactingdactions of the banking
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sector and refinancing to a fractional degree wWisatks have decided to
credit and purchas®g.

‘In the real world’, as Mosler states, 'banks mhdaens independent of
reserve positions, then during the next accourgaripd borrow any needed
reserves. The imperatives of the accounting syseuire the Fed to lend
the banks whatever they need. ... A central bamkardy be the follower,
not the leader when it adjusts reserve balancésibanking systen’.
In actual fact, banks' creation of credit and dépas the initial and primary
proviso. Deposits contribute by far the major paftthe entire money
supply. Moreover, the banks' proactive credit cogain effect determines
theentire money supply, literally 100% of it, because camd @otes are not
spentinto circulation at source, but are exchanged afuand back into
moneycreditedon account. Central-bank reserves are not cremtexttive-
ly either, but are reactively credited on bank dedha refinancing a mere
fraction of what banks have decided to put intowdation.

In order to uphold 100 euros in demand depositduding newly made out
credit and purchases, the euro banking sectordanyéars up to the crisis
since 2007/08 on average just needed about 3—£guerin central-bank
money, of which 1.5 per cent were cash for the AMO4-0.5 per cent
excess reserves for final settlement of payments, 2 per cent idle
obligatory minimum reserv&. In 2012 the ratio of cash and reserves to
demand deposits was at above 12 per cent, duidodaof interest-bearing
reserves from quantitative easing. Sooner or tatsmwill reduce again.

All central banks today avoid leaving 'their' bank#éh a shortage of

reserves. There can of course be different waywhith central banks

proceed. For example, in its time, the German Bsibaek practiced partial
allotment at a variable rate besides full allotmanht fixed rate. The first
method supplies slightly less than the banks hathoed they needed, the
reserves then going to the bidders that offer igbdst interest. The latter
method fulfils any demand from who is prepared tgy bt the set interest
rate. For several years now the ECB has routin#grex full allotment at

very low interest (at about 0—-1% since the stathefcrisis).

29\Wray 2012 124, 204, Huber 2013 pp48.
%0 Mosler 1995 5.
%1 Deutsche BundesbarMonthly Bulletinstables V.3 and V.3.
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Constraints on bank credit creation certainly e»asy. the preparedness of
nonbanks and banks alike to go into debt. Othetofacthat can have a
certain restrictive effect are equity requiremefgyy. leverage ratio) and
quality standards of discountable collateral. Nthadess, the banking sector
will basically always be able to generate enoughliitggand quality
collateral by itself. This is just a matter of timiéhe ‘'masters of the universe'
create theirs perhaps not in one week, but ceytainh couple of months or
a few years. Those restrictions are effective witthe period of time
necessitated to reach required ratios upon inttamucbut of little effect
thereafter. The most important restriction is th#t banks expand their
balance sheet roughly in step so that outflowsiaftows among banks are
just about offsetting each other. Otherwise thosnkb that were
individually extending too much credit too quickiyould run a liquidity
risk — possibly even a solvency risk — when, jsstaobtain liquidity, they
would have to sell too many assets or take up tochndebt.

2.4 Credit creation through purchase of assets. Geine and interest-
borne seigniorage

NCT and MMT scholars seem to be the only ones stofhave pointed out
that primary credit and deposit creation does mbf take place when banks
grant loans and overdrafts to customers. It equadgpens when banks
purchase assetéAsset purchases in question are

- fixed-term bills and bonds originated by goverming companies

- stocks or similar securities with no specifiedtongy

- real estate and other tangible and intangibletass

To purchase such assets, the sellers do not ewvexh toehave a current
account at the bank concerned. Payments due fram murchases add to
the same stream of payments to be cleared andyfisettled as payments
on behalf of own customers. It needs to be seenntloat of the overnight
liabilities in a bank balance sheet do not represies counterpart of own
credit entries (most of these drain away througstamer payments), but
represent the counterpart of credits written oubther banks and received

%2 Mosler 1995 pp18, Ryan-Collins/Greenham/Wernek&iaic 2012 64, 137, Seiffert 2012,
Huber 2013.
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from a bank through incoming payments which custsna this bank
receive from other banks' customers.

All assets purchased are entered into one or anafiset account. This, by
the way, does not apply to paying for labour andises, for these have to
be entered in the books against their own equitp@at. All such payments
only reduce a bank's liquid assets (reserves, caghp fractional extent to
which these fall due for final settlement.

A special case in this respect is government bahdbkese cannot be
transacted via current bank accounts but have tpal for with reserves
onto a central-bank government account. This melaas banks have to
finance such credits or purchases at a reserveofat0%. The same
applies in certain countries to large taxpayers ,whike small taxpayers
who transact via government bank accounts, pay thges directly to a
main government account at the central bank. Howévis does not reduce
to an important degree the banks' ability to creatmey. Governments do
not save money but immediately spend what they iveceReserves
obtained from the banks are thus immediately teansfl back to them.
Again, though, this somewhat reduces the bankdit prargin from this
type of business.

All of the assets bear the same liquidity and saotyerisk with regard to the
aforementioned constraints. Equally, most of treescan generate income
(interest, dividend, rent), and they come with argie of appreciation as
well as a risk of depreciation in market value.

Yet there are significant differences too. Thegeraoted in maturity:

- Fixed-term bonds basically follow the same medha as loans to
customers. Upon maturity the reserves or depasitsived flow back so
that the principal is cancelled.

- Stocks once were also fixed-term, but over tithey mutated into
‘eternal credit’. They only cease to exist in baptaies, or when paid off
or converted into new other stocks in connectiothwnergers and
acquisitions.

- Similarly, real estate, bullion, works of artdamther tangible and
intangible assets, except patents but includingipagent, do not
normally have an 'expiry date'. Furniture and eougpt, of course, wear
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out or become obsolete, and are written down ovgivan period of
time. Buildings, artworks and so on, however, cannfmintained for a
very long time. Real estate possibly combines lastjng and growing
capital value with high use value.

However, the differences in maturity result in Headtent 'life expectancy' of
the deposits that were created through such pushdaans and bonds
have a fixed maturity, thus principal and deposite cancelled upon
repayment (reflux). With regard to stocks and esdhte, however, there is
no maturity and they are not normally redeemedsTthare is no repayment
and extinction of the deposits that were creatashupe purchase of stocks
and real estate, artworks or similar. This appdi®$ong as a bank concerned
continues to hold the assets.

Furniture and equipment are written down over fivden years; they thus
disappear as valuable assets. But the depositsedraeghen they were
purchased do not flow back; they stay in circulatidbhe same holds true
when securities depreciate or become worthlesghik case, again, the
deposits created continue to exist 'forever'.

Deposits created through a bank purchase of asseteut maturity can
nevertheless be cancelled, and this happens wHeanla sells the assets
involved to nonbanks. Nonbanks pay with deposits tiese 'disappear’ in
the clearing process of incoming and outgoing payme

It thus turns out that the banking privilege ofnpary credit creation
actually involves two different types of extra ptofor so-called

seigniorage, which is the special profit which aes from creating credits
and deposits. One imterest-borne seignioragelt accrues from loans,
overdrafts and bills and bonds in the form of iag¢rearned on the principal
that is cancelled upon repayment. Financial studrdy refer to interest-
borne seigniorage of central banks. Interest earbgdbanks is not
considered to be seigniorage — though in fact, ibécause bank credit, in
contrast to secondary on-lending of already exgstieposits, is primary
credit created 'almost out of nothing'.

Interest-borne seigniorage of banks is difficultcalculate because of the
‘almost' part. It is an extra margin which deriviegm the difference
between the entire interest a bank would have yoopataking up 100% of
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the money it loans or spends, and the interesheriractional part which it
effectively has to refinance. To put it differentlyhe interest-borne
seigniorage of banks equals the financing costslwtiie banks are able to
avoid on the biggest part of created deposits thaoktheir privilege of
primary credit creation.

One can argue against the existence of such aa mdrgin profit on the
grounds of banking competition. The advantage schdly equal for all
banks, even though for large banks it is relativ@lyger than for smaller
ones. If effective, competition can be expecteghdss on the refinancing
advantage to customers in the form of lower intereses than would
otherwise result. This, though, needs deeper imgat&in against the
background of oligopolistic power structures in thanking industry.
Moreover, banks actually need to pay interest ¢érdeposits in order to
prevent customers from removing their deposits,thnd a disproportionate
amount of reserves, to other banks. In any casegitra advantage is not a
positively indicated income that could be read wuthe profit account.
Instead it represents financing costs avoided.

The other type of seigniorage genuine seignioragelt dates back to
traditional society and the beginnings of modernityen the rulers of a
territory — warlords, kings, emperors and otherd#duseignieurs — had the
sovereign prerogative of minting coin. The diffezerbetween the cost of
production and the purchasing power of the coimlted in this genuine
type of seigniorage. Coins were not interest-bgargince they were not
loanedbut spentinto circulation. They kept circulating over artitories as
long as they were not hoarded, 'decried’ by thersul(recalled for
reprocessingy, or, in times closer to ours, hidden in the hapvoid them
being seized by tax collectors.

Today, genuine seigniorage is thought to exist oesidually, benefiting a
state's treasury that still has the right of comand sells the coin on
demand to the central bank for reserves. It is lovked, however, that
central banks as well as banks actually benefinfeo modern variant of

% Reprocessing meant smelting the coins down anéhtiexg them into more coins of the
old face value; thus each coin contained lessrsilMais can be seen as a kind of taxation in
times when taxes in a modern sense did not extsinye occidental world — except the
tithe to ecclesial landlords, which normally, howewvas delivered in kind rather than paid
in coin.
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genuine seigniorage when they buy financial, taegimnd intangible assets
with no specified maturity. These items are bougith deposits from
primary credit creation with no or low productioosts and low transaction
costs. The banks, though, enjoy an asset advaofaf#% as long as they
keep the assets and the asset value can be matht&iome part of the bank
money created is extinguished when such assesoltféo nonbanks, while
the remaining part of demand deposits continuesxist ‘forever' wherever
they happen to flow to, just as was the case wotlereign coin in former
times.

2.5 Does interest-rate policy compensate for inefféve quantity
policy?

According to Sargent, ‘it has often been arguet tthe proper function of
the monetary authorities is to set the interes etsome reasonable level,
allowing the money supply to be whatever it musttbesnsure that the
demand for money at that interest rate is satistfe®argent understood this
as a reformulation of the real-bills doctrine. Imyacase it is the doctrine
held by MMT. It was common central-bank practicéiloWWI and is again
since the 1990s. It is based oshmrt-term interest rate doctrina present-
day variant of the real-bills doctrine indeed. dtsunterpart is theeserve
position doctrine”®

The reserve position doctrine characterised theetaoy policy of the Fed
from 1920 to the 1980s. It was the most widespmeadetary policy of
central banks after WWII (except the Bank of EndlarKeynes, as lateron
Friedman, basically supported that polf{€yA reserve position policy sets
quantity targets of reserves and monetary aggredadié, M2, M3). The
goal is to control banks' credit and deposit coeaby steering the reserves
available to banks. This was based on the multiphedel as developed
since 1920. For achieving the task, the transmmssi@chanism between

3 Sargent 1979 pp92-95, cited in Poitras 1998 480.

% The term Reserve position Doctrine (RPD) was abingMeigs in 1962. Cf. Bindseil
2004 pp7, pp9, ppls.

% What Keynes put forth in hisract on Monetary Reforh923 wasn't a plan for restructu-
ring currency and credit creation. It was an oatlof central-bank monetary policy as it
became implemented in many countries in the confrsiee 23" century.
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quantities of reserves (or reserve interest ragsgectively) and quantities
of M1/M2/M3 is of central importance. But despiteetnumerous efforts
made to get a grip on monetary transmission, andntterstand how the
reserve quantity or interest rate affects the rolidti, the ways in which the
supposed transmission works have remained somealisave.

In practice, the reserve position doctrine as waslithe multiplier model
proved inadequate. Central banks do not exert gligeacontrol, but re-act
to the banks' initiative. It is the banks who detiere the money supply. As
a result, reserve-based quantity policy did not kwsatisfactorily, aside
from the fact that the Fed's commitment to impletmguantity policy in
earnest remained rather weak.

Quantity policy was withdrawn on the quiet from th@80s and replaced
with outright interest-rate policy again. The sthfgurpose of this is to
control the interbank lending rate as well as camsuprice inflation in

general by setting the central-bank base rate gnstdering the interbank
rate through open market operations (repos fontbst part). The question
of how the interbank rate is supposed to transtdatesome inflation rate is
usually not dealt with in depth, even less how thight affect the money
supply. Substitution of interest-rate policy foramtity policy since the
1980s up to the present day has apparently notrilbotgd to a more
effective central-bank control over banks' creditd adeposit creation.
Besides, academic textbooks are still about midtiphnd transmission
models anyway®

Interest-rate policy and monetary quantity poliag aonsidered to be
incompatible with each other. Nonetheless, quargilicy will entail a
certain range of interest rates, as interest-ratecyp will entail certain
quantities of money. So, even if the money supply monetary aggregates
are no longer targeted, any interest-rate policitlyastill implies an impact
on banks' credit and deposit creation. 'Price \entjty' is a long-standing
economic policy issue. The two sides, however,nateeasily interchange-
able. If it is true that prices reflect quantitatigcarcity' rather than 'scarcity’
being a result of prices, than interest-rate poltley be expected to be a

¥’ Bindseil 2004 19-30.
% For a detailed criticism of the Reserve Positi@mt@ine see Haring 2013, Bindseil 2004.
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weaker control lever than quantity policy. The mattseems to be
complicated, but in the end the simple truth migatthat under conditions
of fractional reserve banking—with nonbank monegudation on the basis
of demand deposits more than semi-detached fronmtegank circulation

on the basis of reserves—effective monetary cormgroiission impossible.

With regard to ineffective reserve position polayd its silent downgrading
to short-term interest-rate policy, MMT is fullyas¢ of the art, including
rejection of the multiplier model and an informesigueness with regard to
interest-related transmission problems. MMT does axplicitly introduce
base-rate policy as a substitute for ineffectivargity policy. It might even
seem as if MMT treats base-rate policy as an entgsétf. The central bank
provides reserves to the banks, or absorbs resénvesgh open market
operations, as may be necessary to maintain the faés or the interbank
rate, respectively, which the central bank seta &é&rget. In particular, the
central bank buys government bonds from the banksrder to provide
reserves and bring interbank rates down, and geNernment bonds to
absorb reserves and drive interbank rates’ufhis is a nicely designed
market-compatible mechanism. But what is it forvAler/Kelton/Wray
deem central-bank interest-rate policy of such irgree that to them it is
the main argument for a central bank to always ipethe reserves banks
demand:

'‘Any central bank that administers an overnighenest rate target must
supply reserves on demand — for otherwise it wdak® control of the
interest rate. In the postkeynesian literaturis, $aid that central-bank policy
always 'accommodates' the demand for reservesnGina this demand is
highly interest-inelastic, there is little room ferror' by the central bank. ...
Modern central banks operate with an overnightréde rate target and
accommodate bank demand for reserves in order noncously achieve

it *
One is tempted to think that MMT yet sees the base as the central
control lever, in that the actual demand for resemg assumed to clear the
market at that interest rate. According to Moséard in line with contem-
porary common wisdom, the overnight interest ratdeed '‘indirectly
determines the quantity’ of the money supply asdhe primary tool of

%9 Mosler 1995 2, p5, p21, Wray 2012 124.
0 Fullwiler/Kelton/Wray 2012 2.
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monetary policy*! The matter is puzzling, though, as MMT assumes the
demand for reserves to be ‘highly interest-inatasti an assumption |
endorse. But if demand for reserves is not thasigea to interest, what
then is the purpose and the alleged importanceetbing a base rate and
achieving an interbank-rate target for reservesh @s the Fed Funds Rate
in the US or the EURIBOR and LIBOR in Europe?

Is it aimed at increasing or decreasing a centakls interest-borne seig-
niorage, i.e. draining or adding to banks' profit$fs certainly results to a
certain degree from the policies pursued, but cardlip be seen as a
functional rationale for interest-rate policies. &Yhelse, then, can a
functional rationale of a central bank interesenatlicy be, if not in fact to
serve as an instrument of indirect control of thargity of banks' credit and
deposit creation, as most economists and 'the risak&sume. As with any
interest rate and any price, the base rate cawowke be seen as a control
variable. But the next question is what it doestcnand to what extent. Is
a central bank's base rate actually an indepengeiatble, or is it not in fact
a dependent variable at the same time, adaptinghé&d is going on rather
than being a contributive factor to bringing it atid

Most importantly, how should a base rate and istekbrate on about
2.5-12 per cent of the money supply transmit iteeifo the 100% it is
supposed to control? Interest rates on reservesirdgr alter the final

margin profit of banks, and this is why they retxtit, even though with
quite limited elasticity. But as long as interesargins and other profits
which banks can make from creating credit are aiefiitly higher than the
fractional refinancing costs they have to beary thél certainly not refrain

from creating credit and deposits. Under this aspdwe alleged all-
determining impact of the base rate appears toysifiyingly exaggerated.
One may ask whether the base-rate lever is nogjusher piece of model-
world economics, in glaring contradiction to thegegually overshooting,
inflationary and above all asset-inflationary ctedreation of recent
decades. MMT ultimately does not provide an exglanafor the key role

which the base rate plays in its system. The messagconveys,

41 Mosler 1995 2.
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nevertheless, is that the central bank has thingerucontrol, and banks do
what they are supposed to.

On the basis of the ill-understood relation betwdeposits and reserves,
i.e. between nonbank and interbank circulationnieelia recurrently raise a
standard criticism of banks' interest-rate policghen the central bank
raises the base rate, banks take this as an exouggomptly raise
customers' borrowing interest. But when the certealk lowers the base
rate, banks are reluctant to follow suit. The pybéind quite a number of
experts, think that interbank rates would haveracatliand comprehensive
effect on banks' loan and deposit rates. But ufrdetional reserve banking,
rising base and interbank rates (relevant to raefimay just about 2.5-12%
of the money supply) do not represent a compeltiost increase, nor do
falling interbank rates represent a tremendousretisf.

EU politicians, feeling exasperated with the sitwatwithout actually
having a well-defended reason, decreed a mechahntalof 1 to 1+x
between the interbank three-month EURIBOR and thek® consumer
credit rates. Since June 2010 bank lending rates go down or up in
mechanical step with EURIBOR. This is nothing bat admit the low
effectiveness of interest-rates policieand to react by resorting to the big
sticks of centrally planned economy, in this cagerésorting to price
administration.

2.6 Do we have a currency or a banking regime?

Today's two-tier banking system is a mixed systeith vgeparate but
complementary roles for the central bank and baakd, a mixed money
supply consisting of central-bank money (includisgue of government
coin) and bank money (demand deposits). In termshef currency vs
banking paradigm, one would consider this to be iged currency and
banking system, including a certain ‘division' aitiative and control
between central banks and banks.

Against this background, most economists stilldadiin a central bank's
control of the banks. To put it differently, theglieve in the primacy of a
central bank's sovereign currency over bank mokiyT stays within this
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consensus. Bank money (broad deposit money) is ssem kind of
leveraging of central-bank money. This, howevernt@dicts MMT's
observation that central banks do not restrictrtieipply of reserves to
banks and thus do not exert control over bankétykbo create credit and
deposits. MMT in turn declares monetary quantitjigyonot only to have
been abandoned in the present system of fracti@sarve banking, but to
be irrelevant anywa$? Instead, MMT insinuates base-rate policy as a
mysteriously effective instrument of a central Bankontrol over money
and banking.

Wray sets forth a thesis of ‘integration of cregitand chartalist (state
money) approaches’, an amalgamation already préseévitchell-Innes®
In reality, such 'integration’ does not exist.dhf course be conceived of:
if there were a full sovereign currency system wath primary credit
originating from the treasury or the central baakd banks acting as
upstream-downstream intermediaries of secondaditavaly, i.e. no longer
creating primary credit themselves, than this dlstuaould represent a
system of chartal credit money. Whether it woulddasirable in such a
variant is another question (3.6).

Under fractional reserve banking, however, any suga is unreal. An
attempt to 'integrate creditary and chartalist apphes’ then means nothing
but attempting a synthesis of currency and bankioctrine — which does
not work and comes out as banking doctrine. As halldiscussed below,
according to MMT, the important things for havingsavereign currency’
are to determine the national unit of account ankbvy taxes denominated
in that standard (3.1, 3.5). The actual issue ®ftioney is not deemed to be
of importance; and should there be any doubt, MM$ it that treasury and
central bank together would in fact create the rnganecirculation, using
the banking sector as a helpful intermediary betwtbe government and
the central bank, as well as between the governarahthe taxpayer (3.8).

Bank credit creation as a result of accumulatiorg@¥ernment debt and
foreign-account deficit is certainly an importanbntributive factor to
determining the money supply today. But MMT's reiptetation of this

“2\Wray (ed) 2004 257.
“3Wray (ed) 2004 11, pp255, pp259.
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obvious connection as representing the governmso¥areign control over
the money system is rather audacious. This mayheeweakest, and
certainly the most affirmative part in MMT, obsaugithe overwhelmingly
dominant position of the banking industry in thegant money system.

For NCT, by contrast, the actual situation represem near-complete
reversal of control in the two-tier banking systémthe benefit of the
banking industry, i.e. a near-complete reversalloit the Reserve Position
Doctrine had postulated, a situation that mighineve described in terms of
capture** One might call it monetary capture. The big playier banking,
now also known as systemically relevant banks, hasarped most
elements of the monetary prerogative and have dug@/ernment and
central bank alike — voluntarily or not — into bank agencies. Pro forma,
we have a currency regime which de facto has mulitate® a banking
regime. As explained in 2.3, the initiative liestlwihe proactive banking
industry and the central bank reacts by fractignadfinancing whatever
banks demand. The central bank may '‘accommodatehatwhat higher or
lower interest, coming either as a nuisance orliglteto the banks, but in
no way impairing their ability to create credit atieir total control of the
public money supply, including cash. If systemigaéllevant banks threaten
to fail, the central bank stands ready to lend lpihg hand, acting as the
'‘bank of banks'. As a consequence, there is naalant a proper sense,
since, as explained in chapter 1 on the currencgugebanking paradigm,
money and capital markets will not reach a stateqfilibrium as long as
credit and deposits keep bubbling at source depgrah banks' discretion.
As opposed to the beliefs of 'neoaustrians' ang Ifi@nking advocates, the
present situation is actually farther from governin@ central bank control
and much closer to Hayek's ‘private ducats’ drelaam tthey are prepared to
concede.

What 'neoaustrians' and Mitchell-Innes have in commn turn, is their
conferring blame upon state interference whenevactibnal reserve
banking does not work. In one passage, neglectedhibyfollowers,

Mitchell-Innes defended the notion of 'sound momgginst dysfunctionally
overshooting credit and debt creation. He did rmatl lthe banks but the

4 Haring 2013 pp.13.
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government responsible for this, though, surprigingot for incurring too
much debt but for setting fractional reserve regmients. 'The effect of this
law’, Mitchell-Innes wrote, 'has been to spreadittea that the banks can
properly go on lending to any amoufitThat is what all believers in 'free
banking' pretend—as if banks behaved differentlg a¢serve requirement
of O per cent instead of 1 or 10 per cent.

2.7 Dysfunctions of fractional reserve banking

In MMT, there is no concern about dysfunctions odcfional reserve

banking. Rather one will find approving remarks atblmow well the system

is run and how smoothly it works. This stands intcast to NCT's thesis of
loss of control in the two-tier fractional resersgstem and its capture by
self-serving banking interests. This is highly velet since, as expounded in
chapter 1, money governs finance, as finance gevélre economy. 'The
root cause' of banking and financial crises, agylsn also concludes,
'must lie in the evolution of money and the baftk#oney creation, the

qguantity of money in proportion to GDP and the bgsthways of newly

created money are decisive for what happens imdémaand the entire

economy.

MMT never questions if today's banking privilegecogéating money ‘almost
out of nothing' is really as functional or efficteas banking doctrine would
have it—not to mention questions of constitutiodaiv and moral
legitimacy. The list of dysfunctions of fractiorraserve banking include

- non-safety of bank money. In a banking crisis anduing bank runs,
money can literally disappear because of the dysimmal identity of
bank credit and money.

- inflation and asset inflation through recurrentbyershooting credit
creation, and periodically impending deflation aaiby shrinking credit
and money supply in a crisis.

- thus pushing up, or depressing, business anddiaamarket cycles far
too high above, or below, critical levels througinedt leveraging of
speculative investment, and through subsequentlgvdeaging any

* Mitchell-Innes 1914 16y74.
“6 Ferguson 2008 62.
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investment in order to pay back debt incurred. Backedit and money
creation recurrently ends up trapped by over-inmest and over-
indebtedness with too many actors involved, padityigovernment and
MFIs themselves.

- distorting income distribution to the benefit fiiancial income and to
the detriment of earned income through dispropoately building up
financial assets, whereas a realignment of sucktsags times of crisis
again hurts the real economy and earned income.

These functional shortcomings were already disclugsehe literature on
100% banking of the 1930s, as well as in relatastezoporary follow-up
literature?” They are being analysed and empirically documeritech
growing corpus of NCT literatuf®.Many aspects of this are also present in
the literature on credit bubbles and financial esf€ From 1970 to 2007,
425 financial crises have haunted the world, ofcwhili45 have been
systemic banking crises, 208 currency crises ansb¥@reign debt crise8.

MMT of course does not deny financial problems ariges. It nonetheless
has had a marked tendency to neglect them asia liegond our scope'.
The immanent crisis-proneness of fractional resbaugking is actuallyot
part of MMT. Instead, MMT has depicted an almostllid bank world.
'Default risk on a bank's 10Us is small', '‘bank®wnwell how to assess
creditworthiness’, banks master risk managemenderegood service efé.
Banks quite often render good service indeed, hisdig also the case in a
fractional reserve regime. But much too often tdeynot, and turn out to be
a burden on the common good.

MMT's benevolent belief in banks was already preserhe 18" century
banking school, as well as in the thinking of MMT¢sefather, Mitchell-
Innes, in 1913. He praised fractional reserve bankand honourable

" Fisher 1935, Hart 1935, Simons 1948, Allais 198987, Hixson 1991, Gomez 2008,
2010, Benes/Kumhof 2012.

“*® Huber/Robertson 2000, Zarlenga 2002, AMI 2010, dtsion 2012, Huber 1999, 2013,
Dyson/Greenham/Ryan-Collins/Werner 2010, Ryan-@sitreenham/Werner/Jackson
2012, Schemmann 2011a+b, 2012, Dyson/Jackson 3@h2jble Money 2012a+b,
Positive Money 2011, Robertson 2012, Verein MoreeModernisierung 2012, Yamaguchi
2012,

49 Kindleberger 1993, 2000; Minsky 1982a+b, 1986 gkson 2008, Reinhard/Rogoff
2009, Schularick/ Taylor 2009, J. Galbraith 2008.

*%| aeven/Valencia 2008, Reinhart/Rogoff 2009, Lietsteal 2012 49-52.

> Wray 2012 pp276.

36



Modern Money and Sovereign Currency

merchant bankers: '‘Banking shall be carried ondnekt people ... and the
note issue may be left to take care of itself. ...I&® is required; the whole
[banking] business regulates itself automaticafiygo, in spite of MMT's
endorsement of a state theory of money and whakés to be 'sovereign
currency’, MMT clearly does not stand for a conterapy currency
paradigm. Quite to the contrary, MMT attests itselfan almost unreserved
banking doctrine, adding to this a peculiar thesisbanks as willing
'intermediary’ hands helping the government totereand spend its own
currency (3.8).

Ongoing criticism of MMT, as well as the realitiethe banking and debt
crisis since 2007/08, obviously had an impact. MNBE begun to refer to
Minsky's disequilibrium theory of financial marketad declared Minsky to
be another ‘forefathet’. The crucial point in this, however, is that credit
bubbles are not traced back to their monetary myrige. near-free and
overshooting credit and debt creation by the bamk® 'co-operate’ in
creating all sorts of bubblesreal estate, stocks, derivatives and, not least,
sovereign bond bubbles. When it comes to explaifimancial crises, MMT
refers to the same explanatory patterns as maamstreconomics, for
example referring to deregulation having gone wrod lack of 'institutional
ceilings and floors' such as supposedly inadeqegisity requirements
(Basel rules), reckless risk-taking (misbehavi@aml others.

In particular, MMT now also refers to Minsky's rati of money manager
capitalism and to left-wing orthodoxy on contempygrfinancial capitalism,
i.e. global financialisation’ No doubt new forms of financial-market
capitalism have developed and deserve criticalyaigal So far, however,
financialisation theories fall short of the mankthat they misjudge the role
of the monetary system. They try to explain evenglon the grounds of
exploitative profit seeking and cumulative effestssompound interest over
long periods of time. They fail to systematicalke into account that most
interest-bearing claims are primarily created orcpased 'almost out of
nothing' by the banking industry.

*2 Mitchell-Innes 1913 405, 407.
%3 Fullwiler/Kelton/Wray 2012 9, Wray 2011 pp11.
%4 Cf. Hein et al. (eds) 2008, Windolf 2005.
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Accordingly, solutions to financial crises are ledkfor in re-regulation of
financial markets and in fiscal measures (taxedimancial transactions,
wealth and inheritance). In addition, MMT calls faompensatory
government deficit spending. In taking up a Minskgw-deal type of
proposal, government should act as 'employer ¢ofrésort’, creating earned
income for everybody and compensatorily complenmgnthe central bank
as 'lender of last resort’ for the banks. Finanoiaikets certainly need to be
re-regulated in some way. Compensatory labour-mareasures may also
be taken, even though these do not contribute taeingo underlying
structural problems. But any such approach wilidaly be insufficient as
long as it misses the root cause of banking andn€ial crises, i.e.
fractional reserve banking. The pivotal role of mpnand banking in
causing financial crises is blinded out, includithg role of deficit-borne
government bond bubbles. MMT does not see why naopeeform might
be relevant®

In NCT's analysis, to the contrary, it is the bamks hold the reins — and
banks from around 1980 increasingly resorted toinoastyle highly
leveragedinvestment banking, disregarding 'boring bankatgthe service
of people and companies. If the banks want to priohey or, to put it
‘paperlessly’, if they want to key credits into reat accounts, there is
almost nothing outside the banking sector to dbent as long as they do it
in collective step. In as far as the banks do timsever growing
disproportion to GDP, this will eventually result & crisis as a result of
financial over-investment and over-indebtednesshénUS during the pre-
crisis decade up to 2008, broad money M2 grew B 80t nominal GDP
(including consumer price inflation) much less, 45%0; real GDP (price-
deflated), meanwhile, grew by just 16%. This is&y that about one fifth
of the addition to the money supply served reaheotdc growth, while a
good third went ininto consumer price inflation ahd biggest part, 44% of
the increase, went into asset inflatt8in Germany from 1992 to 2008 M1
grew by a staggering 189%, nominal GDP by 51% a&adl GDP by 23%.

%5 Wray 2012 280. Only once does Wray casually merti@0%-reserve (79) — and rejects
it, en passant, for it would increase banks' raiiiag costs and thus the general level of
interest. This is right, but too narrowly consid&fer doing justice to approaches of 100%
reserve. It is certainly no argument against pt@wvereign money where it does not apply.
*6 www.federalreserve.gov/releases/h6/hist. Alsd-efguson 2008 pp62.
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So only about an eighth accounted for real econgmuwth, another eighth
for consumer inflation, but three quarters of tldglidonal money supply
fuelled financial-market exuberante.

*" Deutsche Bundesbank, Monthly Bulletins, table. lww.bundesbank.de/statistik/
zeitreihen.
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3. Chartalism

MMT makes some effort to embed itself in historicahtext. The history of

money might reveal something about the nature oheyoMMT's chief

source here are two articles by Mitchell-Innes inicki he combined the

state theory and the credit theory of mofeitchell-nnes' and MMT's

discourse on this matter is not straightforward,eith some patience, three

storylines can be identified:

- the question of whether money evolved as a creaifithe state or as a
creature of barter and trade

- the question of intrinsic value of money and rigjection of metallism

- the question of whether money is credit and.debt

3.1 State theory versus market theorgf money

With regard to the question of whether money ewblas a creature of
legislation or as a creature of markets, MMT andTNsBare the chartalist
paradigm, i.e. the state theory or constitutiohabty of money® The terms
state theory of monegnd chartalismwere coined by Knap}.'Charta' is
derived from Greek and Latin for paper, or document legal code,
particularly in the Roman sense of ‘public law'desinct from ‘civil law' or
‘private contract’. According to Knapp, ‘'money israature of the legal
order.®* The teaching dates back via late-medieval Thontismristotle:
'Money exists not by nature but by I&% The formulation of money as a
‘creature of the state' is Lerné¥s,

%8 The main reference here is a reader edited by \({2@34), including the two key articles
by Mitchell-Innes 1913+1914.

%9 As the main representatives of chartalism, Liete. (2012 136) quote G. Fr. Knapp,
A. Mitchell-Innes, 1. Fisher, J.M. Keynes and Larnes neochartalists they quote P.
Davidson, N. Kaldor, H. Minsky, St. Rousseas, W.sMo, Ch. Goodhart, W. Godley and
R. Wray. 'While these scholars don't all necessagiee on many topics, they all concur
that the systemic role of taxes is to give valua turrency, which, in case of a state fiat
currency, would otherwise have no intrinsic valusatgoever'.

0 Knapp 1905 pp.27, 33-39, 394.

®1 Knapp 1905 32-33 and 145; Engl. 1924, reprint 1923-95.

°2 Aristotle, Ethics 1133 a 30.

% | erner 1943, 1947, Mitchell-Innes 1913 378-390.
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The state theory of money contrasts with the theibat money is an
endogenous creature of markets, or of barter, riebas imagined to be an
early stage in the development of markéts legal terms, one may refer to
this as the private-compact theory of money. Mdtroit is referred to as
the commodity theory of monéy.Basic characteristics of the contraposi-
tion in question were given in chapter 1 on ‘cucyeversus banking'.

The empirical evidence which economic historiansewable to produce —
notably, and of relevance to the occidental woffdm Mesopotamia,

ancient Egypt, Greece, Rome, Byzantium, the Arataniic world, the

Christian middle ages and early modernity — for iin@st part supports the
state theory of mone¥. The evolutive pattern starts with archaic palawe a
temple complexes, i.e. the extended household atmlige of dynastic
rulers, including armed forces, priesthood, adniaign, craftspeople and
workmen, all requiring the labour-divisionary orggation of chains of

provision, thereby also fostering the developmehtcontracting, legal

structures, scripture and documentafibiMoney is described as having
emerged within those early state structures frabalttraditions of making

gifts and contributions, e.g. dowry or bride prigeaying wergeld in

compensation for physical injury or sacrificial atibns, later also including
regular duties and tributes, the latter mostly isgzbon conquered tribes
besides forced labour or outright slavery. Equalhere is archaeological
evidence from ancient Mesopotamia of the practicéending goods, the

amount of which had to be returned with intef8st.

In an extended household of thousands of peogis, ajd duties as well as
current provisions of goods have to be measured ragistered. All
transactions were made in kind, and it is thoulgat the major staple goods
of the time developed into general units of accpsath as a weight unit of
grain, salt or silver, serving as a common denotomahich made different

64 Cf. Hudson 2004 (barter vs debt theories of maney)

% Cf. Ryan-Collins/Greenham/Werner/Jackson 2012 3@e8mmodity vs credit theory of
money).

% Cf. Del Mar 1867, 1880, Ridgeway 1892, Laum 19&&rloff 1940, Quiggin 1949,
Einzig 1949, Le Goff 1956, 1986, 2010, Eisenstéd67, Davies 1994, Graeber 2012. On
European and American history of money since earbdernity cf. Friedman/Schwartz
1963, Galbraith 1975, Vilar 1976, Kindleberger 199993, Hixson 1993, North 1994,
Zarlenga 2002.

" Henry 2004

®® Hudson 2004, Graeber 2012
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goods comparable in relative quantity or value.Sehonits of account were
fixed by the rulers' administration.

This does not exclude the eventual developmentrg-distance trade and
finally markets where the quasi-monetary units afoaint could be applied
for transacting goods. From a certain point of dmwment of ancient
economies, this occurred for sure. The importainigtis that the emergence
of trade and markets was tied to the state houdehuadl the kings or high
priests or warlords, tied to the operations andinshaf provision they
maintained. This also applies to the sovereign dhey began to issue
from about the ¥ century BC, as well as to the forms of contractimgl
juridical practices they developed in the frame tbfeir extended
housekeeping practices.

If there is a message to be drawn from this, tiennmost fundamental is
that markets do not emerge and develop in a catistil vacuum free of
state powers. Markets build and rest upon a statstgutional and legal
structure, which includes the money system as tagial part. As Graeber
puts it: 'States created markets. Markets requiedes Neither could
continue without the other. ... We are told thatythre opposites ... But it's a
false dichotomy?®

Closer to our times, this can be studied in thdwian of nation-states and
markets within the modern worldsystem since abd@ $ears ago. In

building up this system adventurers, soldiers, miskrs, missionaries,

merchants and bankers did not create independateissof their own but

always were, and needed to be, envoys of the steggsriginated from, or

contractual partners of the states across which éikpanded their business
and trade networks.

Around 1900, with historical research much advanaed in a context of
international power struggles, this view was rdftedn the state theories of
money. According to Knapp, the rulers' law, in camalion with the

credible power to enforce it, is the most importé&gal and political

premise for establishing a currency. A state's enttbation of a token as
legal tender in payment of all debts (lawful monstgnds a much better
chance of serving as the currency of the realm tther things. According

% Graeber 2012 71.
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to Knapp, the strength of a national currency dtiely depends on the
political and economic stability and strength af tespective nation-staf®.

In Knapp's view it actually does not matter wheth@ation-state's money is
issuedby the state. This can be the case, but is n@&cassity. The state's
basic role is to define the national currency uhite decisive factor for the
establishment of a specific token as a general mearpayment then is
what a state's treasuagceptsn payment of taxes, or the courts in payment
of penalty charges, and what state agencies agtuak themselves in
fulfilment of their obligation§:

'‘All means by which a payment can be made to thte $orm part of the
monetary system. On this basis, it is not the isbué the acceptation ...
which is decisive’ — 'A state's money will not be identified by corigmry
acceptance, but by acceptance at public cash d&sks'

This teaching on currency or money was carried &odby Lerner:

‘The modern state can make anything it choosesrgbneacceptable as
money and thus establish its value quite apart famy connection ... with
gold or with backing of any kind. It is true thasianple declaration that such
and such is money will not do. ... But if the stegewilling to accept the
proposed money in payment of taxes and other dbiggto itself the trick
is done. ... Money is a creature of the stategdtseral acceptability, which is
its all-important attribute, stands or falls byatsceptability by the staté.’
Scholars had long been aware of the role of tasesdtablishing a modern
currency, among them John Law, who after the de&thouis XIV was
engaged in 1719 to introduce paper money in Franceder to pay down
the suffocating debt legacy of the 'sun king'. Barthe plan was to get the
new paper money generally accepted by acceptiran ithe part of the
treasury in payment of taxes, and then use pahefncreased revenue for
redeeming sovereign debt in a context of economowtlh which was

expected to result from the increased money base.

In MMT, taxes are seen as the main cause of whalifigs as official
currency. This is somewhat over-determined. Ancientns of oblation,
tribute, toll or similar cannot simply be identdievith taxation in a modern

O Knapp 1905 101, 265.

" Knapp 1905 86, 99, 101.

2 Knapp 1905 86. Engl. Knapp 1973 [1924] 95.
3 Knapp 1905 Intro p.VI.

™ Lerner 1947 313.
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sense, any more than decrying of coin in the higidia ages (recall for
reprocessing)® There were times when sovereign currency existed b
taxes did not. Equally, taxes are absent in a nuwib&l-rich and otherwise
rich contemporary states with a currency of th@moMore appropriately,
Lerner also refers to a state's general accept@inganeans of payment as
the decisive factor for establishing a currenay, ithe currency in which a
government spends and which it is happy to takéhiough taxes, fees,
fines and: borrowing.

Nowadays, interestingly, in most modern nationestateither the revenue
office nor the courts cashier's offices accept paymin cash, i.e.

government coin or central-bank notes. They onlgept payment in

demand deposits, i.e. bank money. If they run thetounts at the central
bank, they receive central-bank reserves, but ioreaif these today is
reactively prompted by proactive creation of banékdd. To NCT this is a

clear indication (and would actually have to bensag 'proof' by MMT) that

bank money has replaced government cash as theeggveurrency of the

realm.

The state theory or constitutional theory of morewtradicts the classical
and neoclassical market theory, or commodity theoryprivate-compact
theory as advocated by Adam Smith to the foundehefAustrian School,
Carl Menger. As a historical thesis, this narratiway be fictitious’® The

market narrative nonetheless has a point. It ifleatas a useful function of
currency the facilitation of transactions, partaly in the context of an
advanced market-based division of labour, rathan tharly household or
community-based division of labour. Currency doe®yg enabling a match
of supply and demand without necessitating a dochiecidence of supply
and demand at a given time in a given place. Egualbney facilitates the
funding of investments, which otherwise would beyveomplicated, or
even unfeasible. Payment and funding are in faotimportant aspects of
why money is useful, and why it persists as angmalepart of modern

> Reprocessing meant smelting the coins down anéhtiexg them into more coins of the

old face value, with each coin thus containing Eber. This can be interpreted as a kind
of 'taxation' in times when taxes in a modern seldaot exist yet in the occidental world

— except the tithe to ecclesial landlords, whichnmally, however, was delivered in kind

rather than paid in coin.

’® Graeber 2012 22-71.
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societies. This is true independently of whethemeyoonce was state or
market-borne. The commodity theory of money mayohisally be wrong
and does not hold as a founding myth of classicahemics, but it grasps
basic functions of money once markets and money lteweloped as a
‘creature of the state'.

Evidence that money and markets emerged from tied knd institutional
framework of state organisation — and basicallyandependent on them —
does not preclude, once market economies haveeadivat certain groups
of actors create special currencies of their owm.tda point, the theory of
market-endogenous creation of money actually cpomds to the realities
of contemporary fractional reserve banking. Thesgné situation is in fact
not that far from a free banking regime of a globégopoly of huge
banking corporations which would operate on a basislenationalised
money, or on the basis of one or two privilegedamat reserve currencies.
The present situation may develop even furthenhat direction if and for as
long as politics and the public are further willitagaccept this.

The question is for how long a regime of denatiseal bank money could
survive. For even then the banking corporations farahcial markets need
the law and order of nation-states supporting thghimately the banking
industry would fully have to capture the institutaéd and legal structures of
existing states-which certainly makes intriguing stuff for dystopiéction.
But could it be real?

3.2 Intrinsic versus induced value of money (metaim vs
nominalism)

Quite often, the question of chartal money vs miagkelogenous money is
combined with the question of whether currencytexés a token for value,
or whether it is thought to have ‘intrinsic' valteelf, i.e. material valué’
However, 'chartal vs commodity money' and ‘tokenimsinsic value'
represent two different aspects and should analigibe kept apart. Money
not only exists by state fiat but also by privabenenercial contract. Bankers
prefer to bank on self-created token-units anyway.

" Cf. Goodhart 1998 (metallist vs chartalist theofynoney).
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In the times of Smith and later on Menger, up uatibund the late 1D
century, commodity theory of money normaihcluded metallism. It was
imagined that through barter and trade some spesiaience goods with
special material qualities emerged so as to fat#limarket exchange, not
just as units of account but as means of paymeafenably the precious
metals silver, copper and gold, for their physigatl practical properti€s.
In Mitchell-Innes' time, however — the decades atbli900 — the question
of metallism and intrinsic value of money had beeoahot topic. The
reason is that, after about two and a half thousaais of unquestioned
belief in precious metal as being the natural ahdier money, it had
increasingly become apparent that banknotes artit crmney were about
to replace bullion and coin. As always, some werdyeto recognise this,
among them the monetary reformers of the time, evtiie majority were
subsequent adopters and laggards. Even today #Hreresome boastful
latecomers who steadfastly adhere to the now Ingsianetallist belief.

NCT and MMT agree that modern money does not hatwensic' value.

Money as a unit of account is a measuring stanfiardscribing economic
value (prices) to things, but does not incorposateh value itself. Equally,
modern money as currency, as a general means ahguay carries
purchasing power and thus fulfils a transactivd, a@roductive function.
The purchasing power or exchange value is notenctirrency itself but in
the goods, services and financial claims an amofintoney can buy. That
which induces value into currency, or confers pasifig power on
currency, is the entirety of available goods andvises, in that these
represent the valuable counterpart to an existiogksof money. In this
sense the value of money is an ‘induced value A({ti), mirrored in the

interrelations of prices in the entire economy.

Mitchell-lnnes and MMT argue that even in anciemtd atraditional

economies, it was never the material value of tiescwhich made them a
common means of payment. Coins of gold and silveriaterpreted as
tokens too. Evidence for this can be seen, for @anin the fact that the
face value of coins could differ fronthe material's market value.
Debasement of metal currencies occurred througtimiicenturies. There

8 Smith 1776, Book 1, Chapter 4: Of the Origin arskldf Money. Menger 1871, Kapitel
8, 81: Uber das Wesen und den Ursprung des Geldes.
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were periods in Europe in the 1600-1700s when loagdtit was rated at a
higher course than government coin due to delibedlabasement of those
coins, whether by the feudal seignieurs themsealvdsy treacherous tippers
and seesawerS. Such phenomena are evidence that the ‘intrinsik' |
between the coins' precious-metal content and fheichasing power was
rather loose — but cannot totally be denied, asclMii-Innes did.
Throughout the history of precious-metal coins, ey is almost always
something hovering between a commodity and a dedetrt (Graeber°

A case in point was the practice of decrying cdmsn time to time. One
reason for this was that feudal seigniories — etal@nd principalities, later
also free towns — wanted to make money from redutie metal value
while keeping the face value. Another reason, hamnewas that from the
late 12" century, the production of new silver did not keeze with the
demand for silver, which thus became more expens8@ the coins
increased in value, and in order to keep their feadae stable their silver
content had to be somewhat reduced.

A bird's-eye view on the evolution of money mayphé concede that
throughout antiqgue, medieval and early modern tjncegn currency had
both sides to it, i.e. it was a symbol for valuevas! as having material
commodity value. Such an understanding is impligit Simmel's
voluminousPhilosophy of Monejrom 1900. According to Simmel, in pre-
modern times the material qualities of money (grgin, salt, cattle, metals)
were so much to the fore that the abstract, pustybolic or informational
side to it was not easily discerned in its own tigteople of course realised
depreciations of the currency or rising pricespeesively, but they hardly
had a very long-term perspective on the developroérdoins from full
precious metal to alloy tokens of irrelevant matiexalue. Only with the
spread of modern bank credit and paper money incthese of trade
capitalism and industrial capitalism did the prace$ 'dematerialisation of
money' towards finally representing a mere crediryeinto an account
become increasingly noticeable. The real post-ftabf early modernity
and industrialisation were actually the bankers wragressively developed

™ Mitchell-Innes 1914 15853.
8 Graeber 2012 75.
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instruments for multiplying their monetary base hafllion and coin by
making out transferable credit, bills and bondgssuing banknotes.

So Simmel's thesis on the social evolution of maa®w means of payment
follows the idea of a general trajectory from maeto immaterial, from
special good (already ‘'token’, in fact) which isnwdterial value itself, to a
token which purely represents information on a ¢@arof purchasing
power. In the process, the tokens underwent anuggnol from reference
staple goods to precious metals, then to papersnatel hand-written
booking entries, up to digits on electromagneticriees. In the end, as
Keynes observed in 1923, 'the gold standard igtaabaus relic®* Currency
thus reached the point at which Soddy could provtie bon motthat
'Money is the nothing you get for something befgsa can get anything®

The question of why money has purchasing power maylonger be
controversial. Modern money is token fiat moneye Malue of money isn't
in the money, but in the goods and services moaaybay, valued or priced
in terms of a currency unit. The value of moneystiauiinduced.

Controversial, however, more than ever beforehésquestion of where the
money comes from, i.e. who has the power to issatenioney. As is
apparent from the currency vs banking controvetbgre is a power
struggle in modern society over who should have prwvilege of
determining what is used as the tokens of the timdaether this ought to be
determined by sovereign state fiat or by privatekibgg interests. Modern
money can, and should, freely be created ‘'out iof &ir' as long as this
remains within the growth potential of an econorpgmting at its capacity.
But this does not yet answer the question of whg, ad who ought to
have, the prerogative of creating and controlling inoney supply. In this
regard there is an important difference between HGI MMT.

81 Keynes 1923 172.
82 50ddy 1934 24.
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3.3 The relation of money to credit and debt

MMT holds that moneys credit and debt. This was outlined by Mitchell-
Innes in 1913:

'‘Credit and credit alone is money. ... Credit is dinpe correlative of debt.
What A owes to B is A's debt to B and B's creditfon.. The words ‘credit’
and 'debt' express a legal relationship betweenpavtes, and they express
the same legal relationship seen from two oppesites®®

In Soddy one can read that 'money is a credit-delation'®* One will

appreciate the insight that money and the econoomsn fa subsystem
embedded in wider societal context and dependingsacial relations.
Money and economic transactions are based on mudlaionships which
are of a moral and legal nature as much as theprangical or productivé
No doubt this is essential. Particularly specifmugh, it is not.

A statement like 'the nature of money is credit delt' is catchy. One may
agree, as long as one does not have to consideritwially means. ‘Money
is credit’, or ‘'money is debt' — is this meant &dn intrinsic property of
money? Arguably not. Does it mean that credit (i and debt
(obligations) can be transferred and thus alsosleel as means of payment?
Yes, this can be the case. According to what iswknosuch practices
occurred throughout the centuries. Does 'moneyeditcand debt' generally
assume that all means of payment are always anessatly created by
credit (loans) and thus represent debt? This wolkd an outright
misrepresentation. Does it preclude the existericdebt-free money? It
does not. Modern money can both be debt moneggiifed through creation
of primary bank credit) and debt-free money (ifateel by sovereign fiat
and spent, not loaned, into circulation).

Ancient rulers wanted to have an ancestral chaginating in gods and
goddesses. In a not entirely dissimilar way, modsotial science
sometimes wants to establish present realities eiagbcompellingly

determined by unbroken historical lineage. MMT®#®fto base its mantra
of 'money is credit' on historical evidence seembd of this type. Over the
centuries and millennia, however, monetary histoag been diverse and

8 Mitchell-Innes 1913 pp.39130. See also 391, 393, 395-405, Wray 2012 pp269.
8 Soddy 1934 25.
% Graeber 2012 pp89.
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complex. Directions for present and future monesstems can hardly be
derived from the historical beginnings of moneyanchaic societies. Even
though a perspective of evolutionary systems dyosnassumes some
fundamental path-dependencies, these always indegees of freedom.

History and ethnological studies suggest that $oelations include having

some claims on others or having some obligationsthers. In particular,

claims and charges relating to the provision ofdgoor to labour duties
within the kinship and the tribe seem to have existsince time

immemorial, certainly in stone-age and early adiical communities. In

the formation of early states in archaic societi@gh social hierarchy

taking shape, such obligations and claims werenele® and became more
regularised and institutionalised. Against this Kmgound Mitchell-Innes

and MMT, or Graeber more recently, established thedit and credit —

measured and delivered in kind, later accountednfgoods-related units —
existed historically prior to currency (coin); albo6,500 years ago
(Mesopotamia, Egypt) compared to about 2,700 yagosfor coin, although

pre-coin tokens have existed since the fourth millem BC®®

Documenting that in ancient societies, credit—delztions existed prior to
currencies debunks the founding myth of classi@@nemics. But is it
intended to be a general 'law of monetary succe'$sWhat can be ‘proven’
with regard tomodernmoney by referring to archaic and ancient prastice
of redeeming debt of various kinds? Hudson mentitresdebt relations in
ancient Mesopotamia: wergild-type debt to compensaitims of violence;
reciprocal exchanges of gifts, which are alwaysadlycobliging in a sense;
provision of food and other goods to religious dsiland brotherhoods;
internal household transfers of temples and pajaeesl, growing in
importance over time, palace debts to handicraftd merchants who
contributed to the chains of provision of the raleextended household.
Such debts were settled, as Hudson notes,

'not by payment on the spot but by running up dellances. From gift
exchange through to redistributive palace econarsigsh balances typically
were cleared at harvest time, the New Year, thesosed return of
commercial voyages or similar periodic occasidhs'.

8 Mitchell-Innes 1913, Graeber 2012, Henry 2004, $tuti2004.
8 Hudson 2004 99-102.
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It appears plausible that running up debt balaneeslved into the
emergence of general units of account — graintHermost part, but also
silver early on.

The next step of evolution then was ‘revolutionatige introduction of
generally transferrable tokens, i.e. coins serving as currency. Coins of
various denominations can represent a quantity edft dneasured in a
standard unit, and clear a specific debt when fearesi at the
corresponding amount. Currency could then be usetd generalised multi-
purpose financial instrument, in payment of normrainsactions or for
accumulating (hoarding) capital and pre-financiaggé ventures, in effect
facilitating what otherwise would have involved ¢pterm bilateral or
complicated multilateral contracting.

What does this tell us about 'the nature of monkytélls the simple truth
which everybody knows: that money is @strument a tool for handling
claims and debts. Declarations inscribed on bamestich as 'this note is
legal tender for any debt' do not need furtherrpritation. As a unit of
account, money serves as a standard of measurearenhstrument for
ascribing economic value or prices, i.e. an insgnnto quantify claims and
debts. As a means of payment, as currency, it s&va general medium to
settle claims and debts of any kind. And as anrunstnt of capital
formation it serves to build up financial claimgdaebts, or to acquire debt-
free valuables. Money undoubtedly has emerged frach fulfils a role in
social relations of claims and charges. The claamd debts, however, are
not 'in' the money, but are constituted in a mutual retatietween a
claimant and a debtor. Money thus is not identia#th claims and charges.
Money is a social medium indeed. Language, for etam'is' not
communication, but is a tool for verbal communicati And just as
institutional position gives legal powers to diretite control and use of
money gives financial powers to direct.

Against this background Walsh and Zarlenga criycgbmment on MMT's

definition of money:
'MMT stretches and twists the meaning of words belynormal usage. ...
Money need not be something owed and due, it's wiwatuse to pay

something owed and due. ... Poor methodology arsiisui of terms leads
MMT to mis-define money as debt. ... But money dedt are two different
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things, that is why we have different words forrnthaVe pay our debwith

money %
This is no hairsplitting. It entails the basic mtawg stipulation on whether
one asserts aientity of credit and moneygs banking doctrines do, or
whether one maintains their being different andcexa cleaseparation of
money and credit powersas currency teachings do, including NCT.
Connected to this is the equally fundamental garsdf whether money is
necessarily debt money, or whether money can biefobs

Mitchell-lnnes and MMT search for answers to thgaestions in history.
But however much one can learn from history, it daeot offer a
compelling answer to these questions. The verytengg of currency and
banking paradigms is evidence of degrees of freegdbioh allow for both
answers. If monetary reformers want to reintroddebt-free sovereign
money, this cannot be sufficiently substantiatedpbinting out that debt-
free sovereign currency existed throughout mostcofdental history. True
as this is, it does not relieve us of having to enakchoice on grounds of
functional problem analysis and political prefer@nc

On the whole, monetary and financial history isslegraightforward than

one might wish. What elicits from history looks radike this:

- Money as a unit of account was developed byeami@dministrators.

- Currency seems to have been brought up by rofesigealm as well as —
and more than just once — by merchants, but alsotiaan soon put and
run under state control.

- Financial capital, notwithstanding resemblanticare precursors, seems
to be a modern development that has been the lsgsoienerchants and
bankers.

Why does a state theory of money insist on moneygberedit and debt,
something one would expect in the first place fioamking scholars rather
than chartalists? In this respect MMT is a ratheange combination of
currency and banking views and, with regard to hitory of money,
overgeneralised and over-simplified. Walsh and efaga think that 'the
misdefinition of money as debt is incompatible witke chartal (legal)

8 Walsh/zarlenga 2012 2. Also cf. Zarlenga's critigdi Innes 'Credit Theory of Money'
written in 2002b.
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nature of money that MMT espous®&sin a way, yes. But the story is more
complicated. Chartal money t@an be debt money, e.g. if the entire money
supply were provided through government or ceriealk primary credit to
banks. Similarly, fiat money is not necessarily iy sovereign fiat but
can also be private money if the private agenc¢iespanking or industrial
corporations, are powerful enough to impose thell @n national and
international institutions.

The unusual combination of state theory and cradibry of money, of

starting with a chartalist theory of money and agdip in banking doctrine,
was fully present already in Mitchell-lnnes’ tirfe. Contemporary

economies, for sure, are based on bank creditiaaddial debt, to a much
greater extent than trade and state finances lieeeenturies already were.
In Mitchell-Innes' time, around 1900, the bank-drédeory of money was
developed* He adopted that new theory, as is clear from éfierences to
Macleod and Withers. He then must have made a keistiznilar to that of

Menger and commodity theorists of money, i.e. g insights into

contemporary realities back onto history.

What Mitchell-Innes and MMT miss, for example, esthke due account of
the properties of currency in traditional societyce the emergence of coin
in the Aegean world and Rome. As soon as coins gederthe rulers
reserved for themselves the prerogative of coittiregcurrency of the realm,
or of having the coinage under legal or contractaaitrol, thus benefiting
from the genuine seigniorage which resulted fromdtiference between a
coin's face value and its production costs. Sogar&oin was regularly
spentinto circulation free of interest and redemptiamd thus debt-free,
through the rulers’ expenditure on paying the it suppliers, staff,
dependent clients, etc. This does of course notlyme that rulers,
apparently quite often, were not able to mint emoogin and had to go in
debt with money lenders, or again run debt balaneiésout taking up
currency, or conduct raids into foreign territories

In the occidental world after the Roman Empire, tmon where it continued
to exist, had passed into the hands of private ersirfmonetarii). Since

8 Walsh/zarlenga 2012 8.
% Mitchell-Innes 1913 pp405.
%1 See footnote 8 on p.6.
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about 750 AC, however, Pepin Ill and Charlemagnderasuance of coin
the rulers' prerogative again, and it has remastedver since. One motive
was to catch up with Byzantium, whose precious-iatarency was the
dominant model for both western and Islamic rufémglitchell-innes, in his
attempt to show that ‘'money is credit and debt, ianconsidering ‘credit
prior to currency' as proof of this, wanted to sbow reinterpret the
situation. He pointed to the fact that in westamitories, coinage was in
many hands rather than just dieBut this was part of the feudal tenure
system. No private persons were allowed to put gtamp on coins except
later on, in early modern times, when over-indelseidgniories suffered the
embarrassment of having to temporarily subrogatmage to private
creditors, normally trading and banking houses.

It should be recognised that during most of thetohys of western
civilisation, starting with Greece and Rome up luatound the 1700s when
current-account deposits and bank notes came owewhat wider use,
currency wasspentinto circulation, thus creatingenuine seignioragéee
of interest and redemption, i.e. debt-free monaygcantrast tointerest-
borne seignioragewhich accrues frontrediting (loaning) money to a
debtor. With the transition from traditional to newd times and the
emergence of a widely ramified banking industrynedl as central banks,
ever more of the money came into existence by Wayimary credit; by a
bank ledger entry, constituting a claim on the itoe® side, transferable as
a demand deposit on the debtor's side, thus oner iecoming non-cash
money on current account — today in fact the pretegeneral means of
payment, representing the lion's share of the eergibck of money in
circulation.

Credit letters and bills of debt seem to have erlistince antiquity. The
question is if such letters and bills were commoolg of finance, and if
bills of debt were transferable and circulated ldegrency. In the middle
ages such practices do not seem to have existedtprnormal currency,
but developed over time, rather in parallel witld @m the basis of coin. In
this respect, classical views are not completelgngr Far-distance trade
and full-fledged markets, trading hubs such as &enor merchant

%2 7arlenga 2002 pp109.
% Mitchell-Innes 1913 38p22.
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organisations like the Hanseatic League came ixigiezce in the course of
the high middle ages, in which the Crusades (~11808) also played an
important role’* In these times, silver coin was the major monekase of
the economy. In addition, tally sticks were use@ asibstitute for coin. The
coins were minted and spent into circulation frdedebt by various
ecclesial and princely seigniories, or by the gowey bodies of free towns.
('Free' meant directly subject to the emperor ogkiithout overlords in-
between).

In reflecting money in its relation to credit anehbd, tally sticks are
particularly interesting. It appears that histosidmave paid little attention to
them, although they had long existed in differentners of the world as
record keeping devices. At first they were used dounting, with for

example the number of furs or animals represenyea tumber of notches
in a bone. From early on they also served as adexfadebt, most often for
running a tab — for example, the bread bought at liakery but not
immediately paid for. In various countryside regoof Europe this was
common practice until as far as around 1%00.

In the high middle ages tallies also became usedaespts of deposits, and
they achieved a certain range of circulation assama of paymenif Tallies
were introduced as a substitute for coin becawnsspiie of opening up new
silver deposits across Europe, the overall supdlysitver resources
remained scarce and silver deposits became exkamae time, with silver
thus ever more expensive. Part of the problem Wwasdtaining away of
silver and gold for growing imports of oriental afs-east luxury good.
The importance of tallies declined after aroundQ 4t they stayed in use
at lower levels, petering out until the beginningsndustrialisation.

Tallies existed in many forms. The more importane® were made of
pieces of polished wood of aboutx®cm. Horizontal notches marked the
quantity of money units: 1,000 units were the sif@ handbreadth (palm),
100 were a fingerbreadth, 1 that of a corn. Thekswias split lengthwise,

% Zarlenga 2002 pp131, North 1994 21-37.

% Ifrah 1981 112.

% |frah 1981 110-116, Apostolou/Crumbley 20@8rlenga 2002 pp264, Graeber 2012 48,
pp268, 435, Mitchell-Innes 1913 pp37.

¥ zarlenga 2002 pp131.
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whereby one part was shortened, the other partingmgathe longer. The
short end of the stick, called the foil or stubswkapt by the issuer of a tally
who had taken in a deposit, or borrowed money, eaeived goods or
services. The longer part, called the stock (he¢heeorigin of stockholder),
was given to the party who made a deposit, or leahey, or supplied
goods or a servic® The notches, together with the grain of the waodde
sure that the two parts were the only ones ta{jether. This was practical
in times when most people were illiterate, althotigh issuer was noted on
the reverse of the tally, often through a symboinitials rather than the
name written in full.

Beyond the common folk running simple tabs, talkesre issued by both
merchants and feudal lords. The merchants used théransact business,
similar to later bills of exchange or cheques, ey at medieval fairs like
those in Flanders or the Champagne. The fairs alspethe main places for
clearing of foils and stocks. Henry | of Englandraduced tally sticks as
fiat currency when he took the throne in 1100. Galngcceptance of tallies
was not compulsory—i.e. they were not legal tendanodern terms. The
exchequer, though, who issued the tallies, hadd¢e@ them in payment of
taxes. So the bigger part of the tax revenue ctatsisf stocks rather than
coin.

Ecclesial and worldly authorities used tallies myment of expenses for
their court, or for infrastructures such as towrlsvé&some sources mention
an agio which the issuer of a tally had to accemertain cases. This can be
interpreted as interest, or as an indication thléies were less valuable than
coin. Tallies also played a role in financing theilding of cathedrals.
Tallies, however, did not yet have the funding ptt of modern bank
credit and other debt instruments of mercantilddra&aising larger armies
and waging bigger wars, such as those from the 76-€entury, could
hardly be managed on the basis of tally sticks.

The tallies extended the coin base and relied onoit least for practical
reasons. The tallies could not be 'sub-split'’. Atdsuld be paid with a
stock, or several stocks, if this was acceptethdfsum to be paid was not

% Graeber 2012 pp48.
% North 1994 chapters 1-2.
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exactly the value of the stock, one got some chamgadded some coin. In
this sense tallies were convertible in coin, ber¢hwas no right to get them
converted. It seems to have worked reasonably Wwatl,it may not have
been the elegant invention it is sometimes depiagedrhings became a bit
less cumbersome when, around the 1#-I®ntury, merchants were
increasingly able to run current accounts with lsarRredits and debits,
claims and liabilities, could thus be cleared tlglouprocedures of
accountancy. The question now is whether a taibk stas currency, or a
document of credit and debt. Apparently it was badthitchell-Innes,
however, interprets tallies as a ‘'means of cradd’ does not recognise them
as a 'medium of exchand®&’ But they actually served as means of payment,
so they can be described as a hybrid. The origisagsued the tally stock in
payment of goods and services. One can regardyastaick as an 10U
similar to early notes. In connection with taxessionilar charges, it can be
seen as a kind of tax credit. It was transferabtethus used as a medium of
exchange. The issuer and foil holder accepted &thgks in payment of
claims he had on the respective stock holders. Wimethis way, a tally
stock came back to the appendant tally foil, oewersa, the re-completed
tally stick was taken out of circulation, unlike imo which re-entered
circulation if not hoarded or drained off to far-anplaces.

Tallies can be seen as a historical prototype of-gcwn fiat money by

‘crediting’ suppliers, contractors, personnel ey do not fit, however, a
modern banking notion of credit and debt. The tattyck was not normally
interest-bearing. Nor was there a banking debt,ai.eonstraint to redeem,
but rather two different claims or duties, respeti, complementing each
other — for example a subject's claim to be paid goods or labour

delivered (the sovereign's duty), and the sovelgigaim to be paid levies
(the subjects’ duty). Levies did nudve tobe paid in tally stocks, but could
equally be paid in coin. Among merchants, the dallivere like a wooden
'bill of exchange' without specified maturity.

100 pitchell-Innes 1913 39433,
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3.4 Trade credit and bank credit. Dysfunctional idatity of money
and credit

With double-entry bookkeeping and the parlance@diting and debiting’
for adding to and subtracting from an accountténm credit has contracted
a double meaning. For one, it refers to ‘havelenton account. More
specifically, yet, it has the meaning of a loan ebhis lent by a creditor and
borrowed by a debtor. Where overdrafts are allovesdrent accounts can
be run as debitor accounts as well as creditorwattso But drawing down
an overdraft clearly means borrowing bank moneyenels receiving a
payment on current account from another customeetiaccount simply
means to receive a 'have'-entry, an amount ofadigitrrency, without being
burdened in this act by borrowing and incurringedtd Perhaps one could
refer to this distinction as credit in its genebaoking sensédcrediting-
entry), and credit in its specifiban senseOr put it this way: Loaning
implies crediting-entries, but crediting-entries dot necessarily imply
loaning. Moreover, bank credit is primary creditas explained in 2.2 —
which can relate not only to a bank loan or ovdtdiaut also to bank
purchases of secured and real assets.

Maybe the different meanings of the word credit peet of semantic

irritations between MMT and NCT. So one should &G depending on

context, in which sense one is using the term. hi® ¢nd, the following

distinctions might be useful. Payments can be madie settlement of

three or four types of transactions:

1. private transfers (family sharing of income, ingk gifts, donating,
sponsoring)

2. compulsory transfers prescribed by law or imgdasg authorities, such
as taxes, fees and fines

3. real-economic transactions, i.e. purchases aled sf goods and services

4. financial transactions, i.e. loaning or invegtimoney in financial
property titles (loan claims, bonds, equity, reslaee) which generate
capital income such as interest, dividend, rensiarilar; maybe also
appreciation of the principal.

Since we now have an economy based on digital meyren account, the
act of crediting and debiting accounts, i.e. tram#ig have-entries for
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carrying out payments, applies to all four categmrHowever, credit in the
sense of extending credit and incurring a debt dadifferent meaning
according to category:

As to 1, there is neither credit nor debt involved.

As to 2, no one creates a credit, it is all aboaviig to pay charges
imposed.

As to 3, the situation depends on whether payngeotiried out promptly
or deferred. Everyday purchases in a shop have tpaid instantly at the
point of sale. When buyers receive an invoice, réage payment period is
allowed. Long-standing business partners ofteneagmon a swing, i.e. a
ceiling on outstanding payments. This is the ageprhctice of running a
debt balance. Modern language also calls this gakomething ‘on credit'.
Any judge would agree indeed that the party to whbenmoney is owed is
a creditor, and the party who owes the money isdéletor. But more
specifically open invoices in real-economic transes are called a trade
credit, or transaction credit. This might also keled a commodity or
exchange credit. Whatever you call it, it is diffiet from financial credit, as
in 4.

In the seller's books a trade credit is registaasda crediting-entry in a
delivery account. This is a claim on money, nohaé money'-entry yet.
Likewise, the debtors do not have money from tlusking entry but have
received some commaodity or service for which théy ave to pay money
soon. Neither the creditor nor the debtor can ugstanding payments to
make payments to third parties.

A deferred payment is an open claim or liability neal-economic
transactions, be this a fiscal transfer (2) or pase/sale of goods and
services (3). This is not the same as financialitiend debt (4) as long as
such real-economic debts are not made transferfblexample as special
bills of exchange, not for being deposited with amlo in order to obtain
money but directly used in lieu of demand depdsitsich does not exist so
far), or as securitised IOUs which are sold toriicial investors and are thus
removed from the books in exchange for money oneatiraccount (which
is a banking practice, but is not used in real-eotio transactions either).
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Contemporary actors, private and public alike — ahdve all the revenue
office — have adopted the habit of claiming inter@s delayed payments.
This is nothing but imposing banking logic ontolre@onomic claims and
liabilities — as if the claimants, had they receive payment promptly,
would have on-loaned that money interest-beariiglysomeone else, or
deposited it longer than overnight in a bank, eested in stocks and bonds,
while in fact they have to make timely paymentsnikelves. An actual
justification for claiming interest on delayed pagmis is when claimants,
while waiting to be paid, have to take up inteteséring bridging loans
from banks. This is one of the gateways throughctvhbanking logic
imposes itself on the real economy.

In any case, in a deferred payment no loaning amtbtwing of money is
involved. Trade credit actually avoids using morfey a certain time.
Deferred payment is not about credit creatiors just about open invoices.
Mitchell-Innes, however, over-simplifies and wipmg any differences:

'A sale ... is not the exchange of a commoditystame intermediate
commodity called the 'medium of exchange', butetkehange of a
commodity for a credit. ... By buying we becometdeband by selling we
become creditors. ... Money, then, is credit arttiing but credit. A's
money is B's debt to him, and when B pays his d&btmoney disappears.
This is the whole theory of money. ... We are athtbuyers and sellers, so
that we are all at the same time both debtors satitors of each other, and

by the wonderfully efficient machinery of the bar&svhich we sell our

credits, and which thus become the clearing hoosesmmerce™

Well, real-economic purchases and sales do nottecnemney, but pass
money on in exchange for something indeed. The monwlved does not
disappear upon payment, as bank credit does updrapi but remains on
some current account and in circulation. Nor doseléour demand deposits
to banks. For convenience and disenchantable twstaccept to hold
demand deposits which are backed by central-bankeynqust to a small
fractional extent. We refrain from demanding topaéd out in cash, yes, but
this is not 'selling’ our have-entries on accoorthe banks. Banks make out
primary credit of their own. To do so, they do nwed our deposits
(banking liabilities). Instead they need liquid etss i.e. vault cash and

101 pitchell-Innes 1913 39431, 402 42, 391 30.
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excess reserves. Customers' savings and time teedosnot help fund bank
activities but represent inactivated demand deposit. (cf. 2.2).

As to 4, i.e. financial transactions, this is tlealm of financial credit, or
bank credit to put it more precisely, as distincni trade or transaction
credit. Here we come back to the distinction betwaemary credit, which
creates demand deposits, and secondary credithvdmdoans or invests
existing deposits. Mitchell-Innes confused tradeddrand bank credit, and
over-interprets trade credit as if delayed reakeocoic payment would
create money or, close to absurdity, payment onsfi@ would involve
credit and debt. Payment actually precludes a aelitsettles an open debt.

Primary bank credit or central-bank credit, by casi, through making out
loans or purchasing financial assets, actually tereieposits which are
directly used as digital means of payment or wdkdr as cash. At its
source, all money today is non-cash primary crediitin is not spent into
circulation anymore, just as little as banknotesravere. All contemporary
money is loaned into existence, and a residual atafucash (i.e. coin and
notes) is exchanged out of and back into the algmon-cash money
supply.

This, however, is no timeless truth. It applieshte contemporary condition
of fractional reserve banking. It did not apply faore than two thousand
years when sovereign currency creation and comaleccedit creation

were two different things apart from one anothedt #re currency entered
into circulation as debt-free money, up until arduimne 1700s. Under
today's practices, however, the entire money suigptyedited into current
accounts, as is also explained by MMT authors. Beneklit and central-
bank credit are entered into the books when acgusbome financial asset,
in particular when granting loans, hence the selmargar-identity of the

terms credit and loan — and the false and dysfanatibanking-doctrinaire
identity of money and credit.
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3.5 Monetary sovereignty and sovereign currency. Diaing the
monetary prerogative

MMT depicts present-day monetary systems in nattates as sovereign
monetary systems built upon a sovereign currenoythke light of the

foregoing, one has profound reason to questiondkpbsition. According

to Wray, a sovereign currency exists when

‘a nation adopts its own money of account, and e.gbvernment issues a
currency denominated in that unit of account', ..e tturrency 'usually

consisting of metal coins and paper notes. ... Theersign government

retains for itself a variety of powers that are gioen to private individuals or
institutions. Here we are only concerned with thpegers associated with
money. The sovereign government alone has the ptwdetermine which

money of account it will recognise for official azmts. ... Further, modern
sovereign governments alone are invested with tbeep to issue the

currency denominated in its money of accodfit’.

This definition sounds right, but on closer inspattit is not. The
understanding of sovereign currency and monetavgregnty expressed
here is only partial, and partly distorted. Threspexts in this definition
need to be clarified.

First, the notion of currency misses the inclussbbank money on account
(demand deposits), as explained in 2.1.

Second, MMT's usage of 'government’ remains eqaivabout who is
actually concerned — whether treasury and cabwmreparliament, or the
central bank. We will come back to this in 3.8 dntl

Third, the assumption that treasury, cabinet oligraent have control over
issuance of the currency cannot be maintained. lgogérnments actually
do not issue the currency, but have left this to the Bad@ashs not spent
into circulation by the government but bought aedtlinto circulation by
the banks. The central bank too no longer exeféectie control, if it ever
has to a decisive extent. Today it is the banks muactively decide on
how much money is issued. Government's role isetddbtor, not creditor,
as MMT has it (3.8). The central bank willingly ot® to the banks'
initiative by fractionally refinancing what banksepletermine (2.2-6).

192\\Wray 2012 42.
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From an NCT point of view, one agrees of coursé ghaovereign nation-

stateought to have monetary sovereignty, in addition and in @galto

comparable prerogatives of constitutional imporéasach as the exclusive

powers of legislation, executive government and iadimation,

jurisdiction, or the monopoly of force, and the ropaly of taxation. A

state’'s complete and unimpaired monetary preragaincludes three

components:

1. Determining a country's standard currency uwt,the monetary units of
account.

2. Issuing the currency, i.e. the entire money bypihe stock of lawful
means of payment, denominated in that standard unit

3. Taking into the benefit of the public purse #eggniorage which accrues
from creating additions to the stock of money; lie genuine seigniorage
resulting from spending new money into circulatiam, interest-borne
seigniorage resulting from loaning money into diation.

Wray's definition neglects 3 and includes just &l @y with 2 being partly
wrong on governments' issuance of coin and notescannot including
bank money (customer demand deposits as well asbartk demand
deposits). MMT does not recognise that the entianey supply today
depends on the banks' individual discretion. Ifiweeer, the entire money
supply originates from primary commercial bank drednd this is
summarised under 'sovereign currency’, then thistany sensible meaning
of the term upside down.

In this regard, MMT is in line with the state thgaf money according to
Knapp and Mitchell-Innes. In spite of their conioct that money is a
creature of the legal system, their understandihga cstate's monetary
prerogative, beyond defining the national currewegs largely incomplete.
They replaced state money with the acceptance i beoney, and missed
to include the question of seigniorage. So Knappt Mitchell-Innes' state
theory of money actually comes out as a theory ndechmoney (20 per
cent state cash and 80 per cent bank money) irata-lsacked banking
regime—an economic view fully in tune with the self-rightes impetus of
the national-liberal bourgeoisie in the™&entury.
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The only point in which Mitchell-innes and Knappeatly differed was
Mitchell-Innes' insisting on money tee credit and debt, whereas to Knapp
money was a quasi preconditionless means of payimerstate fiat for
making out loans or paying down debts. In this ee§pNCT sides with
Knapp. As ageneraltheory Mitchell-Innes' view cannot be upheld, tmith
specific regard to modern fractional reserve baglkia is right too. This is
actually what is behind the idea of 'an integraidrihe creditary and state
money approache®?

Furthermore, both Knapp and Mitchell-Innes did redtect on questions of
quantities of freely created fiat money. Quantitgdry of money, probably
the oldest and most proven economic theory, is pait of their
considerations. MMT too, similar to Lerner, tendsniglect questions on
the optimum amount of money, in spite of Keyne€quivocal position on
the quantity theory: 'This theory is fundament#d. dorrespondence with
facts is not open to questidfi*

As to 3 (seigniorage), the lion's share of seigagertoday is foregone to the
public purse. It is the banking sector that enjihsprivileges related to the
prerogative of extending primary credit and demodihe banks' privilege of
having their debt to customers declared officialney is actually an
amazing achievemeht® State coffers have to make do with a remaining
relatively small interest-borne seigniorage acauiftom making out
fractionally needed central-bank credit to bankd aranaging the nation's
foreign reserves.

Today's money supply is a mixed blessing of redictate money and
predominant bank money, far from being the sovereigrrency depicted
by MMT. Most people, experts and laypersons aliké] understand
'sovereign currency' as money created and contrblea state authority. In
reality, the entire creation of money is done dedained by credit creation
on the part of commercial banks — with the cenbahk not acting as
proactive issuer of first instance (this is left ttee banks), but having
become nothing more than a reactive lender of lessstrves — and also a
lender of last resort for banks when these runtsbibtiquidity or get in

193 \Wray (ed) 2004 259.
104 Keynes 1923 74.
195 Haring 2013 14.
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another type of trouble, acting in this exclusivak/the bank of the banks,
i.e. for the benefit of the banking industry, hgrdk the bank of the state
and for the benefit of the public purse. The latias formally even been
prohibited — prompting what is for once an alemeoeent by Wray, that this
'is a strange prohibition to put on a sovereignés®f the currency®®

Other than that, MMT's notion of currency is fullg line with the
predominant banking-theoretical confinement of tieisn to just coin and
notes in a mixed-money two-tier banking system. Mi¥iis avoids having
to face up to the question of whether or not bawkey is currency, and if
yes, how it can be that commercial banks exertisessbvereign prerogative
of issuing currency. Demand deposits are in fagtntiost important part of
today's money supply, thus currency. It is tellthgt most state agencies
demand to be paid in demand deposits, which is bamey, while refusing
to accept cash, which is state money (3.1).

Having said this, what then remains of monetaryeseignty today? Among
the three components of the monetary prerogativeetermining the
currency unit, issuance of the currency, benefifiogn the seigniorage —
only the first one is an unimpaired ‘creature @& $itate'. But banks will not
care too much about the currency unit as long esémtral bank promptly
fulfils the banks' fractional demand for cash asskrves.

Banking theory avoids reflecting on ‘currency’, this comes with the
meaning of sovereign money or state money. Vestegtasts would not
want to see bank money merged with and integratéa the currency
supply. Instead, banking has managed to incorposdi@ once was the
currency into its credit-created and debt-basedk bmoney system. The
term of choice then, surprisingly, is ‘cash’. Commgage often says 'cash’
when actually talking about demand deposits. This dven been enshrined
in the Generally Accepted Accounting Principles @A, which refer to
demand deposits as 'cash in bank’, equal to 'cashult’. GAAP however
do not consider banks' quasi-currency to be lawfahey (legal tender) in

strictly legal terms.

1% \Wray 2012 204.
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The GAAP term 'cash in bank’, or ‘cash on accoantyally reflects what
has become a reality today — and yet it comes ¢sescuring realitie¥)’

It confers upon banks' money surrogate the appearahbeing sovereign
currency. This amounts to elevating banks to thek raf sovereign

authority, conferring upon banks the sovereign qgative of creating the
money supply as well as benefiting from the seigage thereof, both in its
genuine and its interest-bearing form (even ifltger cannot be identified
in a bank's books as a separate money flow, buesepts financing costs
avoided). This authenticates bank money as theialffde facto currency,
i.e. a nation's general and regular means of palymen

MMT does not systematically reflect the fact thank liabilities from
typing credits into customer current accounts jcally never fall due to
100%, but on average just to 2.5-10% depending amtcy, and also
depending on the size of a bank. As a consequevit&] does not
recognise the truly princely money-creating prigéethis gives to the
banking industry, alien to any modern state andiespcbased upon
democratic control of constitutional prerogativesida based upon
achievement rather than privilege.

Things have evolved this way throughout the pastwg because of the
ever more widespread use of current accounts astiless payment
practices. The process was furthered by acadeamd politics' thoughtless
authentication of bank money as the predominanns@h payment. The
state's authentication, however, is a de factogplakhere are a number of
paragraphs and ordinances which build on the exdstef bank money as a
matter of fact, but there is no explicit law on whas the right to issue
currency on account or on mobile storage mediaislagn throughout the
past 100-150 years has missed extending the tregisanmonopoly on coin
and central banks' monopoly on banknotes to momegusrent account.
One important reason for this is orthodox economicbsolete
understanding of the role of banknotes, as welitagrroneous belief in
central banks' control of banks' credit and depogation through reserve
requirements and base rate policies.

107 cf. Schemmann 2011 pp.16.
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MMT does not mind whether fiat money is issued lyogernment body or
by banks. The reason is that in MMT's understandiagk money is not
non-sovereign, but is deemed a legitimate and aisgtpart of the existing
system which they think to be a government andrakbank controlled
'sovereign’' currency system. Banks are seen taiyegi fulfil a para-
governmental role; formally not part of the stateyt nevertheless
representing and serving government's monetaryeisite As Lerner has put
it: 'In effect the banks are acting as agents lfier government in issuing
credit or bank money® This rather unusual reinterpretation — in fact
misrepresentation — of the role of banks and gowemt debt will be
discussed further in 3.8.

3.6 What would a sovereign money system look like?

If today's fractional reserve system cannot be &alik sovereign, what then
would a sovereign money system look like? With rdda its constitution,
an advanced modern sovereign-currency system walljdbe based upon
the three components of the monetary prerogatiiaidsglown above. The
entire money supply would be created and issuedrbjndependent state
body!% In the US this might be an independent currencrdainder the
roof of the treasury. In Europe the most obviousdadates are the national
central banks or the ECB, respectively, in the ¢haethe euro survives its
present debacle. This would then be a fourth brasfcgovernment, the
monetary state power, complementing the legislagxecutive and judicial
powers. It would finally do what today's centrahks are supposed to but
are unable to, because under fractional reserv&irnzarthey have lost
control.

Central banks, as guardians of their nations' naspetovereignty, should
no longer be seen as the special commercial baskshéch they once
began, but as the monetary state authority theg hrreasingly become —
the monetary state power, institutionally separhtg democratically
involved and held responsible, comparable to tltkcjary in that it acts

1981 erner 1942 300.

1% The components of a sovereign currency systeedlisere, and additional
specifications, are shared by a growing number afietary reform approaches. Cf.
footnote 41, p31.
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according to the law and its specific legal mandétet on that basis

independent in pursuing its monetary policies. Tingtations it has to

observe will have to be specified under variousesp

- growth potential of the economy at full capacity

- stability of domestic levels of consumer pricadgrest rates, external
exchange value of the currency, balance of payments

- stability of asset prices and ratio of finan@akets to nominal and real
GDP

- fiscal rules regarding government budgets, maghen including a
government expenditure-to-GDP target.

The division of powers between central bank andigraent/cabinet would

maintain the separation of monetary and fiscal gyoliThe central bank
decides how much money will be appropriate in thertsand long term,

and how the money is put into or withdrawn froncalation. The central

bank should leave the bigger, long-term additianthe stock of money as
genuine seigniorage to the government. Parliameahicabinet in turn have
no right to demand money from the central bankoanterfere in monetary

policy. Seigniorage would clearly be much higharthoday, allowing the

funding of about 1-6% of total public expendituepdnding on growth and
the size of government expenditure. If, in addittonseigniorage, direct
central-bank credit to the government or directibgyof sovereign bonds
were allowed, the central bank is not obliged tadléhe money demanded.
It is free to grant loans if this is economicallysijified and does not violate
legal limits. The central bank as much as the tngasould be duty bound,

under threat of penalty, to make sure that what #re doing keeps within
the limits set by law. As long as the monetary poasm the one hand and
treasury, cabinet and parliament on the other adhé rules, this will not

infringe the separation of monetary and fiscal @oli

At the same time, the two-tier functional divisibatween central bank and
banks would include the separation of money craatiom banking. The
central bank's task is to create the national maugply, to keep control of
its quantity and to manage foreign reserves. Thekgaceteris paribus,
would do largely the same as they do newgeptcreating primary credit,
i.e. create by their own fiat and discretion theneysupply on which they
operate. The sovereign privilege of being able gensl money without
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having previously taken it in will be reserved ftwe central banks.
Commercial banks will be in a position comparallghat of anyone else.
They can spend, lend or invest to the degree thkg tp money from
customers and companies, the interbank marketiinded be, the central
bank. Banks would be what they are supposed to drab't today:
intermediaries between savers and borrowers, batwgestream and
downstream investors. It is part of their taskib@nceinvestment, but they
should not to be investors themselves, at leaston@iarge extent.

Bank money would not exist anymore, just sovere&gmency on account,
on mobile storage media and on hand. This too wimdlve debiting and
crediting in the mere booking sense of transferarigting money. Would it
still involve primary loaning and thus interest-beg debt money? That
depends. If additions to the money supply are fiemm the central bank to
banks, just as reserves are lent today, this wdaddinterest-bearing
sovereign debt money. To a degree this may peasisin instrument of
short-term monetary policy. If, by contrast, lomgr additions to the
money supply (in accordance with well-defined mangetand fiscal
policies) were transferred to the public purse mdeo to be spent into
circulation through government expenditure, thisuldonot be a loan but
simply debt-free sovereign currency.

Debtlessness of sovereign money can be mirroregnitral banks' balance
sheet in that banknotes and digital money are faréuaccounted for in a
way analogous to how treasury coin is accountedoidaly. There are some
variants of how this can be done, as much as #rergariants of accounting
for new money in a conventional way.

Conventional bookkeeping may insist on treatingtdied®e sovereign money
formally like a ‘credit’, even though free of irdst and without specified
maturity. It would thus be entered as, say, perawitto the treasury and as
a liability of the central bank. Scarcely anyoneulWdoworry much. For
practical and statistical reasons those 'liabditievould be subdivided,
similar to the case today, into 'coin in circulatio'notes in circulation’,
'digital currency in circulation'. It might nonethss be more appropriate to
enter debt-free permacredit in a central-bank lu&ameet not as a liability
but as part of a nation's monetagguity, say as a national monetary
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endowmentwhich the money-issuing authority can write outthe state
coffers.

In a certain sense, though, even debt-free moneyizedded in a context of
economic obligations. This does not involve a bagkdebt but a social duty
as expressed in modern principles or values sucWaak, performance,

achievement and merit. Without human effort, labeechnical efficacy and

the regenerative forces of nature there is no evan@roduct to sell and

buy, and no purposes in which to invest and buildapital. Money would

have no function and be worthless. Debt-free sogemmoney may not be a
promise to repay, but it is a promise to be pragaciand a promise to keep
control of the money supply so that there is neitbe much nor too little

money around in correspondence with actual levigsamuctivity.

3.7 Excursus: Does the euro qualify as a sovereigarrency?

According to Wray, the notion of sovereign curreapplies to nation-states
only, in line with the principle of 'one nation, ®@currency*!° Basically this
can be agreed, even if the notion of nation-stateot be taken too literally.
The rule also applies to empires under the roofowné unitary state,
normally dominated by one of a number of nationspeople, e.g. the
Habsburg, Ottoman and Russian Empires or moderrsi&w@sd China.
Nonetheless, the world system is basically is @&esyf nation-states and,
contrary to what is assumed in overdone globatisatiypotheses, will
remain so for another long time.

There have been exceptions to the rule of 'one@matine currency' from
time to time, not just temporary currency pegs, toamsnational currency
unions such as the Latin Monetary Union from 18&5¢common coin
standard among Belgium, France, Switzerland anly, Itaot including
banknotes. Sooner or later, such arrangements endedhappy divorce.
The question is whether the euro might be an ekaepb those unhappy
experiences. The EU, and the euro area in partjcatta out of line here in
that they represent a still unsettled sort of cdefate structure of nation-

1OWwray 2012 40.
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states in which certain sovereign rights are péytiar fully ceded to EU
institutions.

Wray compares the monetary status of euro courttrigse status of federal
states in the U$' To a degree this may be appropriate, but withreega
other elements it is not. The EU's ideology of fpera la carte, i.e. opting in
or out of a particular European Community, resufisan incoherent
patchwork structure. On the other hand, and witiare to the European
Monetary Union, the ECB and affiliated national wah banks (NCBs)
follow a pattern of concordance democracy represimet of member states.
These still do have NCBs, and if the ECB councikag, they can carry out
nation-specific monetary policies. NCBs can of seumot devalue or
revalue the euro in their country, but they canvigte different amounts of
reserves on varying terms. This has in fact becapearent with the
measures taken in the course of the euro-areaesgmedebt crisis starting
in 2010. Seen like this, and according to Wrayfsmden, the euro could be
seen as a sovereign currency, even if it is theeogy of a community of
sovereign nation-states who have a shared respiagsib

This is confronted by the fact that there are npramational moral and
emotional bonds to something like a 'European natlBuropeans have an
understanding of belonging to a common culturalesph but national

patterns and predominant nation-state orientatpmmnsist. As is often said,
Europe speaks in too many national languages, ltetfally and in the

figurative sense. The EU, if not supposed to be erenifree trading

arrangement, remains an intergovernmental supetsied managed by
‘technocrats’, hardly legitimised by a Europearligraent which remains
nationally 'unplugged'. What has kept the Unioretbgr so far, beyond the
common market, is a hope to retain some weighhergtobal stage which
no single state could muster.

In addition, the euro system has its flaws, e.gy disproportionate voting
rights which are to the benefit of small and vemya$i countries. This is a
general pattern in the EU which invites separatisnd parochialism.
Furthermore, from the beginning the euro rules weadly violated by
almost all of its member states, with Germany arah€e having taken the

“\wray 2012 182.
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lead. They did not care about violating the le§y#aastricht criteria’ (60%
sovereign debt-to-GDP ratio, 3% fiscal deficit) hand more importantly,
about the no-bail-out clause of Art. 125 TFEU.

The underlying problem is long-term over-indebtexinef almostll euro
member states, topped by an additional public orafe credit and debt
binge on the part of peripheral euro economieserbasis of unrealistically
low interest rates. From 2001 through to 2009/10dbmarkets believed in
the euro convergence myth, actually a politicak thlased on wishful
thinking, told by the ECB and willingly shared &ettime by the credit
rating agencies — a classic case of market fadarep of state failure.

On the other hand, the euro debacle does not reedggmove widespread

theses of so-called 'optimum currency areas'. Athe larger nation-states
in today's world system display gross regional digggs of development,

productivity, competitiveness and income that dréeast as important as
those in the EU. Disparities are not a fundamerualency problem unless
one considers deliberate currency devaluation asapropriate policy

option in order to compensate for structural deficies and avoid reforms
dealing with such deficiencies.

What really has proved to be a big problem for ¢ieo as a 'sovereign’
currency is the fact that EU member states laclkegular lender of last
resort. Art. 123 (1) TFEU prohibits the ECB and tetire ESCB from
directly contributing to financing governmeft. Not even temporary
advances are allowéd® Banks, by contrast, are bathed in central-bank
reserves. If there is a need, they get emergeogydity assistance from
their NCBs. In addition, NCBs do not have to sefisgyment deficits with

M2 Art. 123 TFEU: "1.0verdraft facilities or any othgmpe of credit facility with the
European Central Bank or with the central bankhefMember States (hereinafter referred
to as "national central banks") in favour of Uniostitutions, bodies, offices or agencies,
central governments, regional, local or other publithorities, other bodies governed by
public law, or public undertakings of Member Stas#mll be prohibited, as shall the
purchase directly from them by the European CeBaalk or national central banks of debt
instruments.'

113 A minority faction of the ECB's council considarsntral-bank outright purchases of
government bonds to misuse Art. 123 (2) TFEU andrtdermine Art. 123 (1) TFEU on
grounds that this would amount to directly fund gmment expenditure, forbidden by Art.
123 (1) TFEU. But buying bonds from banks or elgetlte secondary market, which is
common practice in the U.S., is not forbidden by. A23 (2) TFEU. It was nonetheless
strongly resisted by purist orthodox forces urt# sheer pull of the crisis forced the ECB
to do what needed to be done.

72



Modern Money and Sovereign Currency

the ECB. One is appalled by the recognition of hexperts' have designed
such murky structures.

Art 123 (1) TFEU is an Enabling Law which entitkke banking industry to
neofeudal privileges: it cedes components 2 aniti3eosovereign monetary
prerogative (creation of the money supply and sergge) to the banks,
thus putting otherwise sovereign governments inoaitipn of financial
dependency on banks and bond markets, includingridmcy on the
systemically relevant banks' wellbeing and survivaén in distress. This is
clearly an important component of monetary non-seigaty which MMT
refuses to acknowledge. | nevertheless agree witéty\8/ proposal: let the
ECB directly buy government bon#$. One should add, though: let this
only happen within the frame of well-defined momgtaand fiscal
constraints. Undoing Art. 123 (1) TFEU under suohditions would be an
important step for the euro to become a soveraigrency.

If, however, the euro were bound to break up, thera great danger of
relapse into outright nationalism, including narrownded protectionism,
so that even the concept of a common market basesbmmon rules and
standards might be at stake.

3.8 Is government creditor or debtor?

In MMT relations between government, central bdvdgks, and companies
and citizens are interpreted in a way which assuthat government, in
cooperation with the central bank, issues its owmency, and that banks
are just 'true intermediaries' between the two @l & between government
and taxpayer$™® In MMT's interpretation, government is not debtmrt
creditor.

Even if it now may be redundant, | want to makeckegain the NCT view
in this respect: banks are no intermediaries bettlae pivotal actors who
decide on primary credit creation and thus the ma@upply. Central banks
react to the banks' proactive monetary initiatine avillingly refinance the

banks. In western countries, central banks do inante government. The

14 \Wray 2012 183.
"S5 \Wray 2012 280.
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reality today is a fractional reserve banking regipacked by central banks
and government — in fact, a situation of state-bdclbanking rule.
Government is in no way a primary creditor. Goveenimbelongs in the
category of nonbanks. To the banks it is debtod @e debt mountains
which almost all advanced industrial governmentgehaccumulated are
truly 'majestic’. Governments at high levels of exgiture tend to be
chronically short of tax revenue and thus depentanks to fill the deficit
with additional debt. If levels of financial inves¢ént and debt become too
high and can no longer be served out of currenwdl@f income, or if
sovereign debtors default for other reasons, b&akd nonbank financial
intermediaries) threaten to fail and then depenthercentral banks and the
dependent governments to bail them out.

MMT's divergent interpretation of the situationteesn two storylines with
no clear interconnection. The one has banks asmetharies between
government and central bank. The other has banksntasmediaries
between government and taxpayers, and again datasMitchell-Innes:

The government, the greatest buyer of commodares services in the land,
issues in payment of its purchases vast quantitiesmall tokens which are
called coins or notes, and which are redeemablidynechanism of taxation,
and these credits on the government we can usé&enpayment of small
purchases in preference to giving credits on ouesebf transferring those on
our bankers:*®

This does not correspond to reality, especially inca basically non-cash
monetary system. Treasury coins (with a residualetery importance next
to nothing) are sold to the central banks, buttf@ rest cash as well as
reserves and deposits daaned not spent into circulation. This is not
different even if one follows the over-simplificati of subsuming
government and central bank into one categoryedalyjovernment’ or
‘public sector’, as distinct from the 'private s€ctGovernment and central
bank finances cannot sensibly be consolidatedanwbalance sheet. If the
central bank credits banks, it is not the goverrnteat credits. If banks
credit the government, the reserves involved ddfloat back to the central
bank but from the banks' account at the centrak lmmto the government

116 Mitchell-Innes 1914 15852.
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account there, whence it flows back to the banksthe private sector
respectively.

In Mitchell-Innes' quote there is no primary or gedary government

‘credit’ involved, nor a taxpayer ‘credit’ to thevgrnment — simply

payments of available money out and in. Nor doesegunent spend coin
into circulation by purchasing something. Governtreatils the unimportant
amount of coin it still mints to the central banlepending on the demand
for coin as it results from everyday payment habiitke demand for

banknotes results from the same habits. The mopapolbanknotes rests
with the central bank, and notes are not spent d@irimulation either, but

rather are loaned to the banks or sold to themxohange for reserves
loaned to them. The domineering monopoly of cradd deposit creation is
with the banks, and what they create determinedréntional demand for

reserves. Mosler, however, writes:

'business and households in the private sectdimatted in how much they
may borrow by the market's willingness to extenddidr ... They must
borrow to fund expenditures. The federal governmentthe other hand, is
able to spend a virtually unlimited amount firsgdang reserves to the
banking system, and then borrow, if it wishes todiet reserve draift!

Well, the US government could spend its own bargsiotlso its own
currency on account, if Congress decided to updisteconstitutional
prerogative of 'coinage' and take back the monegpaeyogative from the
banking sector. As long as this is not the casegtivernment cannot freely
spend any amount of money. The central bank dogseitber. It does not
spend money other than for its own office, but Eenekserves to the banks
according to banks' demand. As an action of quaivé easing in times of
crisis, the central bank may lavishly offer resere the banks nearly for
free, but it is up to the banks how far they mage of this and what they do
with the reserves.

Besides, in economically stronger nation-states particular the US, with
the dollar as the dominant global reserve currentlye government can of
course rely on being promptly served by the bankenwit decides to
borrow. But this is another aspect and not — adtleat expressly — part of
the MMT storyline. It is implicit in MMT's assumjoin that the US would

117 Mosler 1995 8-9.
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be able to incur debts and foreign-account deflfotever' (4.2—-3). But any
government must be careful not to stretch thingsnmich. Sooner or later
banks and bond markets will start to think twicepexially if an ever
growing part of creditors is non-domestic.

As opposed to Mosler's thesis, a government irptesent banking system
cannot spend money without having taken in the mdrefore, just like
companies and households. What the governmentsisisu@othing but
sovereign bills and bonds, underwritten in thet finstance by an exclusive
group of large banks who have the privilege ofipgrating in this business.
Taxes are not normally used to redeem such sovedgft to the banks.
Tax receipts are immediately spent back into cattoh*® The same is true
of reserves the banks may have had to transféettréasury. The banks get
the reserves back immediately, since governmenteidiaitely spends what
it receives. Bonds falling due are not normallye®ahed either, but are
revolved, i.e. payments on interest and principalraade by taking up new
debt to the same or a greater extent.

MMT sometimes blurs the distinct meaning of ‘urfitocount’ and ‘'means
of payment'. In some passages one can get the ssipnethat government
IOUs are identified with the currency which is dexhby the banks as a
consequence of selling government I0Us to tf&hrowever, government
IOUs do not circulate as money. There is nothinguible about: the state
goes into debt with the banks. Far from being thgimator or creditor of
the money, government is the debtor — actuallybibgest debtor of all. The
taxpayer’s role in this game is to pay for statstiintions and public
infrastructure, for government transfers and fdernest to banks — and to
nonbanks, to the degree that banks on-sell governbwnds to investment
funds and individuals.

In another source, the MMT thesis of governmenglfrspending whatever
it decides is summarised in this way:

‘A modern monetary system can best be thought afsgstem of debits and
credits where government deficit spendicigdits the private sector and

118 Also see Walsh/Zarlenga 2012 4.
19Wray 2012 xv, 39-40, 259.
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payment of taxeslebitsthe private sector. One might think of deficits as

'printing money' and taxes as 'unprinting monéy".
The first sentence is true, but of no relevances herthat it just regards
payments back and forth. The second sentence I/ nigthat deficit
spending to a degree implies 'printing money' thlothe banking sector.
But the statement is wrong on the 'unprinting’, ameng in that it
withholds the pivotal role of the banks in the mss® MMT describes
banks' role in this as if it were unremarkableiv&e banksntermediate
between taxpayers and government, making paymentsuirency and
reserves on behalf of the taxpayéf§This is either trivial or misleading. It
is trivial in that banks and central banks techihycenanage all payments
among all groups of actors. No doubt they do a gaoutivery useful job in
that respect. The important monetary and finangisstion, however, is
who primarily issues the money by spending or loguit into circulation. In
this respect, MMT's analysis is misleading. Fanfroeeing 'intermediary’, it
is the banks who are the determining originatorhefmoney supply.

For sure, banks also react. They react to the dénfian money from
financial markets, from other banks, from governmdrom businesses
small and large, from private customers. But idlways up to the banks'
individual discretion to what extent they want teeh demand from these
actors. It is the banks, and the bond markets lgywwho hold the reins.

What about the banks' role as intermediaries betwgavernment and
central bank? It might look as if there were a na@t$m by which central
banks fully monetise government debt, somethingdfian has previously
mused ort?? Central banks are interdicted to directly takengw bonds

from the government. In the emergency since 20B8ugh, they have
heavily absorbed government bonds from the secgndaarket in a

continual attempt to prevent a meltdown of bond ket As regards the
initial placement of government bonds, however,teénbanks are not
allowed to buy these; nevertheless the central lcankributes to financing
government debt in that, firstly, the governmeritsseew bonds to banks

120 pragmatic Capitalism. Blog by Cullen Roche, héehederstanding the Modern
Monetary System, http://pragcap.com/resources/staleding-modern-...etc.
12\wray 2012 111, 276.

122 Friedman 1969b.
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and the banks, secondly, can sell or lend themootihe central bank in
exchange for the reserves and cash the banks haVéoghe government.

The snag with this story is that it only appliestiadly. The banks do not
need to have refunded the reserves they had tbuseaking bond-related
payments to the government, because they get #erves immediately
back upon government expenditure anyway. To theregeghat banks
extend the overall money supply, they of coursalrieebe refinanced, but
only fractionally, at about 2.5-10%, not to thel fainount of credit and
deposits they made out. The reserves needed fangalit payments to a
government central-bank account are more or legsopshe existing stock
of reserves built up over time. Placement of gowvemnt debt has after all
developed into a continual large-volume activity.

If the MMT story were right, central banks wouldidhanost of government
debentures. They do not. Central banks hold goventrbonds only to a
minor extent. In the US as much as in Europe, tlggdst part of
government debt is not passed on to the centr&l bain

a) sold on to other creditors who pay by on-lendiltgady existing deposits
(secondary credit), and

b) kept in the banks' proprietary portfolio.

In the euro area, on average about 55% of governmet is held by

domestic and foreign banks, 33% by funds and imagr@aompanies and the
remaining 12% by househol&s. The ECB/NCB'’s holdings of public debt
(in pre-crisis times) have been about 0-4%, sirex@ral banks come to
hold government debt only when extending the fomati money base of
notes and reserves or fine-tuning repo operati@m] even in those
operations, there are not just government bondslved, but other kinds of
securities too. In the US, the Fed system's shiagewernment bonds is at
about 10-15%, and thus not too important eitherm&stic and foreign

banks hold significantly less sovereign debt thakurope, while the share
of public funds such as Medicare or the Social 8gcdrust Fund and

private investment funds within the country andoalor is correspondingly
higher'®*

123 ECB, Monthly Bulleting Table 6.2.1.
124 Arslanalp/Tsuda 2012, 12, 52-53. - U.S. Treaswgdbtment, Monthly Treasury
Bulletin, June 2012.
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MMT however, as discussed in 2.5, believes in treas and central banks
jointly exerting control over the banks' money dyppa base-rate policies.
To Wray, it appears that

'the treasury cooperates with the central bankyigimy new bond issues to
drain excess reserves, or with the central banknguyeasuries when banks
are short of reserves. ... for this reason, borédssare not a borrowing
operation (in the usual sense of the term) useithédgovereign government,

instead they are a tool that helps the central bankit interest rate

targets*®

New bond issues, however, do not drain excessvesas these flow from
the banks’ operational balances to the treasurpuatc and from there
immediately back to the banks' operational balanBeserves are drained
when the central bank re-sells or gives back baomdise banks which it had
absorbed before. In view of governments' credit@akdown, the above
mechanism represents quite a far-fetched intefpwataGovernment does
not issue the currency on bank account, nor dorgovent or central banks
proactively issue coin, notes and reserves. Govenhrborrows. In the
present system of fractional reserve banking, gowent belongs in the
group of nonbanks, and the central bank is justighder of least reserves
and last resort for the banks, rather than beieditet and sovereign issuer
of the money supply to the government. It couldtbat way. But the
predominance of banking doctrine and official podit thought will want it
to be different.

Against this background, a conceptual pair intredudy MMT, i.e.
‘horizontal' and 'vertical' money, is ill-conceiviedm the outset. According
to Mosler, government spending results in the ayeadf 'vertical' money
for it would increase banks' reserves without aesgonding liability in the
banking system. In contrast to this, when bankserektcredit this is
considered to be 'horizontal' for it occurs comglietwithin the banking
system and creates a corresponding liability (l#eposits)?° The 'vertical'
part, though, as just explained, does not corresgonoperational facts.
Treasuries have to take in central-bank depostse(ves) or bank demand
deposits before they are able to spend them. Furtive, and to the benefit

125 \Wray 2012 112.
126 Cf. a summary of vertical and horizontal moneyMuysler, published in an article by
Roche 2010.
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of the private monopoly of bank money, central lsinkadvanced countries
are not allowed today, to directly credit treasacgounts; and what they re-
finance by purchasing sovereign bonds is muchtless what government
needs to get.

‘Vertical vs horizontal' money is an unrealistiostuction. It ‘consolidates'
two institutions — treasury and central bank — iote category while in
actual fact the two are different and fulfill difeat functions separately
from each other (4.1-2). This obscures and repnt¢s the fact that
government has to borrow from the banks, becomiumsy more dependent
on these the more indebted government gets; and diwiral banks
primarily serve private banking interests rathemanththose of the
government.
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4.  Sector balances
4.1 Public, private and foreign sector — accuratercsimplistic?

MMT refers to a sector model of the economy to Whicattaches great
importance. Sector balances date back to Keyneglagd role in neo- and
post-Keynesianism. The MMT model just includes twwad national
sectors, the private and the public sector. Th@tasionally extended into
a three-sector model which includes a foreign seagdrest of world'.

The approach assumes an aggregation of individt@uats into overall
national accounts. Since the approach is based onobletentry
bookkeeping, all financial assets are another'anfiral liabilities. All
accounts together — private, public, foreign —ewsath other out to zero. In a
two-sector model only one of the two can run asueplus, while the other
runs a corresponding deficit. One sector's dedigitals another's surplus. In
particular, net public debt is equal to net priviitancial wealth?’

Keynes wanted to develop sector balances as partrmbnetary theory of
production®?® Models developed later by Stiitzel, Godley or Bamadude a
separate financial sector. In Barro, for examplerghare four sectors:
commodity markets, labour markets, rental marketsd &inancial
marketst?® MMT claims to start from Godley, but in MMT's mdde
‘integration’ of finance is done by making banksl asther financial
institutions disappear into the private sectorth@scentral bank merges into
the government or public sector, respectively:

'‘We [MMT] prefer to consolidate treasury and ceinbank operations. ...
There are two reasons for thisimplicity and generality. ... We argue that
the appropriate general case is the consolidatedstiry/Central Bank, but
the reader should not confuse this attempt at ihgfia general case with a
description of actual operations for any particidauntry. Unfortunately,
this is precisely what our critics do, repeatetfy..’

The critics seem to be right. It remains uncleaatthe advantage of such a
‘consolidation’ might be. It is clear, however,ttliaobscures a number of

127\Wray 2012 xv, 1-38.

128 Cited in Schmidt 2011 112. Keynes is said to hattered this in a contribution to an
anniversary volume in honour of Arthur Spiethofflia33.

129 Stijtzel 1958, Godley/Lavoie 2007, Barro 2008 158-1

130 Fullwiler/Kelton/Wray 2012 3, 5.
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relevant monetary and banking realities as expthine2.5 and 3.4-8. It
helps to maintain a theory of alleged sovereigmenay which in reality is a
banking doctrine legitimising bank credit-money. NIMssumes that with
regard to the overall result, it does not make ffertince whether, in
institutional detail, something is done by the $tgg or the central bank (or,
in the private sector, by banks or companies orsébalds). However,
actions of the central bank, the banking sectovegument/parliament and
other nonbank actor groups have different effectspablic and private
finances, the economy and income distribution.

Furthermore, to ‘consolidate’ central bank and gowent into one account
‘consolidates’ monetary and fiscal policy. The sapelies to MMT's
interpretation of government bond sales as beimgqfahe central bank's
interbank-rate policy rather than being a normaladdorrowing. Treating
monetary policy and fiscal policy as two separasponsibilities is not
among MMT's concerns. To others, however, the wdiffee matters. The
interdependencies between monetary and fiscalypodonot be analysed if
one does not keep them apart. MMT retorts to make iastitutional
differentiation if need be. But why then obscuregartant structures in a
model which doegsot correspond to operational facts?

MMT argues that starting from operational realitpuld be unnecessarily
complex and that 'the added complexity is countedyctive ... because it
leads to poor understanding among economists, paatelling, and bad
policy choices™®! The latter claims, though, remain unsubstantiatédT
tends to think of its two-sector model as 'elegdigll. Beauty is in the eye
of the beholder. The model actually gives a muah ¢oarse, deceptive
resolution of realities. The two- or three-sectard®l looks like just another
piece of economic-model Platonism.

If it is true that in post-Keynesianism and MMT, ney is key to
understanding the economy — a position clearly bgldNCT — one would
expect a sector model to make this explicit rathan making it disappear
in an inadequate aggregation. Analyses of basibwaats of circulation
have hitherto failed to disaggregate the equatioairoulation into a real-
economic hemisphere and a hemisphere of self-rdfatedealings in a

131 E5ullwiler/Kelton/Wray 2012 8.
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semi-detached financial economy. To put it in therds of Werner, there
are transactions that contribute or do not conteita GDP — in short, GDP
transactions and non-GDP transactibfisThis is why monetary reformers
have proposedisaggregating the Fisher/Newcomb equationM = T x
P) into a real-economic and a financial hemisphEteHere again, one
cannot analyse the interplay between the two if'ooesolidates' them into
one account.

An exemption among MMT scholars is Hudson. His apph is to
subdivide the private, public and foreign sectots ia real-economic and a
financial subsector. The financial subsector hésdhke FIRE sector (FIRE
= Finance, Insurance, Real Estdf¥)This allows for necessary distinctions
such as those between earned income and capitahe)creal-economic
and financial investment; trade credit, secondary primary credit; self-
limiting organic growth of the economy, and unliedtexponential growth
of bank credit creation and compound interest, meodly resulting in
financial over-investment, over-indebtedness anolemt destruction of
assets and savings. MMT has not adopted the FIR@ehsp far; maybe
because it spoils 'simplicity’ and 'generality’.plarticular, it would put an
end to 'consolidating’ central bank and governnrenhe account.

From an NCT perspective, the need for sector bakmgdth regard to the
monetary questions dealt with here is not obvidNGT does not dismiss
sector balances. These can be a useful tool ofa@e@nomic analysis — of
economic diagnostics, so to speak — especiallydentifying persistent

sector imbalances: provided that the structureestas accounts is useful
and there are criteria for assessing when imbataheeome dysfunctional.
In this respect the approach of disaggregating nitomey flows in the

economy, and of subdividing each sector into a FHeEtor and a real-
economic sector, could in fact help to clarify eértaspects of the role of
financial markets for commodity/labour markets aimderdependencies
involved. But is this part of monetary theory seasictu?

132\Werner op.cit., Ryan-Collins/Greenham/Werner/Jank&012 22—25, 103, 139,
Jackson/Dyson 2013 pp116.

133 \Werner 2005 pp185, Huber 1998 pp224.

3% Hudson 2006.
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It appears that the actor arena in the two-tiekimgnmodel still is a better
starting point for analysing the money system: @@nbank — banks —
nonbanks; the latter composed (not ‘consolidatégdjovernment, nonbank
financial institutions, businesses/companies, hooisis. This institutional
setting can be combined with distinctions such @sary and secondary
credit and types of transactions (transfers, reahemic transaction
payments, financial upstream and downstream invegtnand others more)
and is then also suited as a starting point folyairey financial markets.

4.2 Government debt, sound finances and 'dysfunctmal finance'
MMT is not too explicion why it deems sector balances to be of particular
importance to its theory. Easily discernible, thoug MMT's stance that
government debt should not be seen as a problerasbatbenign option of
‘functional finance’, i.e. Lerner-style intensiticaa of government deficit
spending, accompanied by an explicit contempt éamsd public finances.
Government — i.e. government and central bank,bamds as intermediary
deputy government — are called on to freely credtat government wants
to spend. Government is thought not to have todsadbout the soundness
of public finances in the same way that companmesiadividuals have to.
According to Mosler:

Today's fiat currency system has no such resinsti The concept of a

financial limit to the level of untaxed federal spég (money

creation/deficit spending) is erroneous.' Thigdisay that the full range of

fiscal policy options should be considered and watsld based on their

economic impacts rather than imaginary financistregnts**

Or, as Wray puts it: 'For a sovereign nation, tafédility’ is not an issue; it
spends by crediting bank accounts with its own IO&Emething it can
never run out of->

That modern fiat money can freely be created ouhiof air is self-evident
and does not need to be accompanied by fanfaientiw also understood
by most people that fiat money is an achievemenhpaoed to the
limitations of metallism. In MMT's message, thoughis sounds like an
unheard-of promise, while in reality it also remets a big problem: the

135 Mosler 1995 14.
1% \Wray 2012 194.
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quantity problem of making sure that neither goweent nor banks throw
around too much money, or too little at times.

As discussed in 2.7, banks tend to get over-expwsedrticular to rallying
financial markets, real estate bonanzas and, nmogbriantly, sovereign
debt. Banks get over-exposed to sovereign debt usecanormally
government is the best debtor, since it disposeth@flargest cash flow,
which allows for a steady flow of interest paymenfg some point,
however, government and banks, i.e. debtor anditorecross critical
thresholds. This is not an orthodox prejudice batl ractice and
experience.

Inflation and currency depreciation will set in; arnew round of asset
inflation will lure investors big and small into ghnext financial crisis
triggered by final over-investment and over-inddbess; both develop-
ments will create political unrest; elite coopesatwill become brittle, etc.
Banks and other creditors will then have long begmrshy away from
carrying on; as a result, the system breaks doventars a stagnant stage of
delayed insolvency characterised by defaults ansetasvrite-downs,
stagnant or suboptimal growth, heightened unempémgnand shrinking
purchasing power throughout most social classemation can escape that
sort of fate if it gets too deeply entangled in aursd finances. Not even
direct central-bank funding of government budgeiff then bail out a
nation. Money is no remedy in itself if the monexpgly has strayed too far
from its anchor of real-economic productivity aranpetitiveness.

What MMT acknowledges is a possibility of consunpeice inflation

resulting from too much credit creation for goveemnh spending at a
time*” But this is not discussed in detail, reflecting M®! Lerner legacy
of 'functional finance' which entails a lax attiudowards high-level
government deficit spending and debt. As long dkation keeps within
one-digit levels it is not acknowledged as a proble

The idea of maintaining high levels of budget de&figovernment debt and
foreign-account deficit is wishful thinking. An ondgawn bow will bounce
back or break. Formally, netting out of public-eealebt and private-sector
assets is an obvious truth, 'simple’ and 'genardéed, without specific

137E 9. Wray 2012 112.
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meaning. It obscures two things. Firstly, if pukdiector finances come
under pressure, e.g. through declining creditangatthe value of private-
sector assets falls correspondingly rather thawmelbog' what they are
erroneously supposed to. Secondly, it makes ardiftewho is creditor of
government debt andow the holdings of sovereign 10Us are distributed
and, who thus benefits from the public debt and whesn't — especially
how much falls on monetary and financial institnsoand how much on,
say, the 'rest of nation'.

Since banks and other financial institutions holte tmajor part of

government debt, government interest payments gan&s and other MFIs
and do not add to central banks’ interest-borngnsaiage, which flows

back to the treasury. This happens only to a miextent, and to a

somewhat greater extent with regard to public welflusts and pension
funds in various countries. For the remaining armgést part, tax receipts
have to be spent on interest payments that feedwairgg share of capital

income of banks and funds, at the expense of theestf earned income.
Moreover, the small part of government debt heldhbyseholds is also
distributed quite unequally. A growing share okmist payments, combined
with political resistance to still higher taxatiothen results in ever more
public budgets becoming chronically underfinandathen rating agencies
start to think twice, and banks reassess the gituand become less willing
to fund government deficits and debt rollovers @hhitends to come

suddenly after a period of overstretch), it becomgsarent that any highly
indebted government has a problem.

Contrary to what MMT maintains, problems of goveemn debt are
basically no different from those of company anddehold debt. And what
applies to government indebtedness also appliesoverall national
indebtedness. One problematic correlation is betvwggernment debt and
income distribution. Governments run deficits andur debt for funding
welfare or military spending. But over time neitlveglfare nor the military
are the real beneficiaries, but creditor banksd$uand wealthy private
persons. This would even apply if the possessiagogernment debentures
were more fairly distributed. The reason is that expenditure or revenue —
earned income, taxes, as well as payments on pahand interest — have
to be paid out of current proceeds (as indicatedsby), or else through
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taking up still more debt. The higher the debt-tORsratio gets, the bigger
the share of income that has to be paid on prih@pd interest, to the
detriment of earned income and government transfers

Furthermore, high government debt is an importamitrdoutive factor to
inflation and slowed-down real growth. ReinhardgBfd found a strong
correlation between government debt and inflatioremerging countries,
but could not document such a link in advanced t@®s1*® If they had
investigated in asset price inflation and asseblas) they inevitably would
have detected the strong correlation that existewd®n asset inflation and
government debt, also private debt and gross radtadebt in general. They
actually objectivised that link in their earlierudy on eight centuries of
financial folly®* It is wondrous how orthodox economists manage to
overlook the close connection between constantsessing debt and credit
levels, and unavoidable debtor and banking crites.

As to the link between government debt and groviRBjnhardt/Rogoff
found a weak correlation for a debt-to-GDP ratitobe90 per cent, but a
strong correlation above this threshold, where ayergrowth rates drop
from 3 per cent to -0,1 per cent. In emerging eaans that threshold was
found to be much lower and with broader variati¢én a time when almost
all industrial countries have now passed a 90% -tte&DP ratio, this
figure is of political relevance. No wonder theuig was disputed, most
easily by questioning the data ba&eThe critics, however, did not dispute
the existence of such a correlation. They actuadigfirmed it. They just
found the effect to be less severe according to thea, causing average
growth to decline from 3 to 2,2 per cent.

Critical thresholds are difficult to identify, yaindoubtedly they exist,
similar to the limits of carrying capacity of ecetgms or the threshold to
sickness in an organism. Beyond that sort of tigpdoint, chronic high
indebtedness of one or more sectors undermineset¢baomy in many
respects. Flows of earnings can no longer meeattgrements of stocks of

138 Reinhardt/Rogoff 2010 pp.12.

139 Reinhardt/Rogoff 2009.

140 Schularick/Taylor 2009; Kindleberger 1993, 200@jrardt/Rogoff 2009.
141 Reinhardt/Rogoff 2010 pp.7.; 2009 pp.21.

192 Herndon/Ash/Pollin 2013.
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financial assets. Money is transactive, not praslacby itself. A nation

cannot live on income from financial capital — omyfew privileged rich

can. If there are disproportionally many rich peoph one nation, this
indicates the appropriation of wealth of the 'resthe nation' as well as
wealth of the foreign 'rest of world'.

There are reasons why deficit spending lost itsiestdround the 1980s:
functional' finance did not deliver on its promigQuite often, it even
proved to bedydunctional. Since its beginnings about a hundrearyago,
the idea of additional government expenditure camping for a lack of
effective demand was justified on the grounds @upging idle capacities.
MMT continues that view’ Again, the reality is more complex. Business
cycles are not just about more and less; ther&ustaral change involved.
Many economic problems have structural causes any®#&uctures in
place, supplies and skills, may be redundant, ebsoluncompetitive,
representing mismatch, having low factor mobilgyc. Printing ever more
money does not for the most part do away with sirat mismatches and
deficiencies unless there are detailed target ieslito direct the money to
uses which help to overcome mismatches and defieienOtherwise well-
intended government expenditure will turn out taubproductive subsidies,
in fact doing more harm than good. This is no syygdle ideology. It is
about systemic necessities of real-economic maskeply and demand
complementing each other in a productive and coithgetvay. This, after
all, is the very value base of all money.

Furthermore, there is not much discretion in publicigets since they tend
to be highly predetermined by myriads of legallyhwding entitlements,
contracts, claims and other liabilities. Public et are easy to expand, but
tend to be rigid and thus hard to shrink. In additithere are political
problems rooted in the electoral cycle, clientelesmal lobbyism. As a result,
deficit spending is easily done in bad times, bimring budgets and
repaying public debt in good times never seems dokwin good times
deficit spending may be less, in bad times it ghbr, but times of no deficit
spending hardly occur since the practice becaménmuThe reality has
become one of deficit spending all the time. To NCTfedit creation

143 Mosler 1995 14.
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regardless of functional limitations is nothing bbad housekeeping,
whosoever's household it may be, and whatever thipopes on which
excessive money supplies are spent. Sound finamadger always and
everywhere.

Under fractional reserve banking, governments' raogesovereignty is not
a reality today but agoal of chartalist monetary reform. Even if it existed,
having the full monetary prerogative and being atwefreely create
sovereign currency in no way entails that a govemmnor central bank are
not subject to restrictions and can spend as madhey like — just to the
contrary. Monetary reform is aborggaining quantity controbf the money
supply, which of course includes relatilienitations to the quantity of
money, and thus also limitations to the seignioraggalable from additions
to the stock of money.

4.3 Foreign-account deficit as a hegemonic privide

In a sector-balance approach one would expectia &ssumption to be that
bottom lines be balanced, or surplus/deficit nothagh and not structurally
ingrained. This, at least, was Keynes' originah&taon international trade
and foreign-account balances. It was the designciple of the plan he

introduced for a new world trading order with a enon unit of account,

the Bancor** Keynes wanted to do away with a system of onewar t
competing lead currencies which, as in Knapp'sdtatory of money, are
in fact the currencies of the hegemonic powershef time. In his time,

Keynes wanted international trade to be clearea loasket unit composed
of the prices of 30 major traded commodities. Idigon, Keynes conceived
of a mechanism to rule out foreign trade surplukd®its growing too big.

MMT's attitude is different. MMTers remain implicdbout any such rule,
and as a matter of fact approve of deficits. MM@fsnion on foreign-

account deficits is similar to its opinion on highd chronic government
debt, which is labelled ‘functional' regardlessha possible dysfunctions it
may entail. According to MMT a nation can enjoyoaeign-account deficit
since, as Wray states, ‘exports are a cost, impoeta benefit*®> Mosler:

144 Keynes 194044,
1S\Wray 2012 126, 133, pp217.
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'...the modern world has forgotten that exportslaeecost of imports. ... Any
country running a trade surplus is taking risk neme in accumulating fiat
foreign currency. Real goods and services arengatbie country running a
surplus, in return for an uncertain ability to impan the future. The
importing country is getting real goods and sewjcnd agreeing only to

later export at whatever price it pleases to otbeuntries holding its

currency®

MMT is not very outspoken on the last element iis tuotation, i.e. the
national currencies involved. The quote actuallyssthat a nation may
enjoy its indebtedness to foreign countries as kg commands a national
currency for which there is sufficient demand andeptance abroad so that
debt instruments involved can be denominated inrthion’'s own currency.
Some call it ‘'monetary imperialism'. In any caseisitthe privilege of
supreme nation-states with a global reserve cuyrembose government,
companies and individuals can go into debt at hant to foreigners to a
much greater extent than is the case for otheromatiwithout being
punished by the markets for running chronic budwgsd current-account
deficits. Those privileged countries can enjoy goshopping across the
world in return for accepting a slow long-term dieelin the value of their
currency. This does not matter in the short runoag as invoices are
denominated in that currency.

Basically, the mechanism can work with all globaserve currencies, in
particular the US dollar (62% of world currencyaeses), the euro (25%),
the British pound (3.8%) and the Japanese yen (3:8%he US dollar and
the pound have run foreign-account deficits foomgl time. The yen and
euro have had surpluses so far; the euro, thowgtdivided, roughly
speaking, into northern surpluses and Mediterradeénits.

Meanwhile, the currencies of emerging economies Beoming estab-

lished, for the moment as trading currencies, lateely as reserve curren-
cies. Emerging economies' share of daily foreigcharge turnover has by
now become equal to the rich world's shi4feChinese yuan-denominated
trade settlements have increased rapidly of lateordg the new industrial

countries, China and Russia record surpluses, anttieBrazil deficits.

14 Mosler 1995 12.

“TIMF, Currency Composition of Official Foreign Exaiige Reserves (COFER),
http://www.imf.org/ external/np/sta/cofer/eng/cofetf.

198 The Economist Special, 24 Sep 2011, 18.
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The alleged advantage of deficit countries is abteedged sword. It will
hurt to the degree that foreigners no longer wantneed to have a
respective currency. Chronic deficit countries lmeeaver more dependent
on creditor countries' goodwill. Since the mid-189Qhe emerging
economies have held the bigger and growing sharevefall currency
reserves in the world. On balance, the old indaistvorld (especially the
US) is now in debt to the new industrial world (esially China).

Debtor countries may feel safe since they can éxgeditor countries to
not want to see devaluing of their foreign-currerregerves and other
foreign assets. If necessary, they may also exhttieaarm-twisting. Over
time, though, any such 'balance of monetary thisatleceptive. Deficit
currencies devalue in the long run, which has hmsticularly true for the
pound and the dollar for the past half-centtnotwithstanding temporary
counter-cycles due to special political and ecomomvents elsewhere.
Deficit currencies are not 'hard’ currencies budtieely 'soft' ones, as is
frankly indicated in Mosler's programmatic titleofSCurrency Economics'
of 1995. Some political and military effort on tpart of the US is required
to ensure that international trade, in particuldrti@de, continues to be
denominated in dollars.

MMT is not entirely indifferent to such problematispects. Here and there,
MMT explicitly concedes that certain problems magwr'*® Deliberately
running a foreign-account deficit is seen as 'funeliatally a beggar thy
neighbor strategy>® Between the lines, though, it reads like 'why hot?
MMT here again reproduces the carelessness of t-style deficit policies
as if high and chronic sector imbalances, i.e. guwent or private
indebtedness, domestic or foreign, were not toaker seriously. None of
the problems mentioned is ever given due attention.

Monetary theory cannot ignore new questions on dlabal monetary
architecture raised by the new distribution of pmsve the world system
now underway. New industrial nations have alreadgum to reconsider
ideas on a global clearing union. The Special Dngwrights of the IMF,
and an updated share of capital and votes in tie dkganisation, are seen

1“9\Wray 2012 112, 188.
10\Wray 2012 218.

91



Modern Money and Sovereign Currency

as a possible starting point. If, contrary to suciore co-operative
perspectives, neo-imperial 'beggar thy neighbdrategies were to prevail,
this will certainly be no good for free trade asddibund to lead to chronic
tensionsdecause othronic sector imbalances.
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5. Conclusion

All in all, what are the important aspects whichwN€urrency Theory

(NCT) and Modern Money Theory (MMT) agree or dissgrupon? On

financialisation, disequilibrism and sector balajceome rapprochement
may be possible. MMT and NCT also share a desonpif how the present
system of fractional reserve banking works, inagda shared criticism of
the misleading understanding of the role of depoaihd savings as a
prerequisite for credit and investment, as wek asfutation of the textbook
model of the credit multiplier.

Even that, though, is not too much common grouimtesthe assessment of
fractional reserve banking comes from oppositectivas. MMT considers
banks' credit and deposit creation still as a pead leveraging of central-
bank base-money (high-powered money). The cen&mak lis supposed to
exert control over monetary processes through lmtseand interbank-rate
policies. This in turn serves to justify MMT's puoesption that modern
nation-states are in command of a sovereign-cuyresystem (chartal
money). Banks are portrayed as well-intentione@rmediaries between
government and central bank, as well as betweeargment and taxpayers.

Basically, MMT sees no structural problem with ghesent money and

banking system, which it believes to be functioaatl benign. The only

reform idea it sets forth now and then is to l&t tentral bank directly buy

government bonds, since government and central bamkconsidered to

represent a monetary policy unit anywayMMT does not recognise any
need for monetary reform. Actual problems are restied — how could they

be — but are not systematically analysed eithgrdblems are considered at
all, they are treated in a rather orthodox way, a&ealysed as financial-

market problems or behavioural problems, not ablpros rooted in the

monetary system of fractional reserve banking.

NCT's analysis is different. There mpgo formastill be a two-tier mixed
system of sovereign currency and bank moibeyfactq however, this has
grown into a near-complete banking system. Bankge hthe de facto
monopoly of bank money (demand deposits). They fadintrol the entire

3L Fullwiler/Kelton/Wray 2012 6, Wray 2012 204, 9831
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process of money creation, whereas governmenfrdar being monetarily
sovereign, is deeply indebted to and dependenthenbainks. The most
important function of the central bank has becombe the 'bank of banks’,
i.e. willing lender of least reserves and last regothe service of banking
interests. Most nation-states may have a currericyheir own. The
treasuries still deliver coin, as the central badlsiver banknotes and
reserves; but, besides these representing theusdshrt of the money
supply, they do this reactively on proactive bardmdnd. The nations
operate on bank money, not sovereign money. Thigyred fractional
reserve banking has become one of state-backedofulee big banking
industry. Since there is no effective control o thoney supply, least of all
through money and capital markets, the systemgbklyidysfunctional and
harmful to the economy in that it recurrently cesatinflation, asset
inflation, financial bubbles, over-investment aneindebtedness, banking
crises and currency crises. Bank money is quintéisdly instable and
unsafe money.

On balance, MMT turns out to be a new banking teachather than the
state theory of sovereign currency which it pretend be. A strong
expression of MMT's banking stance is its insisteti@at all money is credit
and debt. MMT even reinterprets the entire histofynoney in order to
‘prove’ this—which involves neglect of about 2,600 years ofitradal coin
currencies which were spent into circulation asugen seigniorage free of
debt. To NCT the false identity of money and créslthe very root cause of
the system's dysfunctions. This is a core compordnany currency
teaching: currency creation ought to be separata firedit and finance.

MMT holds that a sovereign state with its own coog and central bank
has monetary sovereignty and must not bother abpanding its own
money. NCT holds that it ought to be this way irdideut is not so today.
Furthermore, NCT adds an important conditionalaythis, which MMT

does not care about: ... to not bother about spgniés own currencyas

long asthis keeps within the limits of stability and issfified by economic
results. Lerner-like rhetoric about functional fica sounds similar, but
MMT never makes an effort to explain what thoseitsnare and what the
criteria are for identifying when lines are cross®tMT leans on sector
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balances but does not apply to it any criteriuneguilibrium, or acceptable
disequilibrium.

NCT, by contrast, adheres to the desirability afrebfinances and having a
stable currency. Monetary reform is designed tdeaghjust that, including
sound public finances at a largely reduced levepudslic debt. MMT, by
contrast, maintains that the idea of sound finameasdd not apply to public
households. MMT thus irritatingly deemphasises govent deficit and
debt, as well as foreign-account deficit, even seasing them as benign.
Running deficits and debt at the expense of otlaions happens as a
matter of fact. But no economics so far has dedldines to be a positive
model case.

MMT's categories of sector balances — public, peyvdoreign — remain
simplistic and actually misleading as long as tdeynot incorporate in each
sector Hudson's distinction between a FIRE subsestuch can indirectly
contribute to productivity, and a real-economic sadior which can
immediately be productiv®? Such disaggregation, however, would do
away with MMT's pet idea that central bank and goseent belong in one
and the same category; which in turn would quedtidiT's view of banks
as 'intermediaries’, and finally the entire prestiompof the present system
being one of sovereign currency.

Today, monetary sovereignty is something whichtbase recaptured from
the banking industry. Regaining control of the enay and repossession of
the complete monetary prerogative is a task of titotisnal importance, a
legal imperative, and a fundament of any stabl@ecty.

152 FIRE = Finance, Insurance, Real Estate.
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