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1. Equilbrium and disequilibrium theories of endogenous money supply.
11 Macroeconomics: the Search for a Monefary Foundafion.

Theones of the endogenous deferination of the stock of mone v — wluch regamd the supply of
money as an effect, not a cause, of the level of economme actnty — have ancient ongms, that go
back to the Brihsh Banlung School of Chailes Bosanguet, Thomas Tooke and John Fullarton and to
1tz conbroversial “doctmne of real bills”. That early approach — finnly contrasted by Lord Crerstone
(Gamuel Jones Loyd), Davnd Racardn, Robert Malthus, Willam Thomton and other defe nders of the
Ll view of money” and the Bullion Report — was later revrved by neoclassical economists. Some
of whom, as Wicksell, IVarshall and Fisher, studied the cireuit of monev as it of the more general
cncular flow of 1ncome, with the purpose of meorporating mone vinto a comprehe nsrve model of
produchon and exchange. The v emphasized the role of bank crecit as a corvement mbenmecharyof
exchange and as means of payment (the most mhotre func tions of money), but underestirmated
some degree the 1mportance of money as a financial asset (a function fully recogrsed by Feymes).

Later on, other econorusts who worked along some different (non-Walraman, or wealkly
Wiz kse lhany lines m the neoclassical hadihon as the two Austian authors Ludwig von Mises and
Frednch von Hayek, regarded the supply of money as endogenously determimed. But they
realizhcally conmdersd an uncontolled fiee banking system as subject to a senous nsk of
msobrency because of its power of creating crecht mone vin excess of bank reserves, by means of
sitaple wiitings i the accounbng books, without incwnng in additional costs and without any it
of guantity. With a clear acvantage, rejresented bythe mterest eamed on bank loans.

In the last few decades, new theories based on endoge nous supplyof money have been proposed,
m a rrnber of distinet versions, all of which tended ultimatel v to ide nbfy mone v with transfe rable
crecht nghts (pure bank or credit money, circulating m the form of bank account transfers, or
chegues) and to recogmze a twofold pnonty of the demand for money to 1ts supply and of loans to
deposits (for the swstem as a whole, not for a sngle bank). [mhally, the v heve been suggested by

"Email: dcavalieri@amdiit. This & s extended wersion of s vngaibilide d work of the suthor, de lsered o
December 2003 as an nowvited disoussion paper atthe Benewerto Covdervenc e omthe Monetary Theoy of Prodaction. Fer
editorial veasons (ack of space), fhe discussion papers hawe ot been o hded o e proceedigs of the Coference ,
puilalislued Loy Ila omillan,




Jundame ntalist” post-FKeynesan authors, like Nicholas Faldor, Suidney Wembaub, B.5. Sawers,
Bagsil Voo and Wynne Godley, who looked at mone vas a component of the tofal hgudity of the
system, with a perfectly elastic supply schedule (a |, honzontal™ hine, matched by a wertical demand
for money sche dule).

In their search for a macoeconomic foundation of econornic theory and anming at a retwmn to an
JAuthente ™ Feynes, these authors particularly emphasized four pomits: ) that |, money matters"ma
capitalist economy, in the sense that 1t 15 essenhal for the very existence of such sywtem, and must
be accounted for m its analyss from the begiwung; @) that today the supply of money has
essenhally an endogenous nature, being ulhmately onginated by the mone y needs of the 1=al s=cior
of the economy, i) that money 13 non-neutral both in the short and m the long penod; andiv) that
money has neghgible elasticites of moducton and substitution'. Fecent contrbutions to the

problem concerved along smilar, largely accepted, wisdom hnes are due to Rochon, Vemengo,
Foss1 and others.

1.2 Fundamenialisi Eeynessm

Jundarnentahst™ Feyne sians maimtam that a cenbral bank cannot exert an effectvve conbol over
the fotal supply of money and that any atternpt to exercizse such contol, by regulating either the
monetary base or bank crecht, would be 1nconsistent with the cenfral bank™s funchon of lender of
last resort. The ythink that whenever a reserve 1egquuernent 15 estabhshe d by the monetary authonty
banks must have umestrained access to the monetarybase needed o meet the reserve ratio and that
m thig respect the cenfral bank 18 forced to adopt an accommodatte™ (or accommodatomst™)
behavnowr, to enswe ecubibinon between money demand and supply’. Thew reject both the
neoclassical loanable funds theory of interest and Feynes™s liguidity meference appoach to the
poblem® and regard money only as a component of the total Liguidity of the syetem. In thewr
opuuon, the stock of mone v is bound to adjust m oxder to match the dernand for money, wluchever
the curent level of inferest rates, becauss of both the accomumodatrre behaviow shown by the
central bank, m its funchon of lender of last resort, and of the generahssd prachce, i banking
systems of non-assetbased modem economies, of cwrent account contracts mnplang for the best
custome s of the banks the possibilityof making almost unlimite d overdrafts of bank accounts.

some of these authors consder inflation due to excess demand as the cause of the growth of the
stock of mone v, rather than i1ts effect The v do not thunk that produce 1z and sz llers set their pnceson
the basms of the arnount of mone v wiich circulates m the economy. Taking the central bank discount
rate as the ke y instnune nt of mone tary policy, they tend to regard the stock of monevas a residual.

1 3 Horizonfalists and Struchurab s,

! On fhes poits, see 8 somewhat dated™ nt still dntere stimg sovey made by Cotirell, 1004 who spoke of a
fimdsamerts it Fepne sians™ atterrgt “to push Hemes beypond himse$™, as o lus Gemeral Twcry he asnomed an
exMogerons rmetey stock (8 wrertica l given ey apple, wliehomade o appesr Bodficist by radical st the o eyes.

© The reasom for such s fderpretstion is esasy to mderstand. If the cerdral bak las fhe power to dery a
Tef Mancmg to ¢ oranercial banks sl exerts sach power, e dit expansion © oot go on mdefoe k, bec snse o fods a
constrand i the anond of bank reserwes. For this mmotiee, post- Eeyneshns asonee that oa menetary ec ety the
ceriral bark ® generally dubwced to adapt passtrel fhe supply of money to the demand for credi ad to renonce to
exert the msthdicoal ponwer it has to dergy the credi. Paradoxd ally, Eeynesiois bok lere as sustamers of market
fre edon, m opposibon to move tadsts , who do ot object to a dewerdioo of the mone tary svflwr iy anee d at ooy
flie decisioral svtoronsy of fhe banks . Fronthe pond of vew, thenr traditionalrok s seemhere to be prrerte d.

* See Moore , 1988, pp . 309-13. But sorre p ost- Eeyre sian suthors ave prepared to accept the limuidicy preference
1ole i detenmindyg e rik ad tenn differetiale of Doerestrates,
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Inmde the post-Feywe nan endogenous approach fo the theory of mone v supply, wluch allows to
stucly the behaviour of a monetary economy both m egulibium and mm disequlibnum, a second
unportant perspecitve 15 provided by the | stuchoabst” approach (Pollin, 1991, Palley, 1991, 1994,
1996). It supports a generalised howdity preference theory of the demand for mone v and mamtams
that the supply of credit money 15 only partall ydete mnimed by the demand for bank credit®.

The controversy with fundamentahst Feynesizm 15 focused on the slope of the supply curve of
crechit mone v and on the behaviowr of the central bank. The LM cwrve 15 considered by shuctwahsts
as bemng positreely sloped. Not flat (honzontal), at at the mterest rate 1mplied by the exogenously
fixed official chscount rate of the central bank, as assumed by the xcommodahomst™ or
LJonzontalist™ more uncompromsimg appoach”. The posmbility for commercial banks, profit-
seelung enterprises whose busmess 1s selling credit, to apply at any moment at the central bank
thscount window and get flom 1t any amount of money, 15 thus demed®. Both the hgwedity
preference of banks (melucing that of the central bank) and that of the general public (frms and
farilies of wage-eaimers) are nportant m deterrmiong the supply of money. But wath some
differences. For mstance, famnilies have no actve 1ole in the creation of the flow of money, being
simply 1induect and passrve recipents of bank lending to fimns; and the preferences of the first
recipents of bank crecht should be distinguished from those of the final e cipments.

In opposition to honzontalists, shucturalists — such as Fousseas, Cluck, Dow, Arsts, Howells,
sawyer — do not assume a necessary fulfilment of equlibnum concitions between money demand
and supply Stuchiralists of the new generahon pay gieat atiention fo the mole of monevas a hgud
store of wealtl, to the speculatree demand for mone yvand fo the mterde pencdence between the credit
money and the financial markets. They put emphasis on hability management bank procedures,
ammed at reducing the rato between bank lbans and reserves, =0 as fo be able o merease bank
lenchng . Such as the prachce of borowing m the financial market.

There are mmportant similarites to be recomded between the two approaches, in addibion to then
bemg both cnitical of the monetanst theory. It has indeed been argued that, although in prmeiple the
accorninodatiomst hypothesis can be accepted, a full accommodatrre 1eserve policy by the central
bank may appear wuoealishe m the presence of polie y constramts, such as the balance of payment
eguilibnium or an mnflaton target (Tabelmu, 1935). It has also been remarked that one of the
shructuralists™ aims 15 "o qualify and ennch”, not fo reverse, the accommodatomst theory (Dow,
1995, p. 493) and that “stuc taralists tooke over where acconunodatbomsts stopped”, bypassing then
simphifying assumptions of a honzontal supply curve of money and of banks as pnce setters and
guantity takers, and facing the complications and complexihes of the real world (Fontana, 1999).

some endogerust authors, as the Canadian Lavole (1996), formely an accomunodahorast (1934
1987), and more recently Fontana (1999, 2000} and Halevi and Taouil (2001}, have worked i the
theore ical space placed between the cucwhst and the post-Fe ymesian traditions, tryng o show that
there 15 a sort of mherent consiste ney between the se two apmoaches to endogenous money and that,
starhng from either one of them, 1t should be posable to construct a wified endogenous theory of
money supply’. But more fundamentalist endogemsts, as Rochon and Vemengo (2001, 2003), have
defended the separaton of these two schools of thought, by noting that thev disagiee m estunating

P By stuchral endogereity of meney applt Pollin meas those shiations of moderste endogenety of
teclovical vatme 11 wilvich baods reseves oe gererated neide the fowncial systen, by mess of omewatioe | hability
Trw g e vt prractic e rafer S by ve connee to fosewe iy of lastve sort by the cerdralbank:.

" The tenm e oooovodstonist™ frecquenthy teed o the lterstme, is sommewhat axbignons o fhis respect, for it
aiggests a luigh degree of fle xbiliby (alich is codray to evidence ). B shonld et pwhice o erver,

“ The cemtral bank: is not asamme dto be committed to g commodate “cornpletely, i1 a passive way, the derrand
for aredit losns by applyingto fhe cormorercislbadks allthe money fheymay e quire to deate non-borrowed e srves.

" Halewi and Taoil (2001 did refer to & stand of mworetay thought called “the Post-Eeyresim Chowit™.
Fortana (2000, p. 27) ks that, o1 spite of ther dfferent methodologi al aned theoreti al fomdations , the soodla dies
of these two approacles way be ultimately espected to prewail, as both of themn, o addition of beny critical of the
exogerist paradigm, “shae a gamme cooanibmead to mudarstand the nabome and Hmctions of money D modean
BC OIDITHRs ™"
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the degiee of endogeneity of money supply (taken as full by the accommodatomsts and as only
partial by the stucturalists) and in assesmng the temporal dimension of the analywsis (wiich may
exfend sequentially over several penods, as suggested by the stucturalists, orbe hmuted to a smgle
penod, as mamtamed by the accormmodatomsts)©.

14 Ifegraiing Monevin a Theory of Production.

Followmg the tendency to ,ediscover™ that money matters m a camtalist economy, two other
mtereshng approaches to the theoryof monetary policy have recentlybeen developed. One of them,
the ,7e wconss nsus vie w In macioeconomnics’, was poposed by neo-lberal and new-labowr authors.
It maybe conside red an outcome of the theoretical controversybetween the ,New Classical™and the
SEw Feynesian” schools of economue thought According to this approach to the problem, a
monetary polc v devised to conbol a dermand pull oflaton 15 bound to produce 1eal effects on the
economny, by affecting aggregate demand. Such theoretical position does not 12 propose the classical
dichotomy between the real and the monetary sector of the economy and the 1dea of a long-1un
neubality of money. It 15 suggested that the central bank, achng as a quasi-monopolist on the supply
side of the monevy market, should adopt a monetary poley based on the conbol of shoit-tennm
normunal mterest-rates, rather than on a taige ing of the quanttyof money or of the exchange rates”.

The level of effechve demand 1z ®mgarded as scarcely influent on that of economic actaby,
wlich 15 thought to be more affected by the supply sile of the economy The operatng mule of
monetary pohe v for mterest e sthing, , Taylor's mle'{seermngly applied in recent years by both
the FED and the BCE), 15 assumed to melate the fiximg of the central bank™ discount rate to a paw of
econornic vanables: the extentof the Jofal output gap™and the mflation targeting.

& second approach to the theory of monetary policy which should be mentoned pmovides a
Jnxed” — partly exogenous and parfly endogenous — non-fundamentalist post-Feynesan way of
dealing with the problem of the logical natwe of money: the neo-chartalist”one, a revral of an old
German approach to the poblemn, weeonuended by Heynes m lus Treafse on Money. It may
pethaps be consdered an anfe Efferam vanant of the stucturalist approach to endoge nous money. It
emphamzes the mole of State money a peculiar type of |, pay token” wlich has the status of legal
tencler but no intinsic value ™, being a puwe swonbol of the power of the 1sswing authonty. State
money 15 supposed fo operate m the monetary cocwt thoough the working of the fiscal system,
bemg accepted m pavyment of taxes (differently flom credit money, which does not povide legal
means of discharging tax labilihes)".

Ernphasis 15 put by tlus apmoach on the monetary base, the exogenous component of the total
supply of money, smiable to be regulated by the monetary authonty, not on the mone v multpher,
wlich 15 asswned to be endogenously deterromed and msufficiently stable. Under such conditions,
bank credit plays a less important 1ole, as recogmzed by several authors (Wray, IVbsler, Goodhart,
Lemer, Minsky). It 15 an endoge nous by-product of a balance -sheet operation made by the banks; a
mulhiple of State money, whose amount 15 determuned through the Jleveraging” of fiat money
reserves, by the monetary mulhpher mechamsm . With flus approach to the poblem, iti1s possible to
speak of a degree of endogeneity, or exogeneity, of the supply of mone yvand to make 1t depend on
mshtutonal factors, such as the mx of govermment and crecit money, the reserve reguuement
established by the monetary authonty, the tecloogues m use m the bandung system and the
behaviour of the central bank. Some neo-chartalists are also melined to adrat the possibility that to

® Omthe latter e bmvent of distine ton, see Foodana, 2003,

¥ For the Jwew consensus® approach, see Chrida, Gali and Gertler, 1999, Meyer, 2001, Le Herom, 2003, ad
Arestis and Saayer, 20034, 2004 . O Taylon®™s male , see Taylor, 1999,

W gee G.F Fnapp mhis Steafiche Theorie des Geldes, 1905 , where money was re garded as ““a qeanme of law™

1 oae opposed to the patoalistc ““view of G, Sooamel (Plolosopfee des Geldes , 1900) who regarded moey as
e resalt of & spordareons process of self- oorganization pefomed by the market (o endogenois oo eption of the
nabae of movey aupply). fee alo Griersom, 1977,



finance an mereasing amount of public expenditwe a gove munent ma v need to bonmow mone y from
the banking systemn. That is to s2 1l Treasury bills and bonds o commercial banks"™.

The mam pupose of these theones has been the constuchon of a macioeconome model of the
working of a capfalst sywstem swied to mtegrate money mito the theory of moduction and the
circular flow of mcome, without 1esorhng for this pwpose o contoversial ad hoe devices, such as
the assumphon that all decimons are faken by perfectly ratonal agents actng separately of each
other, or as the real balance effect. Both these appoaches acknowledge the performung of an
essenhal 1ole to credit money, by a close integraton of the mone tary and the real dimensions of the
economy and by a complete mee pendence from a market theory of walue (though not necessanly
frorn any theory of value ). With the ulhmate aim of provnding a 1easonable macio-foundation to the
theory of economic policy.

1. The monetary equilibrium framew ork of some “civcuit’ theories.
2.1 Bernard Schraff s Theory.

Other endogenous appoaches to the theory of money supply mralege the puchasng power
function of money, as opposed o 1fs store of wealth functon, and have a different — equilibrum,
rather than dizsequilibrium — natwe'®. Hence, though recoguzng the monetary nature of a cayitalist
economy (an important feahue of weality, somewhat neglected by S1affians"), the v do not provide a
single and umtary theorefical framework with the post-Feynesian monetary theones pevously
mentioned.

Cne theory of this ke was formulated in the 1970% by Bemard Sclumtt, the non-neoclasscal
author of an onginal guantc®, or ,guantum-theoretical”, approach to macioeconomics and
monetary theory. His theoretical conshuchon provides an extreme wersion of the endogenous
money appoach, wlich mierprets monetary phenomena m terms wloch remnind the theory of
guantc ermssions m physics (production 1tself being regarded as an emission, 1&. as the result ofa
process of creahon, not of a transformation). Cuantum theory also movades the basis for a clear
thstmchon between money and crechit It deals wath an econome sywtem where money 1=
HAematenalized”, products (“real credits™) have a monetary ongin, and payvments consist m book-
keepng transfers. Vboney, an unmatenal, purely senptwal, velucle of exchange, takes the form of
deposit transfers expressimng bilateral or inlateral debt-crecit (or hability-asset) 1= lations.

The cucwit of money 15 taken as different from the circular meome flow. It 13 amsumed that
money flows back mstantane ously to its onigin (a bank) at the same moment it is created, since each
payment entails both the creaton and the destruchon of bank money, owing to its mcoiporeal
nahue “. Az avehicle of exchange, mitiallymoney has no content (it is an ,gmptyvehicle ™, until it 1=
LJntegrated” m the 1eal economy). [tis ondy by entering the monetary cirewit that money acquies the
specific content of a purchasing power (wluch it loses, as soon as 1t 15 spent).

Eachbank has two separate de pariments. One of themn, the | monetary de partme nt™, creates credit
money, which 15 both a liability (a debt of the bank) and an asset (for 1t mustbe repaid to the bank,
with an interest). IVbne v does not transit in this de partment. The other department, the ,financial™

1% M fle meo-chartalist spproach, see Whay, 1902 and 2003, Rochen and Vermengp , 2001, 2003, Bossi, 2003,
ad Footana snd FeaWeoimo, 2004 Lawodk | 2003, las even vhodaced a dithuticon bebweenn a 1eo- cartalis® and a
Jpost-chartalist* spproach to the problan, fewnded oo the way the fouucialrelationshiyp bebaeen the gerreomet sector
arud fhe bankig systern is ¢ once Bed.

¥ By mometary equilbrion, we obviously mean equality between the demrand smd the supply of meney,
mplymg a stable poice lewel.

" Bt see Pietd, 2001,

¥ gee Gclonit, 1975, where meney is destroyed atthe ey meornedt i is created. He distiygaide s money, wiich
he regads as an Dstadspe oas cocovlar flow used to mwake a bardk paymed , from the resalting bank deposit, for the
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one, performs an mtenmediary funchon, that of transmottng part of the money wlich has been
created by the monetary department, from the lenders (the farmlies, who save and depomit) o the
bonowers (the firms, which need money o make 1eal urrestments). There 15 no hoarding of mone .
According o tlos theory, a cucwt, distmet from coeulation, cammot be mitemupted (an | interupted
cive uit” would be a contradic tory concept, from a logical point of view). Hence no unlent saving of
crecht money 15 concervable. Any amount of saving 15 bound to take the form of a financial asset
and has to be matched by a conesponding arnount of lending m the financial maket.

22 Ckher Crewgf Theomnes.

Other , crcwmt” theones — those with which we shall be moe specifically concemed here — have
been proposed by A Parguez, F. Poulon and & Graziam. All of them, following Sclomtt, regarded
crecht mone v as the result of & hiangular rather than bilateral payinent relabonslip. Differently from
the post-Feynesians, these authors focused their attention on the 1ole played by money in financing
expenciture, rather than m hoarding, and on the sguential decisions taken by thiee categones of
perfectly rational, self-interested, economic agents (banks, fittns, workers). Unlike Schoutt, they did
not consider the cocwt of credit money (the only puthentc mone+') as mstantaneous and weie
there fore disposed o ac knowledge this type of money a possible wole of financial asset.

Alam Parguez contrasted Sclumit™snew of the 1ole of camtal in produc hon, by recogmzmg the
real o1igin of outputs. He considered crecht money as an essenhal requisite of capitalist produe hon,
the one which allows a capitalist system to get rid of the constramt of a previous accumulaton of
savings. He objected to the 1dea of an mstantaneous temporal dimension of the crewt of money, put
much emphass on the notion of a | dymarme cnewt”, maintained that money should be deshoved in
what he called “the reflux stage of the circwit™ and paid much attention to the theory of economic
policyand fo the analyhcal treatment of mone v in disequlibrium. In a sense, Parguez could not be
regarded as a Fleynesian: he thought that Feymes and the postFeynesians did not heve a mtary
and consiste nt theory of money supply and dermand, and that they did not pay sufficient attenton to
the monetarytheory of the State, which 15 a distine t subject from the mone fary the ory of produchon.

Fredenc Poulon was the first author to provide a complete macroeconomme cnewit mode] fit for
descrbing the lierarclucal relabonslups between the different groups of econommc agents. He
recogmized a possible cause of economic criss m the fansgression by the finms of the “credit
remmburse ment constaint”, whose complance would maply for them the lost of part of thewr
property rights.

Augusto Graziam examined the commection between the cireation of credit monev and the
begmmng of the moducton process, m a theoretical perspechwve that he egarded as genunely
Feyneman He put new emphasis on the two distinet poblems of moduchon and e stent
financmg, afforded by the finms, arguing that the first of them should be sobed bybank credit and
the zecond one by recouwrss to pevious svings (a Hayekan”, un-Feymesian solubon). He
confirmned the egubbnum nature of the theoryof the cirewt, but nohiced the posmbility of mulhple
and unstable equihbna. He demed that banks, wlhich conbol the supply of c1edit money, could act
as mtermechanes between savers and 1vvestors (he considered a myth “the commonplace according
to wluch banks, by ==lhing deposits, would be collecting savings and by granting loans would be
financimg ueestnent”). He also advocated the acluevemnent of a more coherent synthesis of the
cire it theory and pomted out thata free banking msttutonal system, or something close to it, does
not prevent the presence of a central bank acting as a clearng house and as lender of last resort.
Ayl he mamtamed that a cuewit theory should explain the whole cocular path of credht money
fromm its begumung to ifs end.

2.3 Badc Assumpfions of Grewdi Theores



In this paper I shall be specifically concermed with the class of cucwt theones developed 1n
France and Ifaly m the 1930% and ealy 1990%, to desciibe the essential features of the process of
money creabon and coculaton. What dishngwishe s them from other aproache s devised to integate
endogenous mone yinto the circular flow of income, and makes them an inferesting subject to stady;
15 the fact that they analyse the whole chain of paviments made dunng the hfe-cyele of money,
concelved asa crecht mstonent devised to settle a mangular transaction.

Ainong their basic assumphions, the followmg should be menhoned:

a) Captalist production imphes the presence of fhuee different categones of economc agents:
finrne, banks and wage eamers. It presupposes the existence of labour, of non-produced material
means of produc ton and of an 1wtal™ ore x anfe finance, requed fo pay the total wage-bill and
provided by credit mone v, an interest-beanng claim devold of any mitnnsic value, endoge nously
created on demand by the bankung sywetem (its otal amount bemg equal o the total wage fund,
plus mierests) and endoge nouslydestroved by the same, thoough seriphoal notes.

b) Output and employine nt levels are determined by the joint decisions of finms and banks and are
affected by the mate of mierest Credit 15 confined o firms or busmessmen (capitalists), who use
it o pay wages (short-term crecht) and to make urrestments (long-termn credit). Wage eammers
have no access o personal loans (a “classst” mule). The v may cause senous difficultes to the
eguilibrium working of the sywtem if they decide to spend therr money gradually, rather than
mstantansously, or to hold part of ther wages as ligwd balances (bank deposits), exmesmg a
stock demand for mone v*.

¢l The causal omler goes from the demand for credit money, made by the fims, o 1ts supply
provided 1n unlunited amount by banks o crechtworthy bomowers (i an 1institutional
frarne work sunilar o the taditional “fiee bandang™ system acting under legal reshichons), at the
current mterest rates charged by the banks. Having unhmited access to credit, efficient fins
may merease mdefimifely thenwr nwvestments, whatever the amount of savings 1n the economy.
saving 15 nota constramnt i the pocess of ace wmulabon.

d) For the bankang systemn as a whole, causahty goes fiom bank crecht to deposits. The tadihonal
causality relation 15 thus reversed: the supply of money 15 no longer regamded as an mduect
cause of the demand for mone  but as an effectof it'".

g) The wodang of the monetary circwt necessanly takes some tune, as any circular flow. It 15 not
mstantanesous (as assumed by Schmitt). Both fims and famibes get meome flows and make
final expendibmes gradually over time. Fumns use the crecht obtamed by the banks as a wage
fund, 1n an amount wluch depends on the wage rate and the employment level Families use
their wage eamings to buy the outputs and secunties ssued by the firms, thus enswing them a
final finance™

1 With tlus final finance the firns should ultunatelybe able to repay the banks, 1n order | fo clos™
the circwt of credht money (the eflux phase™, 1mplyang a canceling of the mital debt). Credit
money has therefore an ephemeral natwe. It lasts only for a single produchon pened, at the end
of which the closwe of the coewit raybe problemate.

" When it is leptas s idlk balaw e, mstead of be g tronedigtely sperd | cred t woney is 1o loyer consideaed a
we e of payieerts (o flow-wariabile), nt & liguid store of weall (8 stock-wariable) leld v oan owmwertad world,
cluracterizs d Ty & cash-m-ademice * conwtrand. Steve Feen and Trond Sovhes sen, mobwo sl wgnabilisled werkg
papers, hawe ot ephase on the fact that mere v o ondd endy exdst o the systean £ s gpaulig was gradualrather than
mmeciate .

' Departing from the dorrimant ¢ hssic al and neoc lassi al tradiion — that of Fisher and Caroun, rejected by C 4
Phillips 3 Bemek Creclit (19200 aud by Eeves 1 lus Treafiss on Mdoesey (19300, a1l substads 1y repooposed fost by
Mlises m Theorte cies Geldes (1924 and fhen by Hayek o Prices aond Prodie fon (1931) — bavks ae 1ot considere d by
cocutists as foacial pdermediare s Gf bak-roow oo porbmadean® mechaiss , capable to lend st most what Tas
been previously deposie d with then), nd a5 redit areators® an expressire namve |, Wiy lowwewer seens to oveate
e rok theyplay i the mwonetay coowit proc ess of credit cre stion.



2.4 Monelary Eqalibrium

By a frther important , puxihary™ hypothesis usually made m standaid ac cormodatorst rode 1s
of the monetary circwt, the money market 15 supposed to be always in equilibimon (a dynamie
eguilibrium, moving from an muhal equilibnum position to a new one). This 15 due o the mpheit or
explictt asswophon that the the supply of depomts has an infhute interest-elashicity and
automnatically adjusts to egulbiiwm m the credit matket Under wchanging expectabons, any
demand for credit 15 thus assumed to grve ongm to an endogenous supply of equal amount (a sort of
reversed “Say sLaw’, meventing anyexcess demand for credit mone ).

The asswnphon of an infimte interest-elashicity of the supply of credit money 15 somewhat
relaxed in the structurahst models of the monetary cucwt (parhcularly m those of the new
generation). But even so, the miterest-elasheity assumed m thess models 15 alwaysvery lugh

It should also be noheed that the monetary equilbnum may be enswed either at a level of
aggiegate 1rveshnent which does not exhaust full-employment saving, or above such level (when
part of the urrestrnent 15 financed with ciedit).

In such oversunpbfied | pwe-credit model” of the economy, where all payments would be made
through scriptural notes (chegues), the money supply would necessanly have an endogenous nahuoe.
Henee 1t would not provide a cholce parame fer to the monetary authonty.

J. Critical remarks addressed to circuit theories.
3.1 Exfernal Crifigues.

sewveral critigques of the mone fary cucwt approach have been advanced 1n the hterature. & few of
them here come fiom neoclassical and monetanst e conomasts. That 15 fiom authors who be beved m
the guanttatve theory of money and m the exogenous nahwe of money supply. They assumed
neutrality of money m the long penod, pnce stabibty, general accesmbility fo bank credit and
logical pronty of bank deposits over bank loans. Though thess enhigues did not thiow doubts upon
the egubibiwn framework of a lage class of circwt theones, the v were ejected by cucwhsts, as
wdeologically biased.

32 A Lifferent Eind of Crifi ques.

Other cribgues had a different natwre. Thevrejected the dea of a systerme equlibimum, 1mnphert
m the standard monetary cocwt appoach. Namely, the basic asswmption that the cirewt 1s
necessanlly a closed loop and that all means of payment created m each penod are completely
destoyed at the end of the mame penod (the equlbnun constraint bemng the senphoal wthdrawal
of the crecht money previously created).

Broadly speaking, flus pomnt of view 15 shared by economusts of vanous theor fcal tendencies -
as Messon, Giannola, Arena, Cluck, De Vioey, Beneth and Cartelier, and myself — who accept the
concept of a curewt of camtal don™ believe m the dichotomy between the monetary and the real
sectors of the economy and in the neutality of money wject the assunption of perfectly rahonal
agents” behaviour and the margmal theory of income distnbuton and recogmze the fundamental
1ole of bank credit expanson m a dymamic economy.

These cntigues cannot be dismissed by the cirewhists as | extemnal”, or wleologically biased,
because they come from economic theonsts who have established thenr reputaton workimg out of
the mamsteam theoreheal frame work of the neoclassical synthesis.



3.3 Chnithe Nahure of Money Supply.

The endogenous or exogenous natwre of the supplyof money cannot be established once for ever.
It depends on the institutional context assumed in the theoretical model used by the analyst and on
the specific cntenon adopted to make the dishneton (degree of contol, of interest-elasheity, of
stability of money supply with respect fo changes 1n the demand for money).

The rato ME — that 15 the money supply M multiphied by its velocity of circulation with respect
to meome (M = I/&), where kis the real quanhty of mone ywluch 15 demanded per umt of product
— has an endogenous natwe. By equating the demand for money & fo the supply of money, we
obtain the | Cavbndge guanhtatree equation”™ M = kF. Tlus eguation cannot be conmdered the
expression of an endogenous theory of the supply of money. [timplies a causal elaton which goes
from an exogenous supplyof money to money mcome .

If the Cambridge equation 15 completed by adding to the demand for mone v wlich depends on
the level of mcome Feynes™ speculative component, nrversely related to the rate of mterest, then the
simple proportionality relation be fween the demand for mone v and money meome assumed by the
guanttatrve theorybreaks down.

The simplest way to close the Feynesian mode] of the & conormy 15 treating the %uppd_t,rn:uf' INOTE
as an exogenous vanable. As m The General Theory . An altematrve and perhaps better wavis to use
a ,fow of funds™, o1 ,medit counterparts™, apmoach and to teat the supply of mone yas a result of
the miteracton of mdradual portfolio peferences and the cholces made by the monetary authorihe s
and by the financial mtermedianes, so as o make 1t ondy a parhall e xogenous vanable.

3.4 Money Flows and Stocks.

Capitalist production requires an 1mhal stock of money, needed by captalists to buy labow
power. But there 15 no 1mhal stock of mone vin a pue -credit economy. Both the demand and the
supply of mone v are flow vanables. This basic theoretical framewoik 15 in sharp contrast with that
used in the Keyeman analyms of money, wlhich rmns m tenns of both flows (of income and
payrne nts) and stoc ks (moneybalances held for precavhonary or speculatve motves). Coowhsin 1s
not a particular type of Feynesism.

Examples of a stock-flow appoach, maplymg that every flow comes from somewhere and goes
somewhete, so to exclude fhe existence of  black hiole 5™, are povided by the | revobang fund™ nature
of the Keynesian finance needed by new nwestuents”, by Le Bowva™s monetary elasticity’s
appoach to the mulbpher theory and the theory of endogenous credit money, and by the Godlew
Crppe mode] of the monetary economy, m wlach expenditure flows and stocks of mone v and other
financial asssts kept as stores of value coexist and sahsfy some basic accounhing macroec onommie
wentities (such as the eqguality of total mcome and total expenchiure and of total demand and otal
supply of money).

In a cirewt approach the possbility of uwang a stock-flow monetary framework appears
problematic, because m the standard flow circwt model theie 15 no place either for a stock demand
for money, made for mecaubonary or speculatte puposes", or for a buffer-stock demand for

¥ The reference & to Feymes™ “Fice motire for holdig momey™ (il corrpleted Tk Hepidity theery of
niterest, boidgnyg e real amd menetay sechors of the e ooy, srayely pderpreted by Grazind as dealmg wil a
fimd created for fmaw g producton actiribes, ot for the nitial fnancog (peefonacmg™ of Doesbrerds. This
appears I shap cordrast with the vwaml post-Eeynesian ndepretation. Accordimg to Cotbell (1994, Eeyre s™ fouce
mwotive , Whichrefers to a revo g fimd of fosncial actidties ad vot to & aedit o, “has not foned moacdh faero with
propenents of endogenos money™”

¥ Thengh, i principle , wage e srmers may decide tolold lipuid bala es, when fey are paid by fims with barlk
deposits. Ontlhe stock derrand for meney, Pagae = & meore radical G otber crondtists, He thivdos that there canot be a
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money, resultng from a short-tenn, dsequilbium-adjustment, absoiphon mocess, onginated by
supply-dete rmune d exogenous mone tary shocks.

3.5 Cpening and Closng the Qrewit

By stiesmng the wnportance of the opening of the mone tary cocwt, rather than that of its closmg,
vahdity of 5av"'s Law seems to be usually assumned by cirewit theonists™, as m neoclassical models
unplang full employment equlibnum (confrary to MMarx™s and Feynes™ opmons). The mole of
effectrre demnand i determminong the level of economic actmnty 13 thus imphicitly demed. Moneyis
regarded as a sunple means of payment, devold of any direct uhlity There are no hgwd balances
held as a store of wealth, under conchhions of uncertainty, and no real balance effects. The ex anfe
equality of savings and nrvestments at a macroeconomic level 1s faken for granted, as m fradibional
neoclassical egqubbnum models. The fact that the financing of ureshnents requues long-tenm
creclit — 1e. money for the pwchase of capital goods, which has o be subsequently repaid, not
savings — 15 lgnored.

Crecit rationng 15 generally precluded™. It 15 sunply asswned that, at any level of the interest
rate, the supply of credit adapts completely fo the demand for credit (therefore the financing of
urvestments 15 no longer a poblem for the finns) and economic agents different from speculators
have 1o 1eason to hold monevy as a cowement asset A hoarding of ligwd balances and the
theoretical possibility of a hguidity trap are usually ignored by cocwhsts i then flow models;
though m a more general mixed stock-flow model, 1n the presence of a speculate demand for
money, a liquidity trap maynot be precluded.

Nbreover, ina cirewit model there 15 1o room for consumer soverelgnty The dermand for goods
15 supply-induce d and independent of the pice level fixed by the furns by adding a matk-up to then
gverage costs (an assumphon which makes the mte gration of mone ym the theory of moducton and
m a general theory of value a difficult task).

3.6 Orowis and COpen Loops.

There 15 an minnsic logic m a cucwt, which cannot be 1gnored. & ciocwtis a closed loop. It has
no 1mfial and no final pomt. It must allow for a oundabout moving of a circular flow. Closwe
should therefore be regarded as a necessary prelirunary asswnphon of anycncwt theory Notas a
sitaple condition of egubbnum (see Graziam, 1994, 1996). Tlis point 15 recognised by the
e wtsts of the Dyon-Fnbowg group (5 chmatt, Sadigh) and by Messon and Zazzam.

In a sequenhal dymamic monstary ethbnu.m framework, 1mplung equality between the
derand and the supply of moneyw the closwe of the mone tary cuewt cannot be distegarded. It has
to be ensured stage by stage . Otherwise there would not be a coewt, but a sequence of connected
open loope, each of wlhich would end in disecpulibimum, with an mereasng indebiness of the foms
towaids the banks. Tlis 15 a verydangerous state of affairs wlich would gree 115 to what Minsky
has descrbed as an unstable speculatrre financial positon, of explosree natare, 1mplying conhnuous
new mdebiment by the fims, to cover ther previously accumulated debt. Under such conchhons of
shructural disequubbriwm, the dynarmes of finmns mdebiness would be completely out of conhol.

mworetary equilibeion betweentlie stock of meney ard the derrand foo meoney, becanse the latter “does not exdst™ Ths
11 his opmuon the denand for money camet be regarded as a possible detenmmad of the stock of money.
T The fenmder of the modem theory of the monetary croit, Banad Scunitt, calls Say'E  Laow of the makets™
(the so-called Jor des debovchds”) “Coondt Law™ (o ae ciroeat™), rendapretmg it as agumg that each paochas &
fmanwed by & =ale ared each sale foances a paochase Qneney be iy treate d as a sinple Ddere uimy of exclanges). He
11-;111:1-. :11-:11 LA as “% genia l notion*fit to o s the reality. Ofr. Sclomit, 1975, pp. 14-15e 33,
' Bt see Par gz, 175 p 108,
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3.7 Struchural Diseqd Ebrium.

The result would be the “produc hon of debts by means of debts”, an unstable financial situation
nnplyng a continuous insolvency by the fims, egarded as an integrated sector, with respect o the
banking systern. With possible fallwes of sngle foms and mngle banks (the case stuched by
Esson and Zazzaro, 2004), but no final breakdowmn of the economy

We would thus be m the pesence of an abnommal and dlogical struchwoal disecpulibiium
situation, where some firms could make a profit in mone v form, and so get a posmble sowce for
gelf-financing and mierest payment, 1f at the same tme some other fimns were suffenng a loss, but
where the finns as a whole could neither make profits (the so-called juofit paradox™) nor pay
mterests to the banks. Therefore either the firms or the banks, though not both of them, could fulfil
their expectations.

some atlenhon has thus fo be paid also o microeconommic monetary cocwits: to then openung,
their closing and their mtenelatonslips. Coewitists have paid much attention fo the openng of the
monetary circwt. But the v have somewhat disregarded ifs closimg and the mtermediate phase of the
ciculation of money (a circulaton which — o use Fewynes™ own enmnology — should not be
regarded onlyas “mdustnal”, but also as “financial™). By so domg, they seem o have underalued
the 1mportance of some behavioural parameters, as the velocity of circulahon of money.

4. On the closure of the monetary ¢ ircuit
41 Further Logical Liffi culfies.

Three genous logical chfficultes concernmung the closwe of the monefary circwt anse m such
context. The fist one has tnportant accounting nnplicabons. It i 1elated to the need of each finm
and of the firns as a whole to raise profits and pay mterests and divadends 1n mone v (not m kand, as
m a barter economy). This 1mphes for a cucwt theory a senous analyhcal difficulty, as for ths
parpose fims must dispose of an amount of money greater than that created by the banks m the
formn of credit money. Govenunent or State money, a primarycomponent of the supply of money, 1s
thus needed, as dishnet fiom cenfral bank mone v, m addition to credit money.

Apcording to some Feynesian authors (Devidson, Rousseas, Cramp, Minsly), flus fact confers
to the total supply of monev a mxed mshtuboral natwre, ptly exogenous (govenunent money
ssued by the central bank, to the extent that it movides finance to the public sector) and paifly
endogenous (credit money, which 13 demand defermmed, though influenced by the credit
concitions, but maybe forced fo indnect control by the monetary authonty, a circumstance wlich
suggests to regard the fotal supply of money as a prevale ntly e xogenous vanable) <. And the same 15
true for the supply of mone tary base (the supply of money drided by the money mulhpler).

Lz nohced by Messon (1985, 1938), m the absence of an exogenous supply of monesy;
onginated by the public or the foreign sectors, or of overlapping and mtersecting mone y circwits™
unplang the permanence of finms™ debts owarnds the banks at the end of each smgle production
penod, the total amount of money that fiums may hope to recover by sellimg their products 1= at
most egual to the armount o wlach the v have been financed by the banks. Unless one supposes that
banks cwnulate wealth in the fonn of secwities; or that mterest payiments are made mn kind by the
fume to the banks; or that they are made m advance and covered by the 1mutial loan, fogether with
the wage bill (see Zezza, 2004).

= Bonre cicutists, o fe condrary, regard all kinds of money apply as endogenously orighated, sice they
consider also gpverronert 1morey as the result of a credit operation (a cerdral bank leding to the Treasoy).

= Money cirous suchthat the opening of one make s possdble the closmre of others, oy & never- smding proce s, i
fhe conmse of wiich vew fiine exder fw mandoet Wil otlers il providigg the reede dprofits,
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In shoit, firrns and banks should systemnatcally spend thenr fuhoe meomes before obtaming
thern. Contrary 1o both logics and the assumphons usually made 1n monefary circwt models about
the 1mutial finance of the finms.

Under more reabshe condihons, the only way flons could exhngwsh then debts towards the
bank sector seems to be that of selling to the banks some of the goods moduced, or some new
secunities. In the absence of this, a smooth working of the syefem overa mult-penod fime honzon
regpures an adcitional mjection of money at the end of each penod.

42 Credit Money and the Cenfral Bank

Crecht 15 a particular exchange 1elationslup, mnplying a deferred pavanent. It should not be
confused with crecht money, wlich 1z a particular means of payment As a nomm, the amount of
crecht canmot be expanded mdefinately (even m the presence of cleanng condihons between crechts
and debits). It is constramed by bank assets, and more specifically by bank 1eserves, which ame
endogenously povided, being a funchon of bank de posits, and should be 12 paid.

In the 12al woild only short-tern crecit has to be repaid by the fumns at the end of each angle
produchon penod. But it may be renswed at its terrunal date — for its pevious paneipal ammount,
plus pmst mterests — even m the absence of newly created means of payments. Long-tenm credat 15
usually repaid over several penods, with the welds of 1vestments. To avoid a cnms of the whole
system, a sequential circwt model extending over an mfinte tune horzon, but switable to be closed
m each smgle penod as regards 1fs short-tenm financing, would thus be needed. Under such
conchtions, the short-term debt of the fimne would be bearable, but thew long-te1m debt would not.

To make the payment of mterests posmble at a macioeconome level the mesence in the
econorny of another sowee of money supply, of exogenous natwre (fiat mone y having no intiinsie
value, 1ssued by the Central Bank or by the govermment fo finance a budget deficit), must be
postulated. Any other asswophon™ should be regarded as an ad hoe, unjushfied, analyhcal
hypothesis.

43 Profifsin Crewdf Models.

& zecond logical chfficulty of the monefary cucwt approach 18 that, having no theory of the
determunation of relatve values, such an approach 15 unable to explain the ongin of a swplus value
m a capitalistic system. It may show how profit 15 spent, once formed. But 1t cannot ex plain how
and why jofit comes mto existence, how 1t 15 plymically apmopnated and how 1t 15 realized m the
market in mone v teuns. Ina cirewt mode] of the econormy, profit 13 necessanlybound to be ze1o m
money terms.

4.4 The Role of a Ceniral Bank

& thid logical chffic ultvfor the cirewt appoach anses if one 15 willing o allow for the existence
m the pure-crecht syetem of a central bank, which will 1ssue money, will make crecht operatons
with commercial banks and will act in their regards as a lender of last resort (a function which in the
real world cenfral banks usually perform under an overdmaft or semu-automate indebiment”
financial syetern, like Italy and France, but that the v are not obhiged to accomplish i an ass=t-basead
financial syetem with no reserve requirernent, like the U5 . and Canada, where the causahty relation

“ B as e one wiich asanre s that the anonds of money paid as Dere s by the finee to the banks would be
evitirely et by fhe latters i fhe peochase of goods prodaced by the foors . See, for petance , Girmola, 1085,
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15 reversed). The demand by the banks for credit of last 1eso1t 15 asswned to be lughly melashe with
respect to the cost conditions.

Govermument money 1ssued by the cenfral bank — when present m the coewt model m the form
of exogenous fiat money andior of endogenous settlement balances ongmated in the interbank
marke t (dered by 5clunitt, but moe realistically allowed by other circwitists) — is assigned a purely
suppleme nhng 1ole, being considered as not requied for a regular worlung of the syweem. [t supply
15 there fore regarded as unswtable to be used as a control vanable by the monetary authonty.

Tlus 15 hardly acceptable, as the amount of gove mment money lomts the supplyof credit mone v,
which in 1tself 1s not a scarce resource, tied to physical boundanes®. The whole credit system stands
upon the supply of government and central bank money. The cocwt of credit mone vis onlya part
of the broader circwt of money, which 15 itself'a ot of the more general circwt of meome™.

45 Hoarding Credit Monsy.

In the past, [ expessed the opumon that crecht money could notbe comverue ntly held as a ligmd
store of wvalue”, an mactive balance swited to bansfer pwchasmng power over time, to cope
systematcally with the wneertainty of the futwre. That statement has been contended by Grazmam
(1996), who remarked thatif an amount of transferable credit mone v is not duectlybommowed from
a banlk, but 12 recerved 1n payment (being a mangular transachion, not a bilateal elahonslup), it
may be kept for some tune by the recipent as a hguid store of wealtl, mstead of being spent. Tlus 1s
certamnl ypossible, though not comverent, because the storng of mone v has an opportum ty-cost.

Besides, hoarding crecht mone v as a 1eserve would notbe consmstent wath the eculibimum state of
the systern, wloch requires the closwe of the cocwt, stage by stage. In the presence of hoaiding of
crechit mone v, or of any other type of mone v, Say's Law would break down

46 The Money Crcwf as @ Didacfic Device.

How fimtful 1z the cuewt approach? In my opmmon, a pure-crecht syetem of smetly endoge nous
nahoe, such as that uonphed by the cirewt theory m its lughly stylized canomeal formn has hitle
cogmtrve and heunstic value . It 1z only a didache devace fit for a first approximation analyeis of the
working of a rather unrealishc monetary economy, chamactenzed by a stucturally feeble capatal
marke t and by a banking system jrepared to finance mde fivately the gmwﬂl of efficient s

The task of providing a macro-foundation to the theory of econormic policy 15 usually parsued by
cncwitists in a traditional syetermie equilibiium frameworlk of social accounting, where the supply of
money 15 assuned to adapt 1tself passmely fo the demand for hogwd balances, for the renounce of
monetary authontes to contiol the credit component of total money supply (a typmeally non-
mfervenhomst, un-Feynesan atttude)®® In equbibiiom there would be no motres to hold wdle
money balances for financing futunre expendihoe . Say’™s Law would necessanly hold (as a logical
wentity, not as a law of natwe). Tlus explams why the analyeis of the supply of mone vis alkenby

= It may be notied that what is 1 equestiony, here, & the degree of realiom of S model Mot the degree of
desirab ity wiicly an analyst & prepared to recoguize to fhe pre st hstihtional asset of the werld (as wrengly argued
Ty Figaera , 2000, 1510,

= The Dijon and Bbowg crondt school (kd by Scdonit and imchiding Sadigh, Cec o, Gnos , Basera , Fosa and
ofiers) distiygaishes the c oot of meoney, which is assomed to be mstardaneons | due to the dmovaterialnatoe of credi
oney , fromn fhe croait of hceme, & flow-variable  whose determoinstion proce ss nec essarily takes soore time.

= B this serise, see also Pargues, 1985, for wlhom e dit meney & not swite dto be ac oomilted.

* On fhe ecquiliorion character and the alleged “heterodoxy™ of this fhe oretical approach, see Cavalieri, 1094
1988 (wwily replies by Graziand, 1995a, 1998), ol 1more e cexily, Zazzaro, 2003 .
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several clicwtists to be fiee from fundamental unce rainty™®. But there are circwtists who do not
share this opmon.

5. Further logical difficulties and missing elements.
51 Conbroling the Credif Sysfem

Anpother 1mportant 1ssue should now be discussed. Accomhing to the cucwit theory, the
msttutonal mole of the central bank will here to be severely linited, as e gards both the creation of
fiat money and the conbol of credit money, if the supposed shict endoge neity of money has to be
preserved. The monetary authonty should himt itzelf to support the choikes made by the
cormmercial banks m the matter of crechit. The cenfral bank would therefore be deprrved of 1=
traditional power of duoect conhol over the crecht systern. A conbol wluch, if eally exerted, would
confer an exogenous natwe to the total money supply (even in the pesence of endogenous central
bank moneyentenng the cicwt m the fonn of mtebank settle ment balance s provided to the banks,
whose amount 15 de terraned by the banks demand for them).

With a purely endogenous supply of monev, a reshicte monetary pohey would be almost
nonsensical®. Thus, under such condifions, a less important economic 1ole 15 assigned o the central
bank (whoze presence, however, 1z not to be regarded as eszsenhal for the existence of @ monetary
ECOTOINY).

52 A Money Crdering.

There 15 a pyramidal lnerarchy of money, wihich goes from gove munent money to credit money
and corunercial paper (pmomises o pay of fitms and houssholds)™. Both governent and credit
IMONEY ale money i a namow sens: of the word. But whereas gove nunent and centbal bank money
are always necessary components of the mone tarybase, credit money1s not. A cucumstance which
malkes a substantal difference between these types of money.

In the 12al woild no payment sywetem s able to woik efficiently without a basis of govemoment
and ceniral bank money, swted o provide a necessary upper Lt to credit expansion, which could
otherwize be mfimtely inferest-elastic. In the absence of such a lumt and in the mesence of an
mereasing demand for loans and of an accomunodabng supply, credit expanson could go on
mdefinately, as crecditwortlyy firtns, being not subject to a fixed budgetary constraint, would be in the
poston to finance any desned amount of expenchiure. The 1esult would be an ,earnung-thoough-
spe nchng ™ c1vewit theory of 1ncome.

53 Credit Rafioning.

Chfferently from fiat money, crecht money cammot be created ex milglo. It mesupposes the
existence of government and/or central bank money In the real woidd bank lending 15 always
subject to crecit rahomng . Even i the absence of the constramt unposed by the conwmbme nt of the

“ 2 Jfor mstance, Dekplace and Hell, 1996, . 24 and Pargoes and Seccareccia, 2000,pp. 115-17,who daw
flie Eeyresian lkage bebaeen mere v oul wox erta iy, Bt the certandy assunmption — the ergodic Iypothesis made
gochastic mode k| by wihicly  the fithoe is smp k& reflection of the past™ - is not consileed as stictly necessaiy to
cicnt theeories by Fodana (2000, pp. 37-38). Accodmg to Foodana and Fealf come (2004), “propenerts of e MTP
frcnietay theory of produstion] focus o tle v oompleteness of pdorration ol the role of Hindanedal wmcertandy™”

“ Bt see o fhis podt Fortana and Palac io-Vera, 2004

! Oy the copcept of “luerarclyy of meoney™, see Bell, 2001,
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banks to 1espect a legal reserve 1aho, it 15 mdeed lnnited by the amnount of bank reserves and by
bank assets.

Crecit rationing of this kind — an important feature of reality, distinet both from mstitutionally
uup:nf;ecl ratiorung and from sunple credit constiamts self-impozed by the banks - 15 1gnored by
chrcuitists. Yet it changes completely the analyhcal framework of the moblem we are n:u:ulLf;ltlElmg
Because in the prezence of any type of credht rationng, the amount of crecht money 15 supply
dete rmuned, not demand dete e d.

5.4 Non-Credit Money.

In my opmuon, uncowerible money wsued by the govermment or by the central bank 15 not
crecht money, 1f we look at 1t fiom a substantal (not merely formalishie) point of wew. The two
types of money are inmnmcally different. The former, bemg non-redeemable and carryng no
mterest vield, does not representa credit, an interest-bearing claim of the holder and a true hiability
of the 1=suer (the monetary authonty). The alleged wdenhitvof func tons be tween gove mment mone v
(i the fomn of cash and banknotes) and crecht mone v (bank depomts, 1e. financial clanns) 15 far
frorn being a complete one.

£]] money supply comes fiom the banking system (wlich 1includes the central bank). But this
does not mean that all money has the nahoe of crecht money. Or that 1t 18 “credit dnven and de mand
deteruned”™ and may therefore be remesented by a honzontal line m the mice-guantity space (as
maintained by B.J. Moo, in s honzontahst™, or ,accommodabomst™, apmoach to the theoryof
endogenous mone ysupply) .

5.5 Insde and Ouigde Governmeni Money.

In owr hmes, onlya pait of the nominal supply of money — its credit component, bank money -
15 certamly endogenous (demand determned). Another component, govemument money, may be
regarded as partly endogenous (msude monewy created for refinancimg a pre-existent prvate
mdebtness) and pafly exogenous (outside money, 1ssued o finance a public deficit). The real
supply of money (the nominal supply multphed by the velocity of circulahon of money, or divided
by the average pce level), on the contrary, 15 always endogenous. Uncorertible govermment
money maybe regarded as a net financial assetby the mvate sector of the economy, but it iz nota
debt of the central bank, becauss 1t does not nvolve a commitment of the 15ser.

56 Loans and Depodis.

In the 1=al woild, where the financial shucture of the economy mmcludes both a banking system
and a capital market, financial ophons are usually evaiable. Farmhes are not supposed to spend
unmeciatel v all therr meomes, but may save part of them and choose between leanng thewr sevings
mac trve or nevesting them n long-term bonds, corporate secunhes, treasury bills or bank deposits.
Firmns wlich need addibional hepoed funds are m the posihon to chooss between looking for bank
crechit and seeking long-teun finance m the capital market Commewrial banks decide whether to
finance themseles by collecting mrate savings or thiough the discount window of the central
bank; and whether to oreest 1n maling loans to thenr customers or to buy financial assets. Deposits
malke loans and loans malke short-term, | comvernenee lending™, deposits. There 13 no logical ponty
between them (though there may be a lustoncal pronty). Tlus 15 the bamc framework of the
Feyneman analysiz of the monetary theor yof produs ton.
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In corewit theones all this s 1mpossible. Mo dishnction 15 usually made between the money
market and the financial market, whose ole, when 1t 15 explicitly recogused, sems to be a purely
auxiliary one, being lomted fo that of allowing the fimns to epay then bank debts, and does not
melude the financing of wrrestments™. There 15 a banking sector, wlich 1z supposed capable of
financing every level of fimns™ poductree actmity and swited to be refinanced i any circwnstance
by the central bank. Therefore there 1z not need of a financial sector (1ts 1ole being reduced to the
allocation of exishng ligwd resowces). A speculatrre achviby in the bond market s thus 1mpossble.
We are supposed to be i a pwre mdebmess or credit e conormny.

Under such unnaturall y restnctive condihons, there canbe no wre sted savings by the families
and no s li-financing by the fimns. Loans make deposits (as mamtamed by the Bankmg School and
by Feynes and Sclwnpeter), because bank deposits a1e created sunultancously with the provision
of loans (and more or less mmmechately used), but deposits do not make loans (contrary to the
traditional view held by the Cwrency School). Thus at any moment deposits and loans are not
necessallly equal. brestrment decisions are asswmned to be quitt mdependent of financial market
conditions.

Banks do not bonmow money from the farnihes and do not pay mierests. Inferests are paid by the

fiurne (both to the bankmg system, on loans coverng the cost of tirestment and produchon, and to
egquity holders) and by the State, on the public debt.

5.7 Money, Credif and Finance.

To allow for a theoretical advancement of the cirewit appaoach, the degree of complexity of this
oversianplified stylized model has to be considerably augmented. The captal matket and a financial
circ ulation st be explicitly inboduced into the mone tary theory of moducton, with the puopose
of supplementing credit mshtubons and the mdushal circulaton of money, which grves nse o
cwrent pavments. But as soon as this 15 done, the wueabishe and analyhecally unsahsfactory
asswnphon of a pure-credht economy, m wloch fins, conmdered as a whole, can finance then
produchve activiies only by recwrnng o bank crecht of endogenous nature, breaks dowmn. Full
mterachon of money, credit and finance must be acmted. For tlus pwpose, a cifferent kind of
model — a stock-and-flow model — 13 requued. This composite nahwoe 13 mdeed unavoidable,
because monevy as means of pavment 15 a flow vanable, whereas money as a store of wealth i1z a
stock vanable.

5.3 Inferdependence.

In a stock-and-flow model of the economy, the demand for money will find a sabsfactory
analytical explanation only within the framework of a general theory of portfolio choices, sutable
to define the egmlibium of the whole captal account.

Functonal interde pendence of supply and demand for mone v should be fully recogsed. The
two functons of the demand and the supply of mone v cannot be estmated independently of each
other, because they de pend on the same paramefers. Thus 1t 15 not conect to tace distimet curves for
thern, m the MVarshalban quantiby-price space.

* On this podt, see Cavalieri 1999 Sae also Bossore, 2001, for an attemgt to dea 1vwith this Inportat Esie ia
cicut mode]l. Cocuitists are generally muwlmed to recoguize a hierarcdhical prioviy of the bank -oredit meney maket,
where fIrs are apposedto get then outial foene e, with respe it to the foacial manket , where f1os woakd be o the
condition to obtamy fhe fialfnance they needfor making oorestrerds . But & sheadd be nety ed that Pargoes, differ et Iy
froom Gramiand, achmits the possbiliyy for the barkig systemn of prowidmg o the fom of long-tenn aredit also e final
face reede df orthis poop ose by the fmns,
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Rather, an analytical effort should be made to transfornn the large number of the relations among
the smgle economic agents 1volved (finms, famibes, banks, public s=ctor, foreign sector) mio a
smnall number of consolidated relahons among mac 1o vanables.

Ina closed economy with a supply of mone v charac tenized by the presence of both governament
and credit mone v, the liguid balances held by the bandang systemn should equal at any moment the
chfference between bank deposits and bank loans, plus the amount of credit facilihies accomded by
the central bank to cormme reial banks ac tually used™.

58 Bidirectonal Causafion

Becauss of the mteracton of demand and supply of monev, a biduechonal and asyroome mcal
causal omdenng between these vanables — recogmzed by Charles Goodhart, Sheila Dow, Victona
Cluck and others — has o be acdimitted. In geneal, there 15 neither a wugue causal diechon moving
frorn the demand to the supply of money, as asswned by fundamentalist Feynesians and
circ witists™; nor the ivverse causal 1elation held by monetarsts.

It may therefore be rather poblemate to disingwsh the demand from the supply of money;
when govenunent and crecit mone v coexist. A change in the supply of money will necessanly
affect the lewel of economic actwvity of the system, wlich 15 a defemmmant of the demand for
money. And vice versa: the demand for money 15 partly de pendent fiom the supply (as has been
mantained by some exponents of | fiscal monetansm™). But these two moneyvanables do not affect
each other 1n equal measure . They do not work 1n a symmetncal way.

Aclknowledgement of the mutual dependence of demand and supply of money has the effect of
maling the plamung of monetary policy more complex. In such a mtuation, any rahonal bams for
the constucton of the LM cwrve, the locus of equilibnwmn posihons on wlich the | neoclassical
symthesis™ 15 baged, breaks dow.

6. On some alleged historical links of the monetary circuit approach.
6.1 Labour Palue and Monsy.

some authors of the cocwhst group maintan that the Maroan “law of value™ (the | pure™ labour
theory of value), though unsuted for a conect detenmnaton of commodities relatre pices of
moduction, is applicable to mone v and 15 consiste nt with the cirewit theory™. According to the “new
mferpretation” of the Marxian “tansfonmation pmoblem”, which makes use of constant mone tary
expressions of labowr tune, mstead of labow values, or to one of 1ts | sequentalhist™ vanants, thess
authors Hunk that the value of mone v may be coherently expresssd by the amount of labour tune
used o produce a wmt of net social output, valued at pnces of production, m money terms. On ths
premnize, the monetaryvalue of the net output produced m the system would be proporhonal to the
arnount of Innng labowr employed.
These authors therefore mterpret the cirewt theory as a “monetary theory of labour-value™,
smted to measure the puwchasmg power of mone v m labour terms (or m labour equyvalents). And on
this ground, they feel enbfled fo claim that, at the begiuung of the cirewt story, 1t 15 the value of

* See Cawvalieri, 1999,

® A thers is 1o logi al need to fouce Doreshrert ooy by resocting to previons savmgs — e ther vohataly o
Jorced™ Farmilies*force d sevigs e essarily onplied ia coot theoy by fors®profits) — as mandamed by Gramad
(1994 pp. 83-85) and other cocwibsts. B the real word, soorewhat negle cted by oot the codes of the fost generation,
ixe dit luas machito dowith Doee somerd.

= oee Jfor hstane e, Bellofiore , Forge s Dawanzati ad Fea Xoremo (20007, See ako Trige, 2004
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labowr power which determimes the value of money They thus popose to ,emol™ Max among a
g2 lec ted set of precursors or ancestors of the theory of the mone tarycucwmt.

6.2 Marx on Credif Money.

30. This 15 hawdly acceptable. Marx did never say that captahst moduchon presupposes credit
money creation by banks. He rejected Sav'sLawand thought that capatalist production presupposed
an 1hal stock of commodity money. Not a stock of paper money, or a siunple amount of credit
money (which 15 not a cormmodity), supported by real or commodity mone v.

Dhfferently from the circwthists, Max, who was greatly concemed with the poblem of
mfegraing monevin a general theory of value, chd not athibute a credit nature fo the entire money
supply. At lus iimes money was m large part commoci by mone v, a tangible good (“fue money”). In
lug theoryof money, wluch combined elements of the metallist and the paper views, the value of
corrnodity mone y, made with a precious metal exogenously supplied, could be expessed in feims
of labour emboched, bemg measwed by the amount of labowr hme required to produce and com the
metal. That of credit money, which was only abstact wealth, could not.

In Maw™s opmon, the usual laws of poduction did not apply to bank crecht, a special kind of
mshtutonally produced commodity. Unfortunately, Marx lnmself paved the way to the cocwhsts™
misunderstancding, as he used fo speak of crecht monev also m a second, more general meamng,
wluch regaded as such all the mone v wluch cneulated i a captalist economy, gute 1ndependes nfly
of its bemng commodity or paper money, becauss 1n lus opouon money was punanly a social
comvention expressing the credit nght of workers over the total product of the system.

6.3 Hicksell and the Pure-Credii Economy.

Ag concemms Wicksell — a neoclassical author dee ply inferested m the study of the inmer natwe of
mterest and money and a cnhic of the quantty theory of monevw, who analyzed a pure-credit
econorny (i (Feldans und Giiferpraise, 1393, ch. 9, s=chon B) — he al=o placed such analysis in the
more general context of a compmehensrre theory of value (in lus case, one of a subjectrre natme ). &
pure-crecit, or ndebimess, economy was intended by Wickssll only as a comvement fist
appoxinaton theoretical hypothesis, compatible with a monetary equibbnum framework. Mot a
realishe analytical assumphion, buta smphfiang one, destined to be removed.

6.4 Schumpefer.

Cn a possible Schumpetennan link of endogenous money theones, let me nohice that Schumpeter,
another celebrated heterodox™ neoclassical author, was a firm believer m the practical comveme nee
of wsing credit money, though not in the necessary credit natwe of monev He regarded the
mte rmeciary, wt-of-acc ount, function of money as 1ts essenhal one (Das Fesen des Gelde s, 1931).
But he did nothing to support the idea of a foken-money, or bank-accounhng, system, where money
would conmst only i the habilihes 1ssued by a credit mshtuhon (a thod part miterveng m the
orginally bilateral debt-crecht relation) and any transfer of a commodity from an economic agent to
another one would requue a comesponding transfer of token-money, minnsically worthless,
recolded by a bank m lher accountng books. For Schumpeter, money was a sponfancous
corventional | social mshtohon™, not something created by the bank system, or mnposed by the
atate. As Wicksell, he did not hold only a ,crecht theory of monev’, mplying a logical
meom patibility with commodity mone v

* i I pont,see Zazzaro, 2003,
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6.5 Keynes

On the alleged commection between the chcwt approach and Feynes™ monetary theory of
produchon, claumed by most crewhsts, let me recall just two flungs: (7) that Feynes considered the
dermand and the supply of mone v as stock relatonslops and did not assume flow equlibinam m the
money market; (i) that, as Manx, Feynes unambiguouslyiejec ted Sav's law of markets.

In hus major woik dealing with “a monetary theory of production”™, The General Theory, Feynes
treated the supply of money as exogenously determuned by the monetary authonty. But thos choce
was not due, as m some of lus previous works, to the adophon of a guantitatree approach to the
problem (the “cash-balance appoach”). It was miended to enswe the formal ,closwe™ of the
undelying analyhcal model of the economy, a fully mtegrated monetary and 12al model, by which
the “classical dichotomy” could be defimtely overcome. An endogenously deternmmed money
supply would have 1mplhied an additonal (and excesstve) unknown vanable i the model.

Cmn the basis of this short and inadequate freatment of a complex hermmeneutic queshon (which
should be more properly analyeed i a separate essay), [ am inclined to conclude that, in spite of the
emnphass put by both Marx and Feynes on the 1ole of credit mone v as a sowce of finance for the
firme, to-day monetary circwhsm cannotbe regarded either as a parhcular kund of Varxism, or as a
special type of Keywessm®™.

7. On the supp osed bogical priority of either the supply or the demand for money.
11 The Referogeneily of Money Supply.

Ibne v supply should generally be consdered a heterogensous vanable, characterized by the
presence of two distinet components — a punary one (fiat or goverunent money) and a sscondary
one (credit money) — swtable to be reckoned mdependently of each other. Fiat money 15 always part
of the monetarybase. Bemg stnctly linked to the refinancing of banks and to the financial needs of
the public sector, it has a rxed endoge nous-e xogenous nature and 15 subject to duset conbol by the
monetary authonty. On the contrary, crecht money, which 15 by far the major component of money
supply m developed counfiies, has an unambiguous endogenous nature and 15 exposed only to an
mclirect contol by the mone tary authonty. The possibibty of 1egulatng, doectly or indiectly, both
these components should enswe sufficient contol of the aggregate supply of mone v,

12 Inferaction through the Money Mulfiplier.

Dhie to the funchonal mterdependence of the demand and supply of money, a bidwee honal and
asynrnetls causal relationslup emeiges, wnplying swtematic mteraction between thus panr of

money vanables, rather than umlateral causality m either sense. Some attention should the refore be
parl o the mechamsms wlich make posmble the interacton between the demand and supply of

INONEY.

o a direct Keynesian legacy as regards the monetay theory of prochction is taken for granted by c oonitists (see
Bealfomzo, 1998). A somilar aitical wiew mmay be expoessed as concenis an alleged Wick s 1han legacy, re lated to the
cicut theories™ asanmption of a pame credit e conony, Doplyig mwoney of stictly scriphoal nabre (i assooption
wihich is Dwoongatible with the edstence of licid balae es, & e cessary logicalpilla o Wiksell's snalysi of wealth
effects). Otlwer atterepts to mdtridaste geroame precwsers®ef ¢ oot the ories hare beentec ety made with reference to
Dernuis Fobertson, hlkchal Kalecki and Joan Fobisen, all of wheon rec ogpuized the hustorical fimetion pef onmed by
mwone ¥ Tuthe mibial e iy of the prodactionprocess Dua capitaliss systein
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The exogeneity mode] pays atlenhon to the central bank™s ability fo contol the monetary base

through the mone v multplier, which hrmts the credit potental of the banks. For thus papose, it
assumes the two pamameters which determime the walue of the multipher — the banks™ reserve mto
and the Lguihty maho of the public — as mdependent of the amount of the monetary base and
sufficie ntly stable . It thus undeirates the fact that the amount of credit allowance s does not depend
only on the demand for loans made by the economue agents, but also on the lending behanour of
the banks.

In a sunilar way, those Feynesian authors who maintain that all the supply of money has an
endogenous nature, and that the monetary authonty should only contiol its rental price, foiget both
the pamllel existence of goverunent mone v of oufsile natwe and the fact that mrvate economie
cholces are always conditioned by the authonty's decisions about the conhol of the monetary base,
which affect the mterest ;ates and the level of mcome .

In my opuuon, both the smetly endogenous and the shictly exogenous theoretical models of
money supply are unsahsfactory. They are based on two sets of differe nt inhutions, many of wlacl,
though fundarmentally sound, are insufficiently general .

13 The Nahure of Money Supply.

The supply of mone v 1z a vanable of an mhnmeally puxed” natoe, partlye xogenous and paitly
endogenous. It may assume a pevalently exogenous or pevalently endogenous chamacter,
according to the choice of the mtermediate polcyobjectrre made by the mone tary authonty, m an
analytical contextof full mtegrahon of the money, crecht and finance cucwts. When the authonty's
prncipal aim 15 to conbol the amount of momrey in coculaton — or the amount of any other
guantitattve money or crecit vanable — the money supply has a prevalently exogenous nahwe.
Wher, on the confrary the monetary authonty choses o contol the level of mieest mtes, the

supply of money becomes an endogenous vanable. The specific natwe of money flows tends
ulhmately to 1eflect lustoncally both the monetary authontv's pohhcal attitude and the changing
power relationshups between the financial and the industnal camtal.
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