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Summary. The lack of attention to the stock debt and to an extentthe flow of cedit by

central banks and central bankesss one of the reas@why the Great Finamal Crisis took

them by surpriseTheir focuon consumer pricénflation led them astrayThis is remarkable,

asthe verymonetary statistics of the central banks are édspon the idea thatnoney
ONBIFiAz2y Aa Weebtyé&tonWiiz HKS KNMBIRisttiEeSItaR 3 A 04 Qo
this, including sectoral differencaad differences between loarBisenables central banks

to differentiate between different sources of money growttional differences as well as

differences between debts for asset puasts andiebtsto finance productive investemts

come to mindMonetary statistics which are more focusedmational differences andebt

will, in the Euraone,alsoenablea more coherenformulation ofnational and Eurozone

economic policieasthe datamatrix of the EWWal ONR2 902y 2YA O LYOIFftLyOS
Eurostat financial accountsf courtries already contais sectoratlebt and asset price

related variablesUsingdebttas a standard element of monetary analysis howeeguires

a wholesale acceptance of the igeaherent in the statistics but not in central bank

monetary philosophythat moneyand debtcreation constitutean endogenousdynamic

procesdargely outside the control of central bank enable thia muchbroader concept

2 T W atRRay tBedrddher narrow concept which at the memt dominates monetary

analyssis neededMuchattention is paid to establish such a concepltjch wnlike the

presentconcept isonsistent with monetary statigts, quadruplentry accountingthe

reality of economic transactioress wel asmonetary history.
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4h truth, every economic unit can create monkdigis property is not restricted to bankshe main
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1. Introduction

Most of wus didn’t see i s$(GREThmiguegionistiwmenotsr eat F
Did we not sedat becausdashionableeconomic modelgxcluded by assumptionany
possibility of financial instabilityn an economic environment with low and stable inflation
asargued by Buite(Buiter, 2009} Did welook, but wereunable tounderstand what we
sawbecause ouf We | t a n & mddeaunundgrstanding dim and slow, as wascase
with the European Central BanECBin 2007when itrationalised the inexplicableincrease
in private debs (ECB, 200?)Did we look at the wrongdomesticdatawhich made usniss
internationalflows o credit (Borio e.a., 201P)Didwe use heright, accountingnodels
which showedhat moneywas often created t6 P o-ffinance real estate boom¢Bezemer,
2009)?Did we even hae the right datg ECB, 201B)? Or were availablemonetary and price
databiased insucha waythat a proper assessmemt financial tensions which were building
in the run up to thecrisiswas disableqGaffney, 2012Borio, 20127
This paperstartsfrom the ideathat all these aspectsall ofwhich arerelated to
monetary statisticsn one way or anothemplayed a rolen the Great Failure of Economics
(GFE)It will mapthe role and shape of monetary statistidsnd t will investigate the idea
whether monetary statistics can be reconstituted in a way which makes it more difficult not
to see what is happenindgt willdothisbyu s i ng t herivditedled tt h&dtas® t o bec
an element of the systenof monetary statistics, up to and includithgw organisations such
ascentral banks present thettata and stag their goalsjust asthe amount of morey,

! TheEnglishhas been correetd by Maggie Dundas

Accordi ng tAocomMehénsiye watldivéew. t he fundamental cogniti
an individual or society encompassing the entirety of the individual or society's knowledgeoamd

of viewincluding natural philosophy; fundamental, existential, and normative postulates; or theme

val ues, e mot ihttpWen.wikigediadorgvikifWiortd sview assed 18/12/2012.



http://en.wikipedia.org/wiki/World_view

inflation and, moreinformally, governmentdebfa b out t he ‘obsession’ of
with government se JensWeidmann head of the BundesbanfVeidmann, 20122 This

requires a change of emphasis in our view of monifés.will have to move &m the idea of
‘exogenous’ monies created owhichastimpliceiffamt contr

instance ECB monetary philosophy (Scheller, 20@6)he concepo f ‘ endogenous’ |
In our fiat money systermhe emitting of debts by households and rbnancial companies
enables banks to create monégcauseve have allowedthemto do this This plays, as
Georgist economists have long arguadage role in the creatiomf house price and
buildingbubbles when this money leads to inflationary prices in the price of the eddlat
(read: landneeded to emit these debts (Gaffney, 2012; also Borio 20t 2his view,
‘transaction basednoney creaton’ isan endogenouspotentially digquilibrium process
inherent to monetary economies. This runs counter to the idea ef x 0 g enaneyw, s ’
which isbasically created by the statgreasedransactionsn an equilibrium market system
and therefore enhaaoes stabilityas long as its amount doest increase too fastHowever,
below, it will be arguedthat t r ansact i on b a snetqustamnmspecyofour eat i o
fiat money economybut an essential feature ofrey monetary ecmomiesand therewith a
fundamental aspect of monefat needsto be taken into account imonetary statistics and
policy. The question isvhetherit ispossible to design a system of monetary statistinghis
case for the Eurozonghich shows increases in finandi@hsionsand specificallyhe run up
in debtand money creatiomnd the increasef ‘loose creditwhich characteristially
precedes financial crises anembedded,ntegral part of these statistic3.his en@avour
can be seen as@unterpart to the presentravails of the ECBvhichisclearly in search of
new methodsto track financialnstability, now that its beliefin the fundamental financial
stability of an economic environment with low and stable inflation has heemto shreds
(ECB, 2012,Bor the econmnics behind thiPraghi e.a., 2004 if we take a look at the
speeches from its board membesnly one instancePraet, 2012)the ECBstill does not
seem b gauge how misguided the ideas behind its former policiegewenen it comes to
the very nature bmoney This also applies to delfBuchideas have to change, just ése
statistics.

2. What do we need for afendogenous money aeel system of monetary
statistics and policy

Toenable this wewill draw uponthe conceptdehindmodels mentionedy Bezemer

(2009) but also andto many perhapsurprisindy uponthe verymodelsalready used by the

ECB to estimate moneymodelswhich are fully consistent witthe * r i ngobets

emphasied by Beemer. Indeed,these modelsarethe models emphasesd by Bezemer.

According to these accounting modefsanyeconomic transactions lead to a flow of credit

which leave a two tered trail of debts as wellasnewmonéeyL o ans <cr eaise depos
often stated.In other words o put it more simplywhen a grsonuses an ovedraft facility

to pay forgroceriesghe bank lends heor himinstantly creatednoney to pay for the

grocerieswith the new overdraftdebt as a counterpartThe woman or mahasemitted a

new debt, the bankasemitted new mong (and thegovernment allowseveralbanks to do

this; a remarkable and profitable privilep& hissimple ideaistheds i s of t he ECB’

3Angl osaxon |iterature often stresses that modern cen
2007). The ECB, still not the least important central bank, nee@ped doing this.



monetary statistic§ECB, 2012 And, in fact, of all mayor central banks (Blamof Japan,
2008).

Thisleads to a paradoxvhenthe ECB refused to admit risks inherent in the run up of
debts in the EurozonéECB, 2007) trivialised themoney and debtlata produced by its own
money-and-debt estimatingaccounting modelThis paradoxcan be explained when we
considerthe intellectud philosophyof the ECB, whichight from the beginning was based
upon fullscale acceptance @ho n et a r new ¢lassecdl d mb n e t ,avhigh weralire a s
turn basedupon ex ogenous’ money, controlled by the
instead of creted bytransactions' Thisled the bank tofocusits policiesnot onthe flow of
credi and the subsequent increasedebt, i.e. upon the world as shown by the statistics,
but upon a specified money aggregate (monetari$t)isled it to equatelow and sable
inflation in combination with deregulated capital markets with financial stalghgw
classicalf According taOtmar Issinghehas been very instrumental in tying ECB policies to a
monetaristmoney target i.e. to the idea thiin the end only moay mattersin relation to
pricesand not the other way aroun@ssing, 2006)remarkablem a period when monetary
targeting was entely out of fashionGoodhart, 200Y. Fortunately afthough Issing was and
is clearly wrong about the causality betweenmey and prices, which sometimes goes from
prices to moneynstead of the other way arounLitkepohl and Wolters, 1997), tHex the
ECB as well as the Eurozone countries to establish and imgheir money metrics-and
even to tie them to an ol@hartdist Bundesbankradition emphasisgtransactions istead
of the stock ofmoney. Atradition more or les forgotten by theBundesbanlpolicy board
but alive and well in the statistical departmeot the Bundesbankas (implicitly) shown by
Scharnag! (Selinagl, 1996) as well as many other Bundesbank publicafionsthe time.°
Thetradition canstill beseenevery monthafter the ECB monetary policy board meeting

*Highly influentialRobert Lucasl972Hef i r st defines ‘normal’ money out of
subsequently introducefollowing Paul Samuelsora)kind of government pension fund for the elderly in a kind

of parents/children world where only the parents use it, as a store of wealth, albeit not as a means of exchange

inthe market (serioud nd mi st ak e nl y Yhadditidn o laboloutpat, there ds ore pther good:

fiat money, issued by a government which hatieer function. This money enters the economy by means of a
beginningof-LISNA 2 R GN}X yaFTSNI 62 GKS YSYOSNBR 2F GKS 2f RSNJ ISy
dzy a LISy i Ol akK ol flyO0Sa NBGSNIzZ |G GKS mwibidfiakewadkd GKS K2f
the only exchange which can occur will involve a surrender of output by the young, in exchange for money held
2PSN) FNRBY G(GKS LINBOSRAY3 LISNIARIRahsattighRtake placSilNdsigled @ G NI y a ¥F
instance, withouthe use of money. He explicitly rules out endogenous moaely:¥ YSYO6SNAR 2F (KS @&
generation were risk preferrers they could and would exchange claims on future consumption among

themselves so as to increase variance. This possibility will be riled dauy G KS ySEiG aSOdA2yé

3 Pe&Ksetynesi an’ economists of course disagree with this
t ext ¢ an Didcessidnoobithedale of derivatives and their risks, as well as discussions of financial risks in
general, often fail to distinguish between risks that are takenscausly and ones that are ndto undersand

X financial crises, the prime source of concern is not risk per se, but the unintended, or unanticipated

accumulation of risks by individualssiitutions or governments including the concealing of risks from

stakeholders and overseers of those entifidise implicit guarantees that governments extend to banks and

other financial institutions, and which may result in the accumulation, often ogrésed from the viewpoint of

the government, of unanticipated risks in the balance sheet of the public Sector
http://www.amazon.com/TransparencilanagementinternationalFinancial
Fragility/dp/1898128685/ref=la_B001HOZULW 1 1?ie=UTF8&0id=1356892497&sr=1

®|ssing states only once in the article that the money aggregate is part of a more eassimpsystem of
statistics and even then only mentions podds on the |
interpretation of information from the monetary pillére. the ECB monetary statistics, M) $ometimes has

been anything but sirmp not least because of substantial portfolio shfts. changes between, for instance,

currency and deposit money, M)K. " Such changes are of course part of
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when theECBoress release routinelgays attention to the flow of creditwhich caused

growth inthe stockof money Neverthelessmonetarist and newclassical ideas, which

emphasiedthe stock ofMo n ecy.’q. ‘ e xlgdehe ECBtttargely ignoredata on the

stockof debtwhich, as will be shown below, tise verycore of its owrmonetarystatistics.

Andit also explicitly chose to emphasis Eur ozone wi de aggregates a

downplay’, but ‘t o iingdabtsare the flow af tredibafadeful di f f er e
mistake’

Thissituation, of course, makes our task redesigning the system of monetary statistics
easier as well as more difficuEconomic statisticgléfinedi n a ‘ br oad’ way) ar

macroeconomic statistics are based upon a dynamearactivesysem of (Bos, 2006):

Concepts

Definitions

Operatianalisation

Measurement

Presentation and analysis (which to an extent has shifted to the econoblogosphere
a very fortunate development)

1 And policy or policy statements

= =4 -8 4 -4

One might argue that ‘policy’ i s noily part of
targets monetary metricsuch as M’ mo the Karmmmized Index of Consumer Prices
(HICP)which weredesigned for this very purposehd&conceps of macroeconomic statistics

are not purely based on science, but also on thiarmationalrequirements ofeconomic

policy. hink of the national embarkation of manyasisticsor, recently, the way th@ew
‘“Macr o Economi c ldaidaael pesente@ on he Bumstad websée

However, sch adynamicsystem is not always coherent or consigteas we have seen

above The policy targebr the economic analysis ot always consistent withhie

definitions andoperationalisation®f the statisticianslt turned out that to redesign br oa d’
monetary statistics it was necessary to make the systémonetary statisticgi.e. the

dynamic process mentionegbove)more coherent and consisteim the sense that the
importance of debts and the concept ehdogenous money inherent monetary statistics

had to be extended to the presentation, analysmigolicy phaseHowever to be able to do

this, it is necessary to discuss the very concept of money implicit in the mondtéogqphy

of the ECB on the one hamahd its ecoomics statistics on the otheFor the firstphases
mentionedabove direct usef the data already availablean be maddalbeit in a slightly
restructured/reshuffledway). Nonetheless, it iglifficult to design a gridincluding the
presentation and analysis of the data and the stated goals of a central wanty not only
highlights potential threats to financial stability buthichalsoandalmost by necessity

connects to an economic d i s ctllatuemphassesnon-equilibriumprocesses in the

economic systemAnd thatis consistent with the idea thatoney creatingreditcan

sometimes bea beneficialand necessary element of our econorriut that the same

amount of credit creating the same amount of mon&ythe same period but witlanother
purpose (Ponzifinancing of house purchases.e. financing based upon the expectation

t hat house prices wil/|l ri se jnaghttbehlrarmitbhaan t he

"This is clear from the prBraghi statements of the bank. Sevieparsons have told me that even asking about
national differences was a kind of *‘taboo’



concept which is not consistent withuch of present day mainstream economie3f

course, me article caronly make a very small contributidowardssuch a bange in

“ We | t a n s Neleatheless, @ 'willtake this task head oo do this, we willirst
describehowthe ECB ur r ent | y e st i andhowideasat edudwatigtieendeau s ’
of endogenous money are us@dan attempt totry andunderstand this information

3. The pros and cons of the present monetary statistics of the ECB
31Whydoes the ECB tr-83chkoaggrggateronet ary ‘M

Why and howdoes the ECBstimate the amount of monegr, to be nore precise, the

amount of eur@ and closesquivalent® Every month theeuropean Central BanECB

publishes data on the increase of the amount ok -money in the Eurozonét has to do

this sinceone ofthe goalsit has set itselfn accordance with th@992Maastricht treatyis to

keep moneygrowth around 4,5%According to the treaty, the EG8responsible for

monetary policynot wreckingprosperity(!) and price stability The treaty, howevedid not

set specifigoals but left thisup to the bank. And it didhisin a quite monetarist \&y: it

followed thel968° t ar get mbadwayof Miltow Fiédman which, by the way, did

not have ‘| ow an dationdlegbbtwleichainmed dtpeeveniogn ° as it s
discretionary central bank policies (Friedman, 13®ecially p. 16)Ihis despite the fact

that after 1968 monet ary targeti ng’ simpetitumédioythatthene 1 nt c
relationbe t we eome‘'yM and consumer prices was, at mc
really strong Furthermore price increases oftepreceddincreases in money growth (for

instance Scharnagl, 1996; Litkepohl and Wolters, 198file central banks had a hard time

controlling the stock of moneyhowever defined These inconvenierfacts, at odds with the

monetarist creed of the ECBre congstent with the ideaof endogenous money which

statesthat it is not the central bankhat, directly orindiredly, controls the stock omoney.

Thefacts howeverqui ckly | ed economists to switch fro
“infl at i etheideathatyvieeh peapte’'do not expect inflation they will not

increase prices, with low money growth as a consequence tiedentral bankas to

manage ' expectati ons’,usingthekheeatpfexremespkesthea cr eas e
interest rate and a wholesale destruction of economic prospetaycontrol the flock An

idea which agairput the central bank and inflation centre stagebut in order to do thist

hadtost at e that controlling ® Money'ledClsarles n f act
Goodhart(2007)to state, quite exasperatdd, ‘* What ever happyened to t
a g gr e giaderm-sne seemedo lookat theseanymore Well, that isnot quitetrue...—

with the exception of thoseisingthe models mentioned by Bezem@&009).And, of course,

the ECBwhich defied mainstream economics and did look at the monetat§y &ygregate,

albeit—a fatal flaw—only for the Eurozone in its entirefyAt the same timét alsojoined

t he ‘on ntfd ragr@vtaf thegpbstmonetarist &onomists(lssing, 2007). And indeed:

8 Yt turns out that shocks in the money growth variable do not have a very pronounced

impact on inflatimn whereas there appears to lggite a strong effect of inflion shocks

2y Y2y S8 LukéhBhbaindk\Wblters, 1997, p.14

°l't chos3¢ vtalreé a’bM e as this sh d przas (albdit with fongdayismthé cor r el at
present crisis the developmentof8l seems t o be nrior eadsdt arbdreey.han ‘M



the ECBhot only statesa money growth targetout communicates an inflation targets well
(ad nauseamwemay add)

In fact,Goodhart (2007)id not showmuchsurprise about the neglect of money
aggregatesuch asvl-3 money Hespecificallystated thata central bank shouldot beas
interested in the amount of moneyut also andeven moreso, in monetary aggregates
suchas | oans f or h tdoans ef ngefimanaahcanspaniésimhrs opinion,
moneys' endogenous’ , cr ganalesidof moneygrevithtcannoé And an
compkte without an analysis of debt growtentral bank should be interested in debts;
however, thisvas not the stance dhe ECBwhich did track the flow of Eurozone crediitb
downplayed the stock of debt (ECB, 200/)dA d esedms to have falleantirely off
Mi | t on Fradarédeaman, 1368)We will return to this in the next paragraph.
Here, it is importahto stress that the EC8&ill officially assumes that tkeepinflation low
and stable and to prevent deflatig) money growth should beargeted(Schelley 2006).0r
at least that peopleare made tdbelieve that the EB controls the stock of mone4nd
money is, thereforemeasuredand publishedgraph 31). Note, by the way, the high rate of
money growth in the period up to Nember 2007 higher than anything in the 1981999
pre-Euro periodandto a considerable extent causedbyl endi ng f or house pu
number of Eurozoneations. But the ECHid notlook at national differences. And house
price inflation was large anoff the ECB radaas well.



Graph 31 Theofficial ECB M3 money growthgraph(money growth target added)
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http://sdw.ecb.europa.eu/quickview.do?SERIES KEY=BSI.M.U2.Y.V.M30.X.1.U2.2300.Z01.A&

Note alsothat to emphasis its focus on the Eurozone as a whdlee ECBnly publishes

Eurozone aggregates of mon&jthough natonal data are available the electronic

archivesof as well as published by (most) national central bafikehisaggregate focus

would be warrantedf differences between countries were negligilaleddid not pose a

threat to financial stability. @ph 3.2, however shows that diferences between countries
werelarge And now we know that these differences did posaaor threat to financial

stability. Additionally the introduction of the Euro doesot seem tohave led to smaller
differencesin growthrates—on the contrary!Graph 3.2 shows thahonetary financing of

private housing bubbles can lead to growth rates of debts (and money) which are as high as

those caused by monetary financinggfvernment debt in the eighties Greece

(Lazaretou, 2003y Thebu mp i n * Eur owthcaroend 1991avasennectgd to
the reunification of Gerranywhich, again showshow extra-ordinarily highmoneygrowth
wasin the Eurozone and inountries such asreland and the entirdcurozonen the period

20052007.

YWe coul dn’t find information

on

nati onal

counterpar

our mistake, they are available (albeit not in a user friendly way) in the electronic Bundesbank archives,
http://www.bundesbank.de/Navigation/EN/Statistics/ESCB_indicators/Monetary statistics/eszb_table view_n

ode.html?statisticld=growthrates.

" Money growth in Greece was more benign than Irish money growth as it not only led to an increase in debt
and house prices, but also to an increase in nominal income and the GDP price level (i.e. also nominal income)
which matched the debt imease increases while money growth in Ireland did not lead to an increase in

nominal income which matched the nominal growth of debts.


http://sdw.ecb.europa.eu/quickview.do?SERIES_KEY=BSI.M.U2.Y.V.M30.X.I.U2.2300.Z01.A&
http://www.bundesbank.de/Navigation/EN/Statistics/ESCB_indicators/Monetary_statistics/eszb_table_view_node.html?statisticId=growth_rates
http://www.bundesbank.de/Navigation/EN/Statistics/ESCB_indicators/Monetary_statistics/eszb_table_view_node.html?statisticId=growth_rates

Graph 32 M-3 money growth in selected Eurozone countries

350 A

A ju \ —Greece

15,0 N\ A ¥ ——Ireland
yaf
% \'*\‘ \J Aﬂ ==Eurozone
5,0 L
’ —Germany

-5,0

-15,0 V,

-25,0 w

jan- jan- jan- jan- jan- jan- jan- jan- jan- jan- jan- jan- jan- jan- jan- jan-
81 83 85 87 89 91 93 95 97 99 0L 03 05 07 09 11

SourcesECB, Central Bank of Ireland, Bundesbank, Central Bank of Greece

3.2 The measurement of 4 money

To be able to mease somethingt hasto be definedm a precise and practicalay—note

t he-3' Mpr ef ioxn elyelfe &urozone hnemonhey estimated in Germanin 2006
should be as far as possible, equivalent to t®neymeasured in Greece 20092 Thisis
quite difficultnot onlybecause of nonal differences in institutiongbut dso because the
economy iinsg at a rngoevt ' monetdnyistatisticdo beqdaptad & £haging
circumstancesECB, 2012 D)nAistorical examples the rise ofdeposit moneyin the
twentieth century—an eventat first not actuallyunderstood by monetary economists
(Salerno, 1987)lo be able to adapt the definitions in a consistesaty, however,a definition

in its turn,should not just be practicabut shouldalsohavea clearconceptbehind it as well

asa theory of money anthe rolemoney plays in our econonfgn example: ECB 2012 C)
Considering uc h -d enfeitrmi t i ons’ ltogaahdrdundarheatabeestmms o mi s t
such aswhy does the ECB state an official money growth target? Why dbes ia ¢c&- * M
money? WiI8a tmoansgmay?Mow ig measural? Is this the right definition of
money?What is money, anyw&0Or, when we look afjraphs 3.1 and 3.2why did the

amount of M3-money grow so fadh the period20042007?Why were differenes

2 For an overview of the slightly different operational definitions of money in Japan, the Eurozone, the USA
and the Uksee Bank of Japan (2008). The endogenous nature of the measurement process is only shown in
paragraph 3.13 and further.



between countries so large®e will try to answer these questions by investigating the
process of the estimation of moneyj the ECEnd the concepts behind.it
Theofficial phlosophy of the ECB focuses a precisé M definition of money.
cash, depsits as well as some of our savings accoantsthe likewhich can be readily
changed into deposit money or casfollowingeECB philosophy (Issing, 2007; Scheller, 2006)
it isa definition of a stock of a storable good owned by economic agemgsod which these
agents cannoproduce themselve$® This and the emphasis on money as a store of wealth
resembles the * Aust r if*Hawevercayanewhpinves(igstesithe r no, 1
way the ECBstimatesthe amount of mong will notice that, emarkably the ECB money
metric isnot based upon this rathemainstream} s i n g | e coacept af exageousn g '’
money. Not at all!'lt istheoreticallyand operationallybased upon a quadruple entry
accountingmodel of the money creating procedsouseholds, compaes orthe
governmant emit a debtas part of a transactiowhichenables certailbanks endowed by
the government with the legal right to create legal tenderbuy this debtwith newly
createdmoney( a ki nd o f,aftrangagion’whichicrees déffsettirig)and legally
and contractually related changes dhe asset as well as the liability side of the balance
sheets of the creditor as well as the debtor (this is of course the very definition of a debt)
These banks arne so called Monetary Famcial InstitutiongMFE) of the $stem of
National Accounts (), more or less te medium sized and larger bank® be precise: the
SNA calls them thether MFIs, as the central bank is in fact an MEgal tender is defined
asmoneyin the shape of @ins, paper money or deposit monhich, by rule oflaw, has to
be accepted for the settlement of monetary contraetisd obligations, including tax debts
is often stated thath i s money i s cr e But'cetedowvafalegalf nowher €
privilege backed by the state and the central banks as wellgm the idea that the debtor
canandwill pay backthe debt woul d be a |l ess catchy but mor
Examples of suamoney creatinglebts are mortgage®r the use of an overdraft fadii.
The banks in fadiuythe debt emitted by the debtgrwith newly createdbut temporary
money—whenthe debt is pail back the money disappears agakmd the fee paid to the
banks for this service is of course the interest on the Iddoney isindeed* j oi ned at t h
hi p’ w{Sindgh and 8tella, 2022Jhe idea that banks can create money can, of course,
be found in most present day textbookdowever, b preserve the theoretical foundation of
much of present day theory these textbooks have to assdnmat the central bank can
control this process via theoney multiplier. But they canndBindseil, 2004). Central banks
influence money creatior but they do notand camot control it sincethey haveto control
the interest rate—they are not free tachoose Whenever they have to choose between the
interest rate (which influences money growth) and money growth they have to choose the
interest rate. See also Annex lll.
The money createdby banksloes notby necessithaveto be legal tender, i.e. the
money used to pay taxes and backed by the central bank. Other kimderody are possible
aswellSi ngh and Stella even talk about * modern
reserves’ ( Si n Hgdweverthe ECB testrictsstmonetargstaB ¥ i cs t o ‘| e
tender’ or c¢wvhichsakso nseanb that it ldaves diis lending (and the change
in the accompanying debts) of existing money, for instattt®ugh pension funds. With

13 Market monetarists share the same view of money and basically promdtee | i copt er dr op’ mo n e
policies.

1 Emphasis on money as a&ans of exchange leads to an inclusion of for instaheeightto use a credit card

based credit expansion to buy something. This is consciously excluded from the definition.



that in mindthe quadruple entry accountingonceptenables us to connect the flow of

credit with the stock of monegs well as the stock of delAin example: how=holds emit

mortgage debts. MBIbuy these debts. The resulting flowmnbrtgage backedredit (and

therewith money creation) ishown in graph 3.8r selected countriegfor statistical details

see Annex Il)These debtg¢among many otherdgd to thegrowth of money shown in graph

3.1. Furthermorethe Spanish and Irish Booms contributed tghhEurozone money growth

up to the end of 200:/MNotice thatthe debts can be measured by looking at MFI balance

sheets (they own the debts) as well as by looking at household balance sheets (these owe

the debts) while the statistical system allofes both points of view. Note also that the

roots of the present Igh level ohousehold debt (graph 3)5n the Netherlands has quite

old roots—debts are the ultimatgpath dependenieconomicvariable Note, finally, that

these datawith the exception othe Netherlanddhavenotb e en adapt edt fomn’ | se
ieethe selling of these debts bytotallyrewthoohnks t o

mortgage debt was even higher.

Graph 3.3Growth of mortgage credit, selected Eurozone countr§&| balance sheet
(Spain, Ireland, Eurozone) and household balancetsteta (Netherlands)
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Technical detaiko be able to construct a longer time serihe Dutch data are based upon
national accounts and Dedderlandsche Banbkalance sheet dataof householdnstead of
on MFI balance sheet$he other data are basgl on balance sheet data of MRvYhichhave
only systematically takesecuritiation into accounsince June 2010



Tobe able toestimate these datathe ECB takes a short #CB 204 A) As the net

changes on the balance sheet of the banks mirror the net changes on the balance sheets of

households and nofinancial compaies, it calculatea consolidatd balance sheet for all

the MFk in the Eurozonen amonthly basis which showshe aggregated loans of Moreaty

Financial Institutions (MB) as well as the deposits of the debtors and the amount of cash

and deposits emitted by the bank3Thenet changesn the monetary aggregates on the

asset side of the balanceeét (i.e. the loas of the MR tohouseholds, governments and

non-financial companieas well as a post for revaluations and the likee again graph 3.3

are supposed to have created the changes in the monetary aggregates on the liability side of

the consoidated balane sheet of the MKl (and on the asset side of the balance sheet of the

households and companies) suchcasrency, deposits and other items considered to be

money,although due attention is also given to flows between aggregates on the liability side

of the MFI balance sheet. Of course, every metric is always prone to errors and mistakes.

And economic metrics have the additional dra

which changes all the time (ECB, 2012 D). This means that economic statistits bave

improved and adapted all the timélowever takingthis into accountthe ECB estimate of

money is probably reasonably acate at the moment ahough systematicadaptionof the

data on mortgage debts for securitisatibasonly beenin place sinceuhe 2010(ECB, 2012

A). This mightmean that money growth in the ECB statistwasvrongly attributed topost

‘“revaluations’ and.SedhasoAnneklé i nstead of | endi
The ECB monetary statistics are not the only monetary statistics aroundUrostat

financial sector accounts contain data on sectoral délstthese are basically founded upon

the same System of National Accounts (SNA) embarkations and definitions as the ECB data

they can be reconciledith ECB statistics. There is also a goeason why this has to be

done:by now t isclearthat the present crisigs closely intertwined with a ruap in private

debts Although d the timethis wasbelittled by central bankers andentral banks

(Greenspan, 2007; ECB 2007yvas mappedy thesemonetary statisticgbut practicallyno-

onesaw this..) This enables us to calculate changes in délpesph 3.4. Large international

differences stand out, compare Germany with IrelaBdar in nind that thesedata do not

only showdebts financed byFis, but also debts financed by nemoneycreating financial

institutions like pension fundsas such they are a clear addition to the ECB statistics on the

flow of credit!

'* Revaluations of debts and foreign exchange influence these posts too.



Graph 34 Change in debt (% of GDP) of households andfinancial companie2002-2011
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Technical detail: countries with less than 1 million inhabitants excluded, Finland exdlusded
to lack of data.

The run up in debts in combination with the national differenclesirly contributed to the
GFC (Borio, 201Hlowever the ECEactively refused tdook atdebt or at developments in
individual countres. A double negatiowhich, as we now knowhas to le rated as dailure:

Y NBRAGU 022Ya G(GSYR (RydRBADE RFHowevey iishof Aeckh) NA & S & ¢

aboutthe flow of credit. lisalso about the absolute levef debt (graph 3.5). Despite
relatively low credit growth in the Netherlands between 2002 and 2@1id Dutch dét level
was quite high, specifically due high per capita mortgage debthich shows that longérm
trends matter (graph 3.2): debt is path dependenhe fact thathe national accounts
estimate national sectoralredits anddebtsas a matter of routin@pensup the possibility
of reframingmonetary statistics irsucha waythat isnot cented around the Eurozone 12
aggregatebut which also shows netnal and sectoral developmenés well as the
development of differenkinds of credit and debts, su@stotal mortgage debt or total
loans to norfinancial companies.e. incluihg the norMFI flow of money

'® Thisis clearly shown in press releases and speeches and continued well into the last year of Trichet.



Graph 35 Debts as a % of GDP, Eurozone countries
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There are alstheoretical advantages teucha disaggregated approach. The idea
consistent with theconcept of endogenous monavhich isin actualfactthe metrological
core of the concept ithe EBBapproach-in fact even more consistemhan the present
focus onaggregated M3 variable and iteccompanyinglow‘ c ou nt .denadesa s’
distinction between g oo d’'andle bthsad’  dyddad tsassetypiice incheasesn
not based upon fundamentals amelading torentier seignioragerofits of lenders defined
as (net) interest on loans leading to money creatibludson and Bezemer, 201Zp put it
explicity: households andionfinancialcompaniesand not the banks nahe centrd bank
arethe activeW Y 2 y S &  ashBylude thélifEofey and their income is the maitiateral
of the loan whereaghe banksplaya more passive role in (not) accepting thebt '’

To underscore thamportance of this it imecessary to delve a little deepetarthe
concept of ‘ enH@ndogenityo uss maregemgrdrharacteristic of
‘ Mo nthaa sftenthought, makingit important to have a monetary poliayhich explicitly
takes this into acount. This will beexplained in the next paragrapthichwill alsoconsider
the consequences dhe changing technology of monefdditionally many of these
changes have beesngineered hindered or helpedby the state Modern monetary

YCompar e Wi | | Heserhshould make @nintortant point about something that often

confuses the public. The wornynist that the Fed is literal LINA Y GA Yy 3 (2 2 quact® K O dzNNJ
2F OdNNByO& Ay OANDdA I A2y A& SYGANBEE RSGSNINAYSE
independent decision of monetary policy and, on its own, it has no implications for inflation



technology, likehe concept o finacthakefac@a dreatioreaf thestate’. This wills
be the subjecbf the next paragraph.



4. The hidden, implicit concept of monies behind monetary statistics
4.1 Introduction

Above,wehaves een how t he isdeamonfey einsdowseendout o est i
paragraph She details of this estimation process will be considered more filitys

paragraph will focus on the idea odatoh&@ndogen
legal tender by MElis only a speciakample of a me general processf money and
money creatiorsinceit creates a special kimlf money, ‘created@ btleasender ' |,

designed acceptedand guaranteedy the state. Tls paragraph will also focus ¢ime idea

o fmoriey as acreation f t h eas thid ianeezléd to fulynderstand money creation by
MFIs.In addition money is a changing technologhhis idea will also be discusséa doing

so, anple recourse wilbe made toa method often used in the medical scienci® case
study: ‘a situation which highlights real life experiences that present students of a science
with a likely scenario to be found in professional practice, to develop the skills of analysis
and synthesis®® Remarkably * mar k et malspstatnahrdéesders df this r e
historical, empirical method (Christiansen, 2011yvilt be used to show that the concept of
exogenous money can be used as an encompassing framework to analyse seeamngly
different situations—an insighthecessary irxplainngwhy a revisedsystem of moetary
statistics is needed andfacus onM-3 money alore does not suffice

4.2 Present ideas about money

According taECB board member Praet (201bdern Money isin the endcreated
independenty of the realm of actuaécononmic transactions. Thisurelyfeels warranted.
Who has not gravn up with coins and paper money as the firskémsof this rather strange
t hi ng c al lhesdtokems avardegprlyp?oduted by rather fuzzy but no doubt
powerfulinstitutions, likethegp ver nment or somet hi raptramy st eri o
banK —and not in any wayy your parents, who werelearly forbidden to do thisiwhen
students of economics read the textbooks they encounter the very same ideasey as an
‘e X 0genousomelpwispobdute geherally by aather mysterious independent
entity whichat the same timas part of the government as well as of the banking system and
called thecentralbank ltpr ovi des ‘ n o amaylsubstamnce nakésir evs @ rhv e’
‘* Is amoney which servesas a basis to lend to households and companiids all about
exogenousupply a common metaphor evereferstomoney bei ndothei nj ected’
economyoften by a central bank, like@octor who transfers blooéhto a body™®
Suth a ‘ me dinwael is howeves rejecied amnaiveand‘academitby
Ulrich Bindseil (Bindseil, 2004). Tfosmer head of liquidity operations tie ECHtalk about
an insider)states that central banks have to setchmaintain annterest rate—and to be
able to do this have to supply whatever amount of (base)money is required by the banks
(Bindseil, 2004} the anemic patient creates theawn blood!Note that this is not yet about
money 1 n ci rXhioheg,toutabaut bank reservesesddveghat they are
required to have to be able to create new monbewyt whichcanbe acquired at will, albeit at
apin ce. Note that t his pteefkndsof morey willlbediseussedt e n d e |

8 The definitionis based upon Azize and Aviles, 2008.
YA googl e search on ‘money injected into economy’, 5/



in the next paragraphlhe amountdent are ultimately decided byperceived)profitable
opportunities for the banks to lendewly creatednoney t o t he.Ahditheal ' ecor
amount of base money banks require is, giveauaent set of banking and leing rules and
interest rates, based upon treemount of lending they do, and not the other way around
Singh and Stell@2012)even state that international capital markets enable banks to
circumvent central banks altogether. Thggenpirically sound) idesscan be characteresd as
a t he orogen o tnonegbacdusesupply is in a sense infinitely elasticat least not
directly controlledby the central bankMoneyis not injectednto the economy-it is, like
blood, created by the boy himsdMVilliamson, 2012).

However Bindseildoes not disass the concept of moneapherent in his endogenous
view of money creatior he describes the real lildynamics of money creation. Bjuist as
the exogenous view of money is based upon a concept of miwmleizh can be found in
most textbooksand which igepeated by PetePraet, member of the board of the ECB
(Praet, 2012the endogenous view is baset a concept, whit, not surprisinglydiffers a
little from the exogenas viev. The problem ishowever, that thisendogenous concepif
money is often qui implicit in articles and bookgVe wil try to define thisconcept in a
more pregse, explicitvay. Asalmost every economist is acquaintanced with the exogenous
concept d money and thép a r a that aresekplicitly seen as a description of the histaili
process but whiclare about asistorical as theSwedish Mippet chefis Swedisl{see the
literature in the notes of Praet, 201,2)ye wil have to use some matching rhetoric and use
real historical monetary case studieEhese have been obtained fromth financial history
as this is the area we are most familiar wiiso, due attention will be paitb changes in
monetary technologyparagraph4.3), whichby metrologicalnecessityhave to bemirrored
in monetary statistic§ECB 201D; ECB 2012 pp. 128-129) In the next paragrapkwve will
first delve more deeply into the idea of endogenous money, stating among ttiregs that
there is a considerablgifference betweertl Y2y S& | & | Y Qlnythonegasa SEOK |
YStya 2F LI &YySydQ

4.2 What is endogenous monies: three examples which show that endogeneity is at the
heart of what we call ‘monies’

In this paragraph we wilty to explain the concept of endogenous mon¥yhen applied,
this concept is often restricted tmoney created by MFIs and borroveeHoweverthe
concept is more fundamental. Households and fiolncial companies create a lot more
money than just ‘| e gmedslyanmountdoémohegithehA+oda t hi s i s
Eurozone scalet isabout trillions. To explain this, weill have to make a distinction
between moneythat is not ameans of payment (i.e.: it caextinguishdebts) am, when

both parties are in agreemenmoney & ameans of exchange (i.e. it can, legally, settle
transactionsf° To explain whahappersand to showthe fundamentalendogenous nature
of money wewill usethree seemingly disconnected examples: a transaction in early
seventeenth century Friesland, the amount of payables and receivables on the balance
sheets of Dutch multinationals and the monetary statisiod the European Central Bank
(ECB). These examples are howenrdy seeminglylisconnected-the common thing which

“Thisis a mayor distinction from the Austrian and oéessical concept of money which is aptly summarised
in Salerno (1987). Thconcept sees the means of exchange as, necessarily, a store ofaitlecan pay,
using a credit card, when | have zero ‘store of wvalue



binds them ighe pervasieness of monetary endogegitdebts are emitted and, when
accepted, lead to thereation ofsome kind of monewhich settles a transactiorAl three
of them are prime exampled snoney createdy one actor accepting the debt of aneth
party as a means of exchandgut only the last one ign example of the creation ¢égal
tender—a special case of endogenous megy.

a. Friesland, 1619
On 14 February 161190eyte Claesand his wife, Grietke Jochumsdochtkving in the
backwaterof Bergum in Friesland (the Netherlangspld their mill annex &kery as well as
their house, gardenand baking utensil® Sicerd Bonnisz and his we, Treyntje
Meinertsdochter who livedin the nearby and even smaller backwatéiSuawoude The
price:1,760 guilders oroughly 11times thewageincome of a fullyemployedcarpenter. As
this was ahoroughly monetigd society (Knibbe, 260 Nijboer, 2007yithout banksthe
buyerscould not finance thisvith a bank loan. Instead, theamitted a debt (inscribed in the
Frisianhypotheekboekew r * mo r t gohtlge ¢éimeb they kas to pay the money to ¢h
sellers in a number of instakents, ending in 1632 Emittingandaccepingthis debt(more
precisely: the activa post on the balance sheet of the saileglation toaccepting this debt)
served aghe means of exchangerobate inventories of the time shwthat such debts
were indeed aeritable assetAnd his debtconsequentlyservednot as anentirely illiquid
asset on the balance sheet of the sellers: on 9 May 1620 the sst&es], in a separate
contract that a debt of 25;- due to back house rents would be paid outloé moneyfrom
the third instament. In modern phraseology: they emitted a derivéseurce:internet site
Tresoa). And moneyas a means of paymefin those days: a myriad of different kimdf
coins, recalculated into the unit of accoumhich in the end was thstuiver, although all
kinds of multiples of the stuiver like guilders or daalders weften used) had to be used to
eventually settle the debtOther peoplementioned in the bookgaid byaccepting
responsibility fos o me o n e e And &ll' othersdbyepkedging the right to use certain
meadows to the creditqrspecificallyfo pay interest dudin this case theight to use itand
not productionwas used athe means of paymennote that this excluded compound
interest, somewhat like an Islanmsacc(which by the way has the same etymological roots
as ourchequé.” Thischarming andseemingly innocenand simplehistorical examplésin
fact far from simpe and innocent:

1 The existence of the mortgage books themselves shows that the government was a
crucial plyer as well This wasot just true in an administrative sendaut also in a
legal sense as the Frisignvernmentenactedthe (Roman)jaw, ensured property
rights and could enfare contracts like those in the abovementioniedoks. e
example: m 1580 the former &tholic lers were ousted byrBtestant
revolutionaries wio not only seizeathurch lands and declared thetime property of
the governmentbut also ordained that charginigterest was legal.

1 When it comes to aefinition of moneyitisusefult o di st i nguinmedns bet we
of exchange a n ‘dheanshoiepaymemfvith the means of exchange enabling legal
(1) transactionswhile the means of paymenmtot only settlestransactionsbut also

' Emitting and accepting a debt to finance the purchase of wais common practice in this ara#this time
See Annex |.

* For instance Jan Ryencksz. and Tyemeck Oebeledr., Tresoar, 9 Feb. 1623. In those -daptraepowere
cal l ed ' r eTvesoard MhydeR2.. See



debtsor interestarising out of the initial tragactionenabled by a means of exchange
(about thisdistinction:Van der Lecq, 199®. 19.%

1 It also shows thaat that time in this particular area anyoweh o w asa debibrn
i.e. had a good reputatigtouldemi debt s as ‘' exc heasrapgik money
(Nijboer, 2007)while occasionallyaccepting a debt from somebody elseuld be a
means of payment. Thiseans thathe renownedproblem ofthe’ d ou b | e
coi nci de nahichadcordmg tadeas dnexogenousmoneygave rise to
the devebpment ofcurrency had (and hasa more efficient solution thasilver or
copper commodity moneyour reputation was your credit car@ee also Nikolov,

2012. Remarkably, the large majority of the contracts in the mortgage books are
between couples (sekelow) fromdifferentvillages, which probably meant that
additional ‘ tSeelasdAnnemibh s needed

1 Thisalsomeans that the ‘doubl e c-dassicali dence of
economists use to explain the histalagenesis of monefPraet, 2012is wantingor
is in facttotally wrong especiallywhen we take into account that this parable states
that barter preceded trade, which is hthe case (Graeber, 2009

1 The fact thaemitting exchange moneis still very importantto (temporarily) finarce
transactions between companié€think of many trillions, see belovalso shows that
ECBeconomist’! ho st ate t hat ‘rmotbedeatéedpbpeadnomicmon ey
agents, are more than a little wrol&CB, 2012 emphasis added

“The concept of moneary liquidity attempts to capture the ability of economic agents
to settle their transactions using monen asset the agents cannot create
themselvesMoney is typically seen as the asset which, first, can be transformed into
consumption without incunnig transaction costs, and second, has an exchange value
that is not subject to uncertainty in nominal terms, rendering it the most liquid asset
in the economy. Strictly speaking, these characteristics apply only to currency. The
guestion of which other asts can be defined as money depends on the degree of
substitutability between currency and these other assets. In practice, the definition of
money in an economy generally includes those other assets which can be easily
converted into currency

Surprisinglyand despite such statementECBstatisticson money creatiorare based
upon the idea that economic agentancreate moneyand even legal tenddisee
section ¢ —although the government of coursdefines legal tender and chartetise
companiesallowed to create it

1 It alsoshowsthat the subtitle of this articlés not an example of politidglcorrect
third wave feminisn+but an accurate description of many lendeorrower relations
in the Netherlands of theseventeenth century. In this highmoneised and
commercialied highmortality societyproperty, including’ r e ¢ e | wasinitHee s
case of married peoplmvariably and with good reasatefinedas thelegal
responsibility of the couple and not thedividual. Your spous@as an important
‘ cl calt esincahe br she inherited the propertyth the exception othe amount
due to the children)Atobacco brand whiclistill exissin the Netherlands)Van Nelle

8 Coinsand a coins based monetary systefrcourse existed in this periodhe relation between the system
of transactions and thigpayment moneyhas, however, to wait. One might consult Dehing, 2Gd2)et an
idea of the complexities and the importance of virtual money in early modern societies



“daughter of the widow ’, traces its roots t@xactlysuch a situatiorwhile the cofee
brand ‘' Douwe Egbert s’ a(Nipaer 2007yfe@d t hr ough
discussion ofhe views ofsome classicalo®mnomists on this We emphasise this to
show that at that time, asowadays, family structures influenced money growth.

1 And, finaly, it shows thaalthoughpresent daybanksno doubt havesomeuseful
purposesalternative solutions are sometinsegpossible.

b. Receivables and payables on the balance sheets of Dutch multinationals

Thisemitting of exchange monag still very important b (temporarily) finance transactions
between companies. Companies of course still useviirg same kind of technique to

enable transactions as seventeenth century Frisians: almost alléotapany transactions

are initially f i nlkythedeltenutyedbytheboyeriandadcépedby, 1 . e
the seller. Table 1 shows that the value of
of nine companies listed at the Amsterdam Stock Exchange, with a combined turnover which

is almost as large ase GDP of the Netherlands, were about 20% of total turnover, a value
which, if anything,ricreased after 2007. The data frdtre different companies are not

entirely comparable in an accounting sensat comparability is good enougb emphasis

the pont that economic agents stdéimit their own monies-and atno trivial amount For

the entire Eurozone economy and taking into account that turnover is a flow while the

balance sheet shows stocksigtbout trillions.



Table 1. Turnover in millions anelceivables and payaldeas a percentage of turnover from
nine listed Dutch companies, 2007 and 2011. Source: Annual Reports.

Turnover, As a % of
Millions turnover
Receivables | Payables |l Receivables | Payables
year 2007 2011 2007 2007 2011 2011

Aegon 39.271 29.159 17 37 20 50
Ahold 28.152(  30.000 3 8 3 9
Arcelor
Mittal 96.293 93.973 10 15 7 19
Heineken 12.564 17.123 15 22 18 37
Randstad 9.197 16.200 17 15 34 27
Shell 355.782| 347.339 21 21 22 23
Unilever 40.187| 46.467 10 20 11 27
ASML 5.651 3.800 16 8 11 5
| Total | 587.097| 584061 | 17| 20| | 18| 24|
Moneyas a means ofexchangg i nj ect ed’ i nto theamoengnomy.

either. However,in this caseas h seventeenth century Frieslanidis not the central bank
which does this (which, in seventeenth centurieBland, clearly did not existaBks didnot
actuallyexistthen). Companiesre doingit all by themselves although there is of cotse

extensive legislation which backs the value of the receivablespressed in legal tender

C.

The ECB monetary statistics

The same basic process is observable in the monetary statistics of the ECB, which uses a

flow-of-funds systento estimate moneythoughrestricted to legal tenderlt shows how, in

a modern fiat money economy, banks can not only create a means of exchangkso the

means of paymenthough to do thithey need the assistance of a borrow&nd, of course,

a legal barter issuedyy the state A lorrower can, when the Monetaryifancial Iristitutions

with such a charteacceptthe debthe or she or a couple emitgreate legal tenderAnd

althoughin the case of borrowing fdrouse purchase the house is stifillateral, as wathe

case with the seventeenth century mill, your reputation (having a tedyob, for instance,

or not being a Greek compangr being part of a coup)estill counts®*
How does the ECB estimate these data@riz month, the European Central Bank

publishes d&a on money growth which, coeptually, are founded upon thesdeas Bé Duc

and le Breton2009). And they perhaps inconspicuoustylead the wayfor another

def i niti on hodjh the BOBrofficially focuses omBNhoney and has an ¥4

money gowth targetwhich implicitly defines money in a rather monetarist way, i.e.

% One of the reasons behind the risedrices of Dutch houses in the nineties is a change in lending behavior of
banks who in the case of couples increasingly accepted the income of the women as collateral for the loan.



disconnected from debts and collatera#s ECBtudy explaining the flovef-fund statistics
of the ECB state®€ Duc and le Breton, 2009

“Flowof-funds statistics are naturelé NBf SO yiG G2 GKS lFylfteara 2
YFGOSNEE FT2N) SO2y2YAO0 YR LINAOS RS@OSt2LIVSyda
comprehensive assessment of the liquidity situation based on information on the components

and counterparts of thenonetary aggregate M3 (in particular, loans to the private sector).

This entails in particular close monitoring of the interdependencies between M3 and its
counterparts on the consolidated balance sheet of the MFI sector, in order to assess whether
variations in the holding of liquidity are driven by portfolio shifts between money and other
FAYLFYOALT dasSia 2N oe& ONBRAG INRBHGKI @gKAOK
it provides an insight into the importance of portfolio shifts betweeamay and

nonmonetary financial assets. Second, it offers information on the sources of financing of the
nonfinancial private sector, i.e. whether financing is obtained through a moresting

expansion of bank credit or from other sources

The pointbeing made is thamoney isnot definedas some kind ofaluablegood butin
relation to institutional sectorgo the purpose of lendings well as in relation to other
assets. | n s t, aggrdgateldfinitian of nmoaely weoget an array of different
kinds of assets, emitted and received by different sectors of the econénaythe wayin
which and the reasorwhy these assets, including money, areated can influence the
economic situation decisive{fBorio, 2012)Thisin turn shows that moneygannot only be
defined in an edogenous and institutionalay—it alreadyis defined and even estimated in
this way(at least wherit comesto legal tenderalthough business accountants of course
track receivables and payables as a matter of routifaple2 shows how this works:

Tabel 2. The ‘1l oans as wel | as substitution
accounting methodology of the ECB

Assets of the MFI s Liabilities of the

MF1 ' s

4.1 Credit to general government 3,407 | 1.3 Curr@cy, deposits 5,093

4.2 (1) Credit to Households 5,234 | 1.6 Longer term deposits 8,969

4.2 (2) Credit to Companies 4,643 | 1.11 Marketable instruments 828

4.2 (3) Credit, other 1,062 |2. Hoiéings against government 278

5. Net external assets %63 | 3. ‘Longer ter m63xavings'’
6. Other 241

P. M:evial uati ons 4266 . '
Total 21.974 21.974

Source: ECB press release 28 November 20@8etary developments in the Euro area,
October 2012



Theliabilities side of a dance sheetssentiallydoes not show debts or equity, bthe past
(wheredid the moneywealth come fromwhich was used to finance the assgtghile the
asset side shows the present (in which iteisthe moneywealth invested). Tie liability side
herei.e. shows how much moneyascreated(in the past!) in exchange for trdebt which
the MFE(at present)yown, t h e ‘ rpesv(aotincladed imthe ECB press releages)
actuallythe counterpart ofdebt freemoney (debt freefor instance due to abankruptcy
whichhasled to writing of a debbwned by arMFlas well as revaluations and the ke

According to the ECB, posts 1.3, 1.6 and 1.11aseg et h emo n eoyMB a d
money. This is open tdiscussion: according the Austrian definition of money, post 2.
should also be defineds money & valid point in our opinior) whereassome of the longer
term financial assets in 1.6 should be subtractechih—not a goodidea, considering
rampant substitution between these ptsspost 2008° But regardless of thiswhena
household or a companyréhe government borrows from alFIl, newmoney becomes
availableasthe MFI has the right to create this money. So, whenevbousehold borrows
from an MFI, for instance to buy a heey it emits a debt which shows up‘th2: credit to
household& But it also shows up d.3: currency, deposit¢even thought hasalready
beenpaid toa building companynless this company transfers tlmoney 0 a savings
account however that will not change the totals of the balance sh&efThisshows how,
according to the ECRans lead to depositdt is of course possible that the former owner of
the house puts the money in a longerm savings account: that woutdean that 1.3 will
diminish while 3.will increaselt can also occur that longer term savings are changed into
‘ de p o s i:substitotiomleads to deposits. Together these changes lead, according to
the methodology of the ECB, to changes in the amount of money:

(A1.3+A1.6+A1.-(1A2+ 3)( AMhiAGH Af69r Oct ober 2012

(68+32+12) = (7+19+44}32-12)

Thisshows that monew-3 growth was mainly due to substitution plus an increase in net
foreign assets by the bankand notdue tolending! This system is not beyond criticism. For
one thing the data are based upon end of month balance sheet data fromEi&which
meanstheys h o w flows antd hot gross flows. In additipconsiderabledebts on these
balance sheets were securitisadd sold to noAMFI banks (Special Purpogehicles)As

this was not entirely systematically recorded up to June 2@1i6,means thathe actual

flow of credit was possibly understateg to that period(ECB, 2012 A, 17273) And it

leaves out nationadl i f f e Mera an¢hss in. Annex IA more generaview of money
creation is shown by table &learly, an increase in money in thev a’wflthie Bank does

not automatically translate into more M money ‘financial capitdlis anold Bundesbank
phrase for longer term savings accoums the interest rate on short term government debt
is, at the moment, very low it is also not excluded that this will start to function as a kind of
M-3 money.Also, at this momentgovernments in the Eurozone as well as the USA
government are at this moment drawing down financial capital becafisending

constraints and debt ceilings, there is an additional reason to reclassify government financial
capital as M3 money.

®About the Austrian ‘true money supply’ as well as
http://blogs.forbes.com/michaelpollaro/austriamoneysupply/

S
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Table 3. The relation between different money creators and money acceptors

Holders
Originators Government Banks Private sector
Name Kind of money |Financial capital |Reserves M-3 money| Financial capital
Government: Coins Al F1 A3, E1 Ab, Bl A7, D1
Central banks: Banknotes A2,F2 A4, E2 A7, B2 A8, D2
Bank reserves A5, E3

Banks: Deposit money |C1,F3 Cc2 CSHBS C4, D3
Government: short term debt H1 v H3

To increase C3 the private
e el sector has to borrow from
B:M-3money  =sum(b1:b3) the banks. This money can

be used to buy B1 or B2 from
the banks. Banks have to
buy B1/A6 or B2/A7 from the
government/central bank

C: deposit money =sum(cl:c4)
E: bank reserves =sum(el:e3)
D: financial capital, private sector =sum(D1:D3)
F: financial capital, government  =sum(F1:F3)

4.3. Money as a changing technology

Money has been describedbove as notbeings o me ki n d, bub &s a‘kigdoal d ’
‘agr e detveaentparties. Of course, as thoparties change all the timanoney has to
chang as well This can be showhy examples from Dutch monetary histaityat not only
showthat money changedut alsothat monetary inventions changsocietyas well We will
start with the estabbhment of Kaapstad (Capeown) in 1652 a refreshment post
establishedmany thousands of kilometeefrom the Netherlands by a private company, the
famous Vereenigde Oostindische Compagnie (M@h wasalsothe largest customer of
the renownedAmsted a m * Wi s lauddd byaAdakn’ Smiff In December 1651 Jan na
Riebeeck, a captain employed by th®© l ef t Amsterdam headed
esperana, with the express purpose of establishng an outpost wvhere food and
refreshmentscould be producedor the VOC trading/pirate shipsThe beginning of his

Cc a p ts g stbo fascinatingnot to quote at the same timeit is highly relevantto this
narrative

Saturday 30th December 1631

A strongwesterly wind. Tha K Dioinnedari§iurns out to be toainseaworthy to be able
to raisesail withoutrunning into great difficulties. For that reason | have summoned the
captains ofPen ReijggiandWopet 6 2 F NR (G2 O2yFSNJ gAUOK (GKSY

*®This is clearly not meant as a history of money. The purpose is to show that money changes all the time and
changes socigtwith it, M-pesa being a more recent example. These changes are an essence of money.
“ This piece has been translated by Maggie Dundas
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other officers were also asked to give their advice. They said theytevebdy concerned

about putting to sea because, if we were to run agroandhe lee shorgt would be

impossible to free the boat arfteaving towould be no remedy against a battering of waves

in rough seas. After proper consultation and serious consideratizas unanmously

decided in the interest of the noble Company that as we could make little headway by laying
anchor, we should search for a harbour on the English coast with the three ships and there

02f a0SNJ 1KS W5 N2 Y Y SaRd td\dave Fronptikre viith &l bpeddd 2 G adG2y S
pursue our destination.

¢Kdza AlG ¢6la NBaz2ft SR T2NJ 6KS &aKALI KS W5NRYY

JOHAN VAN RIEBEE®GE]L
DAVIT CONINCK.

JAN HOOCHSAET.
SYMEN TURVER.

P. v. HELM, Secrets.

Romanticasthis is- this businesslecision ould not have been writtelown if it had not

been for a financial innovationthe stock exchangefhe VOCwas' | i st ed company’
1600, shares were nothingew. Many enterprises, specificallythe riskybusiness of

shipping were financed by people who too& share in the enterprise. These shares could be
inherited and, sometimes, sold. But the liquidity of Heeshares walimited which often

meant that such companieswe' | i qui dat ed’ aftensomentimegDelinger al s e
and' t Ha r. The high 9g@idity of VOC shareswevere na bl ed t hee VOC t o
f o r eMhis was not supposed to be the casdé@nthe VOC was established in 1682a

kind of merger betveen already existing companieswasonly expectedto exist fa several

decades instead of the two centes it actually existedA n d t h e’ could acy Hawee k

been written if this company had not bedisted and had not beeableto useits' vi r t ual
immortality to finance rather long term and expensive operaspsuch asnaintainingtheir

own army or evera colonyat Cabo de Boa Esperanzand (indirectlyusingcredit from the

new, governmenbwned Amsterdam Wisselbank to dm (Dehing, 2012)Thisshows the

direct connection between the Van Riebeeck expeditemtrepreneurial discovery and a

financial innovationMoneyw a s m’evolut@naryconsequencef’ f rmar&ets as stated

in the neaclassical money parabl®arkets were aevolutionary consequence of monies

and monetary innovatiofi® Financial innovatio changed the coursef diistory, enabledhe

rise d wage labouya labour class the Marxist sense (i.@n the strictest senseverybody

earning a wage, including tapanagers) and led to a financial sector that at the moment

accounts fora whoppingabout 8% of GDRtis hardtose¢ h at a $ouse acommanl| * |,
economic metaphoaboutmoney. Money is not a veil. ik a tooland just like fire, the
wheel,knives, the spinning wheahd other spinningnachines domesticated cattle or the

integrated circuitwe keep changingnd mprovingit, which enables us to change our

destiny. And sometimes our destination.

®The classical example is of course the Agora, or the market place, which became the centre of city life instead

of the palace, quite soon after king Croesus (or somghmehr him) started to combine the already long

existing bookkeeping ‘unit of account’ with standardi
parable.



The connection with the stock exchange was not the only de&pancial
characteristioof the VOCIt was beyond all doubt a profit seeking enterprigalk of an
entirely financial variable enabled bt not preceding the growth of a monetary system!
And the VOC wathiough activen the slave trade, in an orgaatsonal sensdased upon
wage labourlike profit, an institution which did not exidiefore the advent of monegnd
which enabled a totajl different kind of econom(Van Rossum, 2011y this caseit wasa
red blooded multinational witlits own army, cities and colonieshichtraded, taking due
recourse to violence and/or debt peonage when needeilh Japanpresentdayindonesia,
India,and Sri lankato name only a few of the areas where its possessions were locaesd.
Breman, 2010, ohow the VOGntroduced coffee irthe Preanger arealava and, after a few
years of highly successful ‘“free trade’ took
peonage to drive prices down and slowly changed the Preangertig@ide into a kind of
Soviet blkhozif not a gulagAnd yes: purely financial variables like profit, debterestand
money exchange played their role fostering thesalevelopmentan what would be the
most importantcoffee production arein the worldfor a considerable length of time
Monetary innovation is revolutionary force.

However, moderDutchmoney, including the new, stabldeposit moneyof the
Exchange bank of Amsterdaandthe literal* e x port qual i ty’ coins min
seventeenth cetury Dutch mints (Dehing, 201Bgd its limits. The settleat* Cab o de Bo a
E s p a r veme zheohically short of fwd and even had to resotd hunting andgathering—
Robben island (i.e. akisland) got its name for a reasétiThey also tried to trade with the
indigenous people they encountered, the San hurgatherers andhe Khoinomadic cattle
farmers.Dutch money did not work in these cas®§ he San occasionally worked for the
Dutch ®ttlers—but had to be paid with food, gin and tobacco as they had no use for metal
coins or items-not even the copper rings valued by many other tribEke settlers also
guite desperately wanted to buy cattle from tm®madicKhoi but had to barter hese
against copper wire and copper ringghichrapidly lost exchange value, tiesenomadic
farmers did not havermexchangeconomybased upon a unit of accouand used these
variablerings for adornmenas well as a store of value and prestigebaco did retain
value, but was in short supply among the Dutch. Itb@dl bater sincetrade, in my
definition, presupposga price system, i.e. a system in which a number of goods and
services have more or less stable prinesinated in aunit of accounthat itself is a non
stable pice which fluctuates each timelative prices change between any set of goods or
services Thisenables indirect tradelt alsoenables profinominated inthis unit of account,
as well as the rise of a class of wage lab®réhisdoesnot seem to have existed among the
San and the Khoi.\Eery transaction was individual (to the chagaf the Dutch, who
continuouslycomplaned about the timetitook to barter for two or three cattle at a time
instead ofthe twenty which wele availabl¢. Comparable stories can be told about the West
African trade othe Dutch merchants. Despite their own rather sophisticated monetary
system gold (not a monetary metain Africa) slaves and ivory had to be bought with

®Based upon an analysis of the recor dpublishédby Tamap:deeds o
http://www.tanap.net/content/activities/documents/resolutions Cape of Good Hope/index.htm

®The earliest account, dating fron617 3, shows San (“Hottentot”) people be
work and paid in ‘“arrack’ (booze), rice and tobacco.
given to European farmhands, but .Bedidessttesevabourers gldveso pai d
are also mentioned, as well as a promised 'merry day’

use of textiles and the like to pay boarding labour in Groningen see Paping (1996) and for Scotland the study of
Gibson and Smout, 1995.


http://www.tanap.net/content/activities/documents/resolutions_Cape_of_Good_Hope/index.htm

copper,textiles, riflesand gunpowderwhich by the way explains why some Dutch
gunpowder producers started to expand into the Wégtican trades. Mdern noney
clearlyonly hasuse value in thenonetary societyt belongs to Andalthough the settlers at
Cabo the Boa Esparanda sell their products to passing Dutch (and in times of peace also
English and Spanish) shipstime many of the original settlers would increasinggcome a
kind of nomadic farmethemselve t he ‘ Boer en’ alhbéughtpiomae ‘' Boer wa/
inventories—themselves a kind of balance sheet and therewith a monetary inversbiow
that bDRRezea i d not c¢ o mmphvath teelmonetarg ecenomiyh ei r c o
(Fourie and Uys, 2012).

The pointbeen made here is thahoney is a technology. Andf i niamecowaati on’
nothing new: monetaryechnology-and therewith monies changes all the time. And
societies change with it. Monies are, in a sense, a function of the society in which they are
usedand vice versafny definition and estimatiof monies (and debts) has to tak@s
intoaccoun-money is ‘path dEpeéayesntmomnmyeewselnd eno
functioned onehundred years age and vice versavending machines accept plastic, not
gold.

4.4 Modern) noney as a creatioof the state

Another aspect omodernmoneyhas to be highlightedparticularlywhere the Euro is

concerned People and norfinancial companies create monby accepting and emitting

debts. But when these debts are accepted (pyivate)MFlsthe money createds’ | e g a |

t e n dAmd légal tender isby definition,a desigrof the gate. It is difficult to overrate the
influence of the state, i nRrectlydhestajeadcste cent r a
only legal tender as thmeans of extinguishing taetits. And itis the state whicltharters
theMFsandal | ows t hem t o -ewhile the bankérd ehgmathekcenteah d e r ’
bank, endows them with reserves which are nominated in legal terlder more indirect

waythe state forcesr at least coecespeople to use legal tender in economic contradie

guote Paul DavidsonSirice all production and exchange activities are organized by legal
monetary contracts between the buyers and selferéhen money is that thing that the

State determines dibarges all contractual obligationd* Thisbrings us to the relation

between money and the stateor the monetary systemviodern money is supposed to be

‘“a cr eat i o Butwefcanhobasilydedcrde tlee’ Euro in this wayncea euro-state
doesnot exist(yet). The Euro is ereation of anumber of states-which makes it different?

31Withtheexceptionot he ‘state’ this closely resMundyl es t he
Rothbartwh i ch e x c | ud e s, quotdacdrcemmgntet! upahy MiehgelPollaro:

“money is the general medium of elxange, the thing that all other goods and services are traded
for, the final payment for such goods and services on the magk¥tOf grimary import, a point that
camot be overemphasized is the requirement that for a thing to be money it MUST servd-ddAhe
means of payment in all transactionB other words, it must be the thing which FULLY extinguishes
the debt incurred in a transactidh http://blogs.fobes.com/michaelpollaro/monayipplymetrics
the-austriantake/. The difference with the definition used in this article will be clearewh debt is

not fully extinguished somethingibtcan serve as exchange moneg transaction based definition
which is moréAustriari than the Austria one.

% http://www.eurotreaties.com/maastrichtec.pdf
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We will have to go into moreletail to show the differencedherelation between the ME
and the state §ndremember that the shares of the E@B: owned by the Ebtates) is aptly
described by the national accounting guidelindse ESA 98efine theguidelinethe MFEas
follows (emphasis added}®

2.41 . The financial corporations sector is subdivided into fivaettors:

a) the central bank (S.121);

b) other monetary financial institutions (S.122);

c) otherfinancial intermediaries, with the exceptioningurance corporations and pension
funds (S.123);

d) financial auxiliaries (S.124);

e) insurance corporations and pension funds (S.125).

The other monetgy financial institutions sulector is regarded as equivalent to the other
depository corporations sufector as defined ithe 1993 SNA 4.881 ® ¢ thédeffition of
the other monetary financial institions subseO (i 2 NJnt¥nded to covethose financial
intermediaries through which the effects of the monetary policy of the central bank are
transmitted to the other entities of the economythe oher depository corporations sub
sector is defined in the 1993 SNA with reference to measures of broad ribeegombined
sub-sectors S.121 and S.122 coincide with the monetary financial institutionstatistical
purposes asefined by the EMI

SourceESA 1995

The ESA 1995 wasitten to enable the measurement of, among othéirigs, money or in

fact legal tenderToestimae ‘ br oad ’'| e(gd) iteprdvedidecessary to

demarcate a MFlsectorconsisting of th©O Sy 4G NI £ o6 y{ & §his shovicBowd 2 (i K S N
the government conducts monetary policch 8 o t shaee desdilded as financial

intermediaries used to transmé monetary policy whiclis government monetary policas

the central bank is a creation of the state aaflhough indegndent, has to pursue goals

which are in the end set by this government. And monetary policy is not juesesttpolicy.
Atadeeperleveh centr al bank has t o edao ndwhmati envt eari ni t
t e n dTeerpfoblem for the state is howo disseminate this currengyvhich it uses to

define tax debtsAnd it uses the monetary system, defined above, to solve this problem. This
systemcanbe viewed as dwo-tiered system. It consistof a central bankESA sector S.121

the only individualcompany with itown sector in the national accountdhd‘ o t MFs'r

(sector S.122yhich function, wherthey create legal tender, dganches of the central bank

in the sene that they lend and creatmoney defined by this central banko be allowedd

do this, banks need reserves which are lsoit out, but serveas collateraind can be

borrowed from the central bankhich creates it: it is the bank of bankie money created

thiswayi s ¢ o upublie@ndonelytibrough thepossibility ofunlimited 1:1 conversion of

bank depositof households and companies, which are created leyNtFE, into banknotes

(issued by the central bank) as wellasthr ol e of t hlenderefmoneyal bank ¢

% Extensive study of at least some of these (unusually boring) protocols should be required for all students of
economics.



designedbythsa t at e’ o0 bahkaasetonlyralbwseato dreate Eur® when thei
reserves also consist of EgtdBanks therefore nee@serves and can obtain these @t
price) from the central banlReserves nominated in legal tender do hawethe role

ascribed to them in economic textbooks, i.e.playg a r ol e in the ‘money
more importantlyserve todefinelegal tenderContrary to newspaper headens , ‘* monet ar
p ol i cyjustinterest rate golicy-it is also (and even mainlthe creation ad

dissemination of legal tendefo gate it more simply the state has outsourced legal tender
creationbut still ties this to (more or less freely available) legal tender reseiives.
guestion is whethen state controls this system. Normally this is supposed to be the case:
central bankslo not go broke and are in fact the onlyS Nséctor(government, households,
non-financid companies, MB| Central banksyhich never experiencdgjuidity or solvency
problems inafinancial cris (Bin Ibrahim, 2012Du h hiht.. s t he owedty econom
which canprint its own legal tenderThe present Eurozone situation wever, rather
complex and requires more explanatidhis open to discussionf t he Eur ozone i s
sover ei g nEurpzone stae canin@inlytddfiree but also grlaranteeand maintain
the currencyand disseminate it in a way which enhances or at least does not hamper
prosperity.

According to Bindseil and Winkler (2012), ttésbe the caseln the system
explained aboveMFE can create privatéegal tenderdeposts ex nihiloby providing loans to
borrowers(Bindseil (2004), Holmes (1969), Lavoie (1985))eBuihilod o es nonb mean
rules. Central Baks arechartered by governmentand these charters typically contain
broadly described goals for monetary pyli goals which the central banks translate into
policy as w# as explicit rules for MEJ among other things for reservé&here applicable,
banks have to fulfill minimum reserve requirements by maintaining a certain amount of
reserves, set by the centrhank, at their central bank averaged over a certain maintenance
period based on specifiiabilities (reserve regirement). Not complying means severe
punitive measure$ECB/200/7)So, banks have to do everything to obtain these reserves
when they havea $hortage—which neans that money creation by Mideensto be heldon
a leash by the central bardnd thus the governmenBut thesituation is more complicated.
In the end, the central bank will provide the banks, at a price set by the central bahk, wi
any reserves the bank needshe leash ighereforeflexible. The central bank has to provide
these reservesor a reason. Normally, banks in need of short term funds or reserves borrow
from other banks, against a rate called the interbank interest rsghich is set by the central
bank. When this is not pokde, they have to borrow fromhie central bank. To maintain the
target for the interbank interest rate, central banks in advanced economies initially (pre
financial crisis) provided reserves elaalig”®, matching supply with demand (Bindseil &
Seitz (2001)), since failing to do so would put upward (downward) pressure on the interbank
rate in the case of a shortage (excess) of reserves. (Fullwiler (2004), Lavoie (2010)).
Sometimes, banks can of coarsave excess short termrids available. These can be l¢ot
other banks or to the central bank (which has to accept these). When the central banks
began paying irrest on excess reserves this providefloor for the interbank raté> When
banks can gethis interest by lending the money to the central bank, they will charge other

% Central lanks wold forecast demand foeserves and supply them based on the forecast. The Fed did this
through open market operations, the ECB through fixed allotment refinancing operations.

* The fact that the effective Fed Funds Rate has been lower than the intietest Pecess reserves is (mostly)

due to the fact that institutions like GSEs, who participate in the Fed Funds Market, are not eligible for interest
on excess reservddarket monetarists see this measure as a quite extreme kind of monetary tightening and
advocate negative rates, like in Sweden (Christiansen, 2011).



banks a price which is at least that high. Now, a central bank can maintain a target interbank
rate while oversupplying reserves, by setting the ingtngaid on excess reserwequivalent
to the target rate. Be that as it mayhe main takeaway is that the creation of private
money is not reserve constraineihce central banks provide those reserves elastically to
maintain a target interbank rate. In other words, thecausgli of t he * money mul
from private moneyto reserves and not vice verg@arpenter & Demiralp. (2010), Goodhart
(2007)) When banks need reserveghey can alwgs get them, albeit at a priceuBthe
other side of these Eumoisthat a centralbank can oversupply reservesgithout this
necessarily leading to an increase in private moli&yhen borowers do notwant to
borrow or if the debtdhese borrowers emit to finance, for instance, the buying of a mill
aren’t acc e pnomaheywilybe tréaned. And thékbanks simply lend the
reservesack to the central banwhich isobligedto accept this money

The Eurozone providesi@xample of this (gph 4.1). The white line shoves
average, GDP weighted interest rate for 2 yeaoZane bonds of different EZ countries
Thisis not an offtial target, as the EGfant control itin any direct wayThe rate directly
controlledby thebankis the EONIA rate, which almost by defmitis somewhere between
the upper and lower bangdhown The ECB however wants to influence interest satatside
the financial sector and in this sense tgear Eurozone bonds/erage shown can be
considered to be some kinddirecttarget, which issupposed to besomewherebetween
the upper and lower interest rates setbythe EGB. s out si de the corrido
‘ mo n etrarsmigsiorchannel canbe supposed to be brokeWhich meanghat it
increases too muchk the ECBhot de jure butde factoforcedto adaptthe amount of money
or to talk the rate down. fie famous LTRO and OMT operatiotearly didthe job, albeit in
different ways®’

% Large scale asset purchases (LSAP) by central banks in response to the financial crisis did not lead to a large
increase in private money, which would be expected based on a casual irtterpoétidne money muiplier.

Nor did theliquidity providing measures of the ECB. And neither did the LSAP of the Bank of Japan prior to the
financial <c¢crisis. Now, one ¢ an (Ghestiahsan, 2011Wamaintaih he &é mone
that the monetarist money multiplier idea gets the causality fundamentally wrong

¥ The OMT will of course be a classic textbook example of managing expectations. Markets will test it,

however.



Graph 4.1 The need to control the interest rate prevents the central bank from controlling
the stock of money
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This can be explained withsupply and demand graphtroduced by Paul Krugmg2012)

(graph 4.2)Pont A shows a stylexd version othe Eurozone situation in 2010. The rgeal

rate is 175 basis pointbank demand for money is 7 trilliorlowever, banks panic and the
interest rates start to rise (the ‘“control I
increase the amount of money it had to raiseesin 2011 (point B in 4.2). Whéime

economic situationdeteror at ed ‘prharnkeét fdirsceid t heo ECB t o |
increase the amount of meey via the VLTRO operation &lyout 1 trillion Eurpwhich made
rates decreasépoint C). Thesubsequen©OMT is of course highly interesting as, at the
moment of writing, no governmentdnds have been purchased while the weighteerage
interest hasdeclined. This time Mr. Draghimanagedywith hisalreadyh i st or i c al
t a k e s’ whatepoliical leaders and summit after summit failed to accomplish push
down the demandine.

wh a



Graph 4.2Demand, supply and interest rates fordgamoney in Europe, 2052011
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However,he Eurozone is also a perfect exampl e

might not always work, in a currency zone which consists of differenbmatates instead

of one.After the introduction of the Euro interest ratelfferencesin government bonds
rapidlydisappearedThis, in combination with rather restrictive ecaniz policies in some
states andexpansive policies in other states led to i@tal economic booms (southern
Europe) and slumps (Germany and to an extent Italy) and a flow of capital from the-slump
countries to the periphery® This contributed taurrent account imbalances and a builg

of inter-Eurozone debts which were implicitiparanteed by governments. After 2008, a
combination of outflows of privateapital coincided with a bust ihe (building) booms and

a sharp and sudden deterioration of government finances wiiak causedo a

considerable extent bgreditorsbailing od and bankghat hadfinanced the boomsnterest
rate differentialsrapidly increased again and not just interest aten government bonds.
Graph 4.3hows that interest differentials for los to companies increased as walhighly
undesirable situatin and a clear sign of monetary tighteniimga severe financial crisis
(mortgage loans and larger loans as well as loans with a longer maturity basically show the
same pattern: differences are about as large as before the introduction of the.Euro)

% Remember that though Spain experienced a rapidly deterioratirgent account, Spanish exports increased
faster than German exports in this peridtaly exported a lot of capital on a gross basis.

o f



Graph 4.3(other loans, new contracts, maturity one year or less,-financial companies,
less than 1 million Euro)
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Inter-Eurozonencometransfers were far too small to accommodate thest 2008outflow

of private capitalfrom the periphery countries andentral banks had to provide hundreds of
billions of credit via a kind of overdraft facilitfhe problem is of course that money left
these countries- but debts stayed behindlhiswas and is a large problem. Loans create
deposits—it is asort of madter/anti matter relationship. But there is an important
asymmetry between loans and deposits. Loans are identified, have a maturityend a
coupled to a debtor Wwo cannottransfer these loans at will. Depositoney ishowever, as

we all know,much more liquid Money left the countrieggraph 3.2} debts stayed behind
(graph 4.4. Graph 4.4 shows mortgage debt in Ireland, the green liwevs debt originally
financed by MHE which was, therewith, money creating debt. The difference between the
green and the purple line shows the amount of mortgagetdetanced by already existing
money, i.e. for instangdy pension funds using pension savings to do this. Clearly, during
the bust the amount of debt declines much more slowly than the amount of money in graph
3.2 while the opposite wasue during the lmom! And remember thatrelandhas about 4
million inhabitants..



Graph 4.4 Mortgage debts of Irish residentsllions
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Sources: Irish financial sector accounts,
http://www.cso.ie/en/media/csoie/releasesphlications/documents/economy/2011/isanonf
infin2011.pdf Irish monthly financial bulletin, Irish money and banking statistics October
2012, http://www.centralbank.ie/polstatsktats/cmab/Pages/releases.aspx

Thissituation—one currency, multiple countrigdoose money, sticky debtdhas

implicatons for thecentral bank in its function dender of last resort (LOLR)e. the lender
who can solve liquidity problems of eithéhe government or the banking system and
therewith can guarantee the smooth working of the paymeystem and therewith the use
valueof the currency as a means @kchange angpayment Theoretically, a central bank can
bail out the government, and/or # bankgor even householdsgt will. The central bank can
purchaseexisting (!)government securities by adding reserves, without tiesessarily
influencing private money through a bank lenglichannelBorio & Disyatat (2009)n a
depressed economyhe money stays within the financial systeiihis makes a central bank
the ideal party to act as a lender of last resort for governments, since it can, in principle, set
the interest rate on government debt and make it a fisde asset” To state thisn amore
down to earthway. the ECB has all the means (including the fomgalt to do so) to buy
Greek government debt on the secondary marteinfluence the interest rate on Greek
debt. It doesnot do this however sincethe ECB is bound to rules andaisionsThe

%n the sense that it carries a 0% risk of default.


http://www.cso.ie/en/media/csoie/releasespublications/documents/economy/2011/isanonfinfin2011.pdf
http://www.cso.ie/en/media/csoie/releasespublications/documents/economy/2011/isanonfinfin2011.pdf
http://www.centralbank.ie/polstats/stats/cmab/Pages/releases.aspx

capacity of a central bank to function as a lender of last resort (for either banks or
governments) depends on the institutional arrangements within that system. These differ
between theFederal Bank of the).S (which is often used as thedretype of central banks)
and theSystem of European Central Banks of BueozoneAnd the question is not if the
central bank can bail out the governmenbut if it can bail out governments, plural.

To answer this questionye will examine a fiat monetry system in a flexible
exchange rate environmerga valid description for the USA as well as the Eurozone) and
investigate the consequences of the differenbetween the USA and the Eurozoioe the
‘“monetary sover @ndge ang Widkr, 2042) e defin¢ theydegree of
monetary sovereignty as the capacity of the
bank) to deal with economic shocks like a liquidity crisis, i.e. a crisis in which an economic
sector hadlifficulties in obtainingnoney throughlending. One of the most extreme cases,
that of a dual liquidity crisis involvirtbe government andhe banking system, will be
considered to estimate the capacity of the Eurozone and the U.S. twlabsch a shock and
determinethe degreeof monetary sovereigntgnd the capacity of the state to guarantee
the usability of the currency and the payment systérhe highest degree of monetary
sovereignty would be achieved if central bank and Tredtheyl reasuriesould, for all
practical purmpses, be consolidate@ee the balance sheets)



Simplified Balance Sheet Government
Assets Liabilities
Government Account at Central Bank Government Debt Securities
Other Financial Assets Other Liabilities
Real Assets

Simplified Balance Sheet CehBank

Assets Liabilities
Government Debt Securities Banknotes in Circulation
Other Assets Reserve Accounts

Government Account at Central Bank

Other Liabilities

Simplified Balance Sheet Consolidated Government

Assets Liabilities
Real Assets Banknotes in Circulation
Other Financial Assets Reserve Accounts

Government Debt Securities (in hands of
private sector)

Other Liabilities

I f the central bank and treasury can be cons
spending is financed by motagy base creation and/or government debt securities issuance

(to the private sector). The central bank creates money and lends this to the government

but this does not increasthe external debts of the consolidated balance sheet of the
governmentor the central bank. Since, in a fiat system, the monetary base is not a claim on

the assets of the consolidated government and government debt is paid in base money, the
consolidated government is unconstrained in spending as long as the monetary base is

accepted by the norgovernment sectowhen the government spends it ditherewith adds



it to M-3.%° Of course, potential inflation as a result of net government spending is a real
concern, but the government is unconstrained in the sense that it can adjustgisicay} and
governnent spending in a way to maximiprosperity Establishinghe best policy stance is
beyond the scope of thiarticle. It should however be noted that this arrangement offers
maximum flexibility to adjust policy ans thereforeassignedhe highest degree of
monetary sovereignty. Ithe case of a liquidity crissf a governmentthe central bank can
step in. Al even inthe case of a dual liquidity crisis timonetaryproblem can be solved.
However, in almost all advanced economies réhare restrictions on the capacity of
centr al banks to (directly) substitute gover
prohibitions’”). I n both the U. Bksaramwtd t he Eur
allowed topurchase government debt gorimary marketgi.e. to monetary finance new
debt) or to provide overdrafts on the accounts of the government at the central Bank.
Purchases of government debt in secondary markets are allowed. In the U.S., monetary
policy is mainly implemented througlemporary and permanent open market operations, in
the form of (reversgrepurchasing agreements (repp typically collateraled by
government debt securities or MBS, and outright purchases of government debt securities
and MBS. In the Eurozone, liquidisymainly provided through refinancing operatiaihRO,
LTRO) in the form of regacollaterlised by awide variety of debt securitiéé(Cheun et al.,
(2009), p.24)If there is no stigma attached to outright buying of government debt securities
in the seeondary market by the central bank, then, in all likelihood, the central bank will be
able to effectively set the interest rate on governmelebt if it chooses to do s®y acting
as a price settermthe secondary market for government debt securitiegffedences in
prices between primary and seiedary markets can be arbitragedvay by primary dealers
without risk, as long as theentrd b a n ¢oimmeitment to buy the government securities in
the secondary market for a fixed price is credibielnder thesearrangementswere the
governmentto face a liquidity crisis, the central bank would have the capacity to watety
mitigate the crisis. Whefmarke) yields on government debtse to unsustainalel levels,
the central bank caset yields by acting aspaice setter in the secondary market. The
central bank would effectively swap government debt securities for base money, for as long
as is needed to restore market confidence. The central bank would be unconstrained in
doing so, and eventually the resultagxcess reserves would arbitrage with short dated
government debt securities (since the commitment to convert the short dated government
debt securities to reserves is 100% credible). And, asedale, since private money
creation is not reserve consiined this process would not be inflationary through a bank
lending channein case of limited demand for loaf$

“The fact that post -2' odydsmexactybecaude thisenablesf tistinction betawden *© M
base money and ‘exchange’ money which enabl es one to
*!n the Eurozone this legal constraint is imposed by the monetary financing prohibition in 228ctd the

Treaty establishing the European Union.

*2 See alsohttp://www.ecb.int/mopo/implement/intro/html/index.en.html#operations
http://www.ecb.int/paym/coll/html/index.en.htrahd

http://www.newyorkfed.org/aboutthefed/fedpoint/fed32.html
http://www.newyorkfed.org/aboutthefed/fedpoint/fed04.html

3 Primary dealers in the U.S. are required to make a reasonable market in Treasury auctions and function as a
counterparty for Fed operations. Sk#p://www.newyorkfed.org/markets/pridealers policies.html

* Portfolio rebalancing effects could potentially have an effect on inflation. Also, through an interest rate
channel, inflation wilbe influenced. However, the central bank could choose to set rates on government debt in
such a way that it is in line with its inflation target mandate.



http://www.ecb.int/mopo/implement/intro/html/index.en.html#operations
http://www.ecb.int/paym/coll/html/index.en.html
http://www.newyorkfed.org/aboutthefed/fedpoint/fed32.html
http://www.newyorkfed.org/aboutthefed/fedpoint/fed04.html
http://www.newyorkfed.org/markets/pridealers_policies.html

These central bank operations merely constitute an assepssfgovernment
liabilities fora certain duration and yield, for central ban&dilities with overnight duration
and yield equal to th rate paid on excess reserwghich, in this case, woulde the same as
the target rate(Borio & Disyatat (2009)Both could be viewed as liabilities of a
‘“consolidated’ gov éankmegudrgnteesl thepossibilttyloe cent r al
conversionSo, under these conditions, the degree of monetary sovereignty is, for all
practical purposenly minimally diminishedince the only difference wit t higleest
degree of mon eidtlefact that io thie case prgnary dealers have to
arbitrage betweerthe primary and secondary markeBut while both the Fed and the ECB
have the authority to purchase securitiestright in the secondary market, the buying of
government debt securities isuch mae controversial in the Eurozone than it is in the
U.S® This is mainly due to theedentraligd nature of the Eurozone. Fiscal policy is largely
conducted on the level of member states and not on a federal level. The same with political
power: legitative power is still mostly in the realm of member stat€se consequences are
manifold Fiscal transfers between member states are highly controversial and often not
supported by the general public. So, current account imbalances are not (partly)
compersatedfor through fiscal transfers (in contrast to the U.S.). The result is that current
account imbalances have lei debt buildup (both public and private) between member
states.Furthermore, purchases giovernment debt by the ECB ispalitical terms a very
sensitive subjedeading to the introduction omoral hazard as long as member states who
receive supprt still have autonomy over thelsudges. This is, to an extent, remarkable as
open market policies, i.e. the buying and selling of governrbends, are one of the
traditional instruments of monetary policy. Not smymore, in the Eurozone o@ditionality
has beenntroduced, which hakada backlash on the genenabpulation of the member
statesince it constitutes a loss of sovereignty opaditical level.This is not the place for an
in-depth discussion of Eurozone political and social chg#le, but it suffices to sdkat the
ECB is much more hesitant in purchasing government debt due to political and social
constraints than the Fed heresult is that the ECB cannot act effectively as a price setter in
the national secondary market(plural, againjand its potential commitments are less
credible than those of the Fed, as long as the Eurozone is not as politically aatlyfis
integratedas the U.SSo while on papethe ECBhias the same capabilities as the Fed, due to
political and social constraints the Eurozone can be viewed as a system with a lower degree
of mondary sovereignty than the U.Since monetary and fiscal poji are not poperly
harmonisgd. To putthisinto plain languagethe Euro was created by states. However,
situations cararise in which there is a real chance that the Euro will implode or explode
unless these states agree ti@nsferringsovereigntymonetary finanang of governments,
debt relief(throughother means by accepting Target2 imbalances) or income tran$bers
in the words of Maridraghiin an interview in the Financialmeswhich mirrored the
remarks of Wynne Godley abbthe Euo in 1992 (Godley, 1992

“>While the Fed aggressively embarked on large scale asset purchases (LSAP) of Treasuries and MBS in

response to the financial crisis, the ECB mainly enlarged its balance sheet through longer term refinancing
operations (LTRO). The Securities Markets Programme (SMP), through which the ECB bought distressed
government debt of Eurozone member states, imae #s onset highly controversial. The recently announced

outright monetary transactions (OMT), which have a similar scope as the SMP, although potentially unlimited in
nature, have strict conditionality attached to them to alleviate concerns of muaed [sagnificantly, macre

economic textbooks, which are typically USA oriented, do not even mention the European view towards open

mar ket operations when these are explained and treat



OoFT Anything to add?

a5 LOQR tA1S (G2 3IAGS @& 2tRauin&n)aPolishizgaciplSgisewko hasN2 F S &
become best known for his analyses of postmodernity and consumerism. It has to do with the
fact that you don't lose sovereignty when you share it, but you actually regain it. Countries
with high debt and deficits shtwhunderstand they have lost sovereignty a long time ago

over their economic policies in a globalised world. Working together in a stalvigtyted

union actually means to regain sovereignty at a higher level.

FT They've lost it to the markets?

MD Yes. Ad sharing common rules for them actually means to regain sovereignty in a

shared way rather than pretending to have sovereignty they've lost a long tim& hgts

GKS LRAYyGDE

5. The definition of monies

This brirgs us to the definition of moniesvhatis it?NO, that ighe wrong question. The
right question is: which aspects of monies and debt are important for economic analysis?
Don’t expect a ne wseveralideasanltediscusedf Peaple areused. Bu't
to the ‘ money angs,stare ahalaenasd uoitfof aecaumtdd. Wehave
already seen that whave to differentiate between thémeans of exchangand the‘'means
of payment, while, in a modern economy, theeans of paymernis designed and
guaranteed by the statand lagelycreated by chartered MEivho are allowed to do s¢or
not) by acceptingor refusingnew private debtsAt the same time, everybody with the right
reputation can emit debts which lead to the creationesichange moneywe should not
have a definiton of money, butadefni t i o n . Adfitionalyahmking & terms of the
‘essenti al p cao putels oh theewsongptriack. iloneyeay it is used (including
accepting adé hhisthriedbchammcteristics which evolve ovend—* payabl es’
used to be hugely important in small geries but noin modern supermarketsafthough
you can use a credit card to paylso, in our present system, money has a kind of
matter/anti-matter connection with debt.

On this basiset uslook at the defintion used by the ECB. Perhapswe should say:
the definitions used by the ECB as thaeems to be some confusion. Sometimes, the ECB
seemsto define money as aaxogenousneans of payment (ECB)Z2 C; ECB, 2012 D)
which cannotbe producedoy economi ¢ agents andntowhi ch can
consumption. The monetary statistics are hewerendogenouso their core (B& Duc and le
Breton, 2009). This paradox cha resolved when we examirike definitionsmore closely
The first, exogenousadinition is highly influenced byeo-classicamodels which define our
wage | abor/ profit/tax economy as a shasically
i n=advance’ ) .Thissomdspmete unnegsanadke dnd bizah@wever,let us
quote Wikpedia on thissinceWikipediais often a good sourcef received'wisdomn:*®

“Thecashin-advance constrain A & Iy  &dar®ric thiear® Raptirg”monetary
phenomena. In the most bagiconomic modelésuch as th&Valras malel or theArrow-
Debreumode) there is no role for money, as these models are not sufficiently detailed to
consider how people pay for goods, other than to say everyone has a budget constraint. To
be able to say anything about tmeoney supply, inflation or monetary poliagd so on,

4 http://en.wikipedia.org/wiki/Cashin-advance_constraint



economists must therefore introduce additional assumptions into their models. One
possibility, and the more popular one, is to introduaashin-advance constraint.e. a
requirement that each consumer or firm must have sufficient cashesaiefore they can

buy goodsAn alternative assumption would be a '"Mor@ythe-Utility-Function'

assumption, which states that people have a tendency to hold a certain amount of cash
because they derive utility from holding it. Without these (or similajyraptions economic
theory would find it difficult to explain why people carry around a good (money) which takes
up space in their wallet, can't be consumed and does not earn any interest

Moneyas an ‘ addi t i Anyadythe msHo-adyance teaoryand other nee
classicatheoriesdo not explairwhere money comes fropmowadayspr evenwhere the
possibility to *‘ buButwhes somsbdadytries tg use thisitkeesiy f r o m
explainwhere caslcomes froman odd thing happens. According Hellwig, (2003, p. 36):

AWhile the previous section discussed the existence and uniqueness of a fiat moniey Cash
Advance equilibrium as an evolutionarily stable stesidye, it does not consider the

emergencef fiat money. Existing sear¢heoretic models also raain silent about this

guestion since they consider steadtate equilibria, where fiat objects have been around

forever in the past, and are valued, because they are expected to be valued forever into the

future. The purpose of this semtiis to illustrate how fiat money maypme into circulatiorn

I ¢ FNBS o6Fy1Ay3dé SldAf AONRdzZYZ YR (2 Fdz2NIKSN
becomes a generally accepted medium of exchaRgethis purpose, | adapt the model by
enabling ntermediaries to issue debt certificates on which they promise to pay a unit of
physical goodsinthe future ( emphasi s added)

This stilldoes not resolve the problem @fheret he possi bility o0 °
from. But it does cashimawd vt shnact sueepiiddusigpsisappose the
relation between money and debtmoney exists because peoggural) emit and accept
transferable debtstated in a unit of account unit of account which in our systamof
course designed and gtanteed by the governmenhMoney is dot of social contract -
literally. In reality, these debt certificates are mgables or, when issued by MFIs, EBuand
the conceptualconfusionat the ECB can be explaineg assuming thatumerousnon-
statisticd economistsio not gauge that the way money is created is essential to the
definition of the thing-they were simgy never taught to ask thgquestion Defining money

a s xogeaousisuseful to analyse srmations such athe market for ice cream at thedach,
where money creation is not important (unless you can pay with a credit edrdh is
increasingly possib)eButit isunfit to analyse an entire economipebts are as essential to
monetary statistics, and therewith to the definition of money,the Pounds and the
Renminbi Thismeans wecan leave casin-advance ideas behinas andmovefast forward
from the definition of the ECB economiststhe implicitdefinition of the ECB statisticians.
am not talking about the operational definition, wdfi is clear enough (ECB 2012 A), but
about the conceptual definition)Vhen they actudly measure money, theyse a gstem
which has as its corsome)economic agentsvho (sometimesancreatemoneyin a unit

of account calledhe Euro.Considering thefact that MF$ have the right to emit legal tender,
thisleads to the conclusion that legal tender is ultimately backed by,dbbteuro as &
elementoft h e * Malhegdegnous moniesUsing the concept of endogenous money
in combination with the ida thatloans create deposits while loans are based upon the

buy’



acceptance of a debt gfeople or even entire countriegn combination with the difference
between exchange monegnd payment money, enables tspresent seventeenth century
households, Eurozendebt problems and ECB monetary statistics in one paradigmatic
framework— Eurozone periphery debts are not accepted bydzane core banks as
collateral anymore. The mill canhbe sold Monetary statistics on debt ahmoney must
show this

6. A newstatisticalsystem.

With all these ideas in mindvhat should a new statistical system look like?

a. Instead of a system focusing upon a single metric it will become a rather complicated
system focused upon multiple metrics. The system has to show national per sector per
item debt with a demarcation between MFl-owned debt and debt owned by other
financial institutions, i.e. for instanceFrench mortgage deldwed by households owed
to MFk onthe one handand to pension fung and the like on the other hand

I.  Thisinformation is already availables shown by graph 3.4 and 3.5.

Il. Increases in mortgage debt (graph 3.2) can be compared with data on
house pricess available in the MIPS balance scorecard

lll. Debts accepted by MFIs, adjusted for secatios, can be usedf
the calculation of the M8 aggregate

IV. This is not an argument against aggregate Eurozone data: those are
important too. But—as recent history showsnational differences
are at the heart of the Eurozone problems.

V. As a complement to this, house pricdlation has to be published,
preferably based upon a hedonistic measure which, for new houses,
enables an estimate of implicit land pricEddouse prices can be
obtained from the Macro Economic Imbalance Procedure data as
published by Eurostat.

VI. House pices and creditieserve additional attention singeccording
t o B drgualdly, the niost parsimonious description of the
FAYIFYOALEf OeoOftS Aa Ay GSN¥ya 2F ONBI
sevenS O 2 y 2 Y A S adthe@eed: NeBgkh %f the financieycle is
l6years ( Bor iFaoralorg niele)USA cycle has been
identified to last, surprisingly precisely, 18 ye@@affney, 2012).

b. The ‘national contribution’ to the stock of money in the Eurozone has to be redefined.
At the moment, this natbnal contribution conssts of lending by domestic Md=in a
certain country. In the future, it has to be redefined as borrowing by resident households
andnonf i nanci al compani es .ella6 fromothel barks. Atthe a | b a
moment, thiswill not make much of statistical difference. But it ihe idea that counts.
Households and nefinancial companies have to take centre stage instead ofsMFI

4 Theoretically, land prices can be easily measured in a direct way. Actual prices paid in building projects are
however difficult to come by.



Cc. The ‘national contribution’ to the M-3 stock of money has to be supplemented by a
‘national contribution’ to the stock of debt. This is not entirelgquivalentto the change
in M-3 money as MB also changes due &hifts between posts on the liability side tbie
balance sheet of the M&knddebt includes debts frornon-MFI financial institutions

d. The ECB must publish debt growth targetsalongsidemoney growth targets. It does not
seem wise to state these as a growth percentage or sometimdar to this But they
can be stated as a percentage of net sectoral disposable iecom comparable
varialde.

e. The system will have to pay attention to foreign debts. A highforeign debt (including
debt owed betweerEurozonecountrieg is estimated to béhe tipping point variable for
sovereign default (Joy, 201ZIhe central bank might also track foreign w&d private
and public debts and the flow efedit and interest, specificallyhen the treasury is the
de facto thhell as$ e r aé¢ sowefl foreignfdebts® pri vatel y

f. Non-legal tender debts like ‘receivables’ and ‘payables’ might be estimated, too.

At the moment, of he systems | have seen the Central Bank of Ireland publicarerise
closest to this system (and surely the most user friendly). This system is however MFI
orientated, as is shown by a comparison of the data in the monthéntial statistics with
the Irish national account@raph4.4).

Annex |. How representative is the example of the mill?

Commercial lending and borrowing to obtain a capital good were common i
Tietjerksteradeel. The mill from oexample was not the oplmill to be sold and its price
cantherefore be consideredepresentatie. According to the same mortgage books, on April
4, 1621, Feye Andries and Trijntje Hares stated that they had sold a mill etc. for 1532
guilders and 14 stuivers. This sum hadegpaid in a number of instalments running 1628
—but Gerke Korneliand his wife were still 515,in arrears(they paid 100 of this sum by
taking overa debt which Feye had to pay). Feye and Trijntje by the way bougdikeryy
probably with the debbwed byGerke Kornelis as collateral. Another mill was bought in
1626 by Geert Linses and Grietje Gerbens, for 158®ile Ritske Siebes and Tetje Tijs
bought a mill in Giekerk for 1335,Harm Luijtjes and Geertje Eisma built a mill themselves
in 162Q obtaining all kinds of building matelsa(wood, blacksmith etc.) acreditfrom
hundreds of guilderat times while the mill also served as collateral for commercial credit
which was used tody grains. This serves to protree pointthat the transacton usedin the
text was by no mean@rice, means of exchange, a couple, debts which had a degree of
liquidity) out of the ordinary.

“8«“More precisely, while measures of external and fiscal solvency may offer impigiaaling
information on the susceptibility of a countiy2 R S ¥ | daficipatory(stkeSgth Xf these signals
are inconsistentand moi®@2 y a A a i S yate offeredby flofv dariaXles: the budget deficit and
interest payments on external debt (Joy, 201R)plreland had of course a large budget surplus
when the crisis came.



Money was everywhera Tietjersteradeel. This was not a sesubsistence society. There

was a capital markednd interestrates (remember: interedbad only beernegalsince 1580)
clearly had an influence on the capital market, although the county of Tietjerksteradeel was
clearly a price taker: the averag#erest rate moved by and large accordance with the

(low!) Amstedam rate. Not everybody paid the same rate howeVEietjerksteradeel, the
county where the couples selliregd buying the mill lived, is situatesdst of Leeuwarden,

the capital of Friesland. Nijboer (2007) has analysed the mortgage books of Leeuwadden a
distilled an interest series from them (grapf)lL This shows that the interest rate in
Leeuwarden moved in accordance with interest rates in Amsterdam. Does the same hold for
the interest rate in rural Tietjerksteradeel? According to graph 1.1 it goss as was the

case in the rural north of Groningen between 1760 and 1830. There is no doubt that the
Dutch capital market at the time was quite integrated, which means that money in rural
Tietjerksteradeel as well as debts were nomirthéend valued wh regard tosome kind of
common coin. Debt contracts caat be understood as entirely private contracts (of which

the mortgage books themselves are of course anotbamn of proof). Graph 1.2 shows how
onthe one handncreasinglynore people were able tborrow against lower rates, a
development which parallels the decline of rates in graph 1.1 in the same period, but it also
showsthat rates differed considerablyetween lenders. Warning: thgraph camot be used

as an indicator of economic activityr numerous reasoridtalso* | ag s asnatall i t t | e
contracts were immediately inscribed in the books.
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Graph 1.2 Number of lending contracts and interest rate, Mortgage books Tietjersteradeel
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Annex Il. Are the present economic statistics up to the task of creating houseimoldon-

financial company centd national monetary statistics?

Are the ECB debt and money growth data dependable? At bessomlg June 2018sit is

only sincethenthamo nt hl y ‘hloeunsdei npgu rfd@Esed simrthe coresdlidated

balance of MFIdjavebeensystematically aapted to take account of securitisation (i.e.

mortgage | oans which are sold to ‘special

are in fact normal banks taking advantage of shadegutation and shadow statisticAs

graph Il.1and Il. 2 showthis is not a trivial differencéor the Netherlands this time

Graph II.1 Percentage of mortgages which are securitized, Netherlands
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Furthermore, lam not entirely sure abouhe post 2010 data, at leasis far aghe
Netherlandsare concernedThe data from De Nederlandsche B&4DKB) show a very large
gap compared tahose provided by the ECB, specifigafter 20101 getthe impression that
the DNB data mistakenly left out a month, which wasrected by the ECB (graph )I.But
even then the data do not square with the national accounts data or even the data of
(mortgage debt owed by Dutch househsldn (the balance sheets of MFIs + the balance
sheets of SP3) or even with the national accounts da¥ith the exception obne year,

2009, the growth of mortgage debt owed by households according to the national asgoun
however, squares perfectly with the growth ohortgage @bt on the balance sheet of MFIs

+ the balance sheet of S®{graph 11.2).



Graph Il.2Mortgage debt of householdgrowth, different sourcesthe Netherlands
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