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CAPITALISM AND MONEY
We are living under capitalism, where the means for producing and distributing
wealth (land, factories, power stations, offices, media, railways, and the like) are
owned and controlled by a small fraction of the members of society. As a class this minority
monopolises these means and uses them to produce wealth for sale on a market with a view to
profit.
In any society wealth (all the things that are useful for human life) is newly produced by humans
applying their mental and physical energies to fashion or refashion materials that originally came
from nature. Under capitalism this productive work is carried out by those excluded from ownership
of means of production and who, to live, are obliged to sell their mental and physical energies to an
employer in return for a wage. What they produce belongs to the business that employs them and
has greater value than that of the working skills they sold to their employer and for which they were
paid a wage. The difference is the source of the profit which is the aim of production.
Because, under capitalism, production is for sale, the system needs a medium of exchange,
something that can be used to buy anything and which sellers will accept in return for what they are
selling, something that can be exchanged for anything and everything. In a word, money.

We need not go here into the origin and evolution of money in detail. Suffice it to say that originally
money was itself a product of human labour, having its own intrinsic value, which could be
exchanged for any other product of labour of equal value; a role fulfilled by the precious metals
gold and silver. Later, as capitalist production spread and more and more products became subject
to buying and selling, governments introduced paper notes, convertible on demand into a fixed
amount of gold or silver. These notes circulated alongside gold and/or silver coins.
Today, the currency is composed of paper notes (and metallic tokens for smaller transactions),
issued by the state or its central bank, but which are no longer convertible into gold.
What in the United States is called “fiat money” from the Latin word for “let it
become” as it comes into being and circulates at the will of the state.
Previously, when gold coins and paper notes convertible into gold circulated, the amount of money
in circulation was more or less automatically regulated to meet the needs of the economy, not just
for buying and selling but also for settling debts and paying taxes. When production and trade were
expanding gold was minted into coins; when they were contracting gold coins were reconverted into
gold bars.
With an inconvertible paper currency, however, the government and its central bank have to
estimate how much the economy needs at any time. Fiat money has to be managed.
This does not alter the fact that the need for money originates in the real, productive sector of
economy. The profit that is sought is a monetary profit and the wages of the producers are paid in
money. These incomes are generated in production and reflect the shares in newly produced wealth,
respectively, of the owners and of the producers. In other words, it is production that generates the
purchasing power to buy the new products.
However, there is no need for all of this “purchasing power” to be represented by an equivalent
amount of money. This is because, although fiat money is essentially a multi-purpose voucher that
can be exchanged for anything, it differs from a gift voucher or an admission ticket in that, unlike
them, it is not cancelled after use but can be used again by the seller. It circulates and can be used to
carry out a number of transactions. The average number is these is a measure of money’s “velocity
of circulation”.
The amount of money needed is further reduced by the use of cheques, now
themselves being replaced by bank transfers, bank cards and contactless payments.
So much so that some envisage the coming of a “cashless society”. It probably won’t happen but
cash payments as a percentage of all payments are steadily decreasing.
Banks are not part of the real economy – they don’t produce any new wealth – but they do play a
key role in the capitalist economy. Basically, they are financial
intermediaries, accepting money originally generated in production from business and individuals
who don’t want to spend it immediately (but to “save” and spend later) and lending most of this to
fund some business project or purchase. The role of banks under capitalism is to ensure that as little
as possible of the purchasing power generated in production remains idle.
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HOW BANKS OPERATE

Banks are profit-seeking capitalist businesses. Their business model is generating an income from
the difference between the rate of interest (if any) they pay to “savers” and the higher rate they
charge those they lend to. After paying their running costs, including the wages of their employees,
what is left is their profit.
Here is how an online dictionary of financial terms (intended for investors who will want to know
facts) describes a bank’s financial model:
“Banks take deposits from savers and pay interest on some of these
accounts. They pass these funds on to borrowers and receive interest on the
loans. Their profits are derived from the spread between the rate they pay for
funds and the rate they receive from borrowers. The ability to pool deposits
from many sources that can be lent to many different borrowers creates the
flow of funds inherent in the banking system. By managing this flow of funds,
banks generate profits, acting as the intermediary of interest paid and interest
received, and taking the risk of offering credit”. Source link
This can be confirmed by looking at a bank’s accounts. A good example is the
Nationwide Building Society (a building society is a type of bank) whose 2016
Strategic and Financial Review booklet sent to members included an easy-to-follow diagram of
their business model (reproduced on below image).
One point to note immediately is that its funds don’t come exclusively from “customer deposits”
but from these plus “wholesale funding”. This latter is money obtained by borrowing from the
money market, i.e., from other banks and financial institutions.
Customer deposits are also in effect (and in law) loans – from the depositor to the banks even if no
interest is paid on some of them. Such deposits are also described by bankers as “retail” borrowing
as opposed to the “wholesale” borrowing from the money market. Banks can also use their own
capital to fund their lending.
This point is important because it shows that what banks lend does not have to come just from
individual savers, as is sometimes suggested by critics of the view that banks are financial
intermediaries.
Borrowing from the money market to relend is more risky than obtaining deposits as it is mainly in
the form of short-term, renewable loans, the rate of interest over which banks have no control. It
was being caught out by a sudden rise in interest rates on their wholesale borrowing that sunk
Northern Rock and HBOS during the financial crash of 2008. They had relied too much on
obtaining funds to relend from this source and found that, when interest rates on them suddenly
rose, they were not in a position to renew them as the interest they would have had to pay was
higher than the interest they were receiving from their own loans, i.e. that their “net interest
income” was negative. So, not only were they not making a profit but they were not covering all of
their running costs.

There is a measure of the extent to which banks rely, as a source of funds to relend, on wholesale
compared with retail funding – the “loan-to-deposit” ratio:
“This measure indicates the proportion of loans that are backed by deposits

rather than wholesale funding, interbank borrowing, or the proceeds of bond
issuance. Most small banks and building societies operate on a loan-todeposit ratio of under 100: Kingdom Bank, for example, says its target ratio is
95 per cent. It will not “lend out” more than 95 per cent of the total amount of
deposits on its books. We would regard that as a prudent approach to
lending. But the majority of large banks have far higher loan-to- deposit ratios.
At the time of the financial crisis, the average ratio in UK banks was 137 per
cent.” (City A.M., 5 February 2013)
As Wikipedia points out in its entry on the ratio, one of more than 100 means that “the bank
borrowed money which it reloaned at higher rates, rather than relying entirely on its own deposits.”
(en.wikipedia.org/wiki/Loan-deposit_ratio)
Further confirmation, then, that banks don’t need to rely entirely on deposits to fund their lending;
they can also have recourse to borrowing from the money market.
The Nationwide diagram is a model and so did not include any figures, but these were given
elsewhere in the booklet. These showed that in 2016 deposits and borrowings amounted to
£204,546 million while loans were £178,807 million. “Liquid reserves” –cash, reserves deposited
with the Bank of England, and short-term bonds that can be quickly converted into cash – were
£23,000 million.
As deposits were £138,715 million its loan-to-deposit ratio in 2016 was 128.9, which means that
22.5 percent of its lending was funded by money-market borrowing. Its liquidity (to loans) ratio,
which we shall meet again when it comes to discussing “fractional reserve banking”, was 12.9
percent.
The other thing to note about a bank’s accounts is that, like all capitalist businesses, they are set out
in accordance with the principle of double-entry bookkeeping, with every “asset” acquired being
balanced by a corresponding “liability” and every “liability” incurred being balanced by a
corresponding “asset”.
Thus, when someone makes a deposit (it could just be the payment in of their salary) the money
paid in is recorded as an “asset”; the corresponding “liability” is an IOU from the bank to the
depositor. The same applies in the case of wholesale borrowing by the bank: the money borrowed is
an asset, with the liability being the obligation to repay it. When a bank makes a loan, it is the other
way round. The money loaned is recorded as a “liability” – the bank has handed it over to the
borrower to spend, so it no longer belongs to the bank – with the corresponding “asset” being an
IOU from the borrower to the bank.
This bookkeeping practice is, as we shall see, frequently misunderstood as meaning that when a
bank makes a loan it is literally creating a new real asset, in the non-financial sense of something
useful or valuable, that did not exist before.
To complete the picture, in 2016 Nationwide’s net interest income was £3,086 million, other income
and gains were £386 million. Administrative expenses were £1,847 million and various provisions
£246 million. The result for the year was therefore a profit of £1,279 million.
We are now in a position to examine the various claims that banks have the ability to create money

to lend out of nothing, i.e. without needing funds obtained from depositors, the money market or
their own reserves. We can test these claims against the example just given of the model and
finances of a typical bank
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THE NEW THEORY OF MONEY
That banks are financial intermediaries borrowing at one rate of interest and lending at another,
higher rate was relatively clear and generally accepted until the 1920s and 1930s when the
definition of “money” came to be changed.
Previously, money had been defined as the currency, as notes and coins, cash.
During this period its definition was extended to include what had previously beencalled “bank
credit” on the ostensibly plausible ground that this too affected spending. Governments were
interested in how much banks were lending, both to manage fiat money and to control total
spending as part of their attempt to control the operation of the capitalist economy. Controlling bank
lending was one of the ways in which they sought to do this.
Money and the money supply are now defined, both in textbooks and financial
regulations, as including bank deposits.
There’s M0, M1, M2, M3 and M4. The two most used are probably M0 and M4. M0 is notes and
coins + banks’ reserves at the Bank of England (Basic, or Narrow, money). M4 is this + the amount
held in the current and savings accounts of banks and building societies (Broad money).
M4 is many times M0. According to a Bank of England publication:
“Broad money is made up of bank deposits – which are essentially IOUs from
commercial banks to households and companies – and currency – mostly
IOUs from the central bank. Of the two types of broad money, bank deposits
make up the vast majority – 97% of the amount currently in circulation. And in
the modern economy, those bank deposits are mostly created by commercial
banks themselves.” (“Money Creation in the Modern Economy”, Bank of
England Quarterly Bulletin, 2014, Q1)
The statement that “bank deposits are mostly created by commercial banks
themselves” is misleading to the point of being untrue. It has been taken by
opponents of the “intermediary” theory of banking as meaning that banks “create” money in the
same sort of way as states now create currency – by a simple administrative decision. As the state
does create currency “out of nothing” in this way, so some think that banks create money in the
same way; that banks, too, can create in effect fiat money and that they actually do this whenever
they make a loan.
This is the money-creationist theory of banking, which might also be called the thin- air theory. It
has also been called the mystical theory of banking.
If you define bank loans – what used to be called bank credit – as money, then, by definition, banks
“create money” whenever they make a loan; they are one and the same thing. However, it does not
follow that what banks are lending has been “created” by them in the sense that it did not exist

previously. What banks are doing when they make a loan is indeed adding to spending, but this is
not done by creating new purchasing power; it is by activating purchasing power that would
otherwise remain idle, through lending it to be spent. Even if you accept the modern theory of
money, it makes more sense to say that banks “activate money” when they make a loan rather than
“creating” it.
Aside from the ambiguity arising from the use of the word “create”, the statement in the Bank of
England’s publication is inconsistent on its own terms. It says that bank deposits are “essentially
IOUs from commercial banks to households andcompanies” and that they “are mostly created by
commercial banks themselves”.
In a sense bank deposits could be said to be IOUs, but there are two kinds of bank deposits
depending on how the money got there. If it was paid in by a bank customer it is recorded,
according to the principles of double-entry bookkeeping, as an “asset” with the corresponding
“liability” being an IOU from the bank to the depositor. If, on the other hand, it has been credited to
the customer’s account as a loan from the bank it is the other way round, the “liability” is the money
in the account (it no longer belongs to the bank) and the corresponding “asset” is the IOU to the
bank from the borrower.
Logically, then, even on the modern definition of money, only the second type of bank deposit
could meaningfully be said to have been “created” by the bank in the sense of being due to an
action initiated by the bank itself. Since some of what banks lend comes from what has been
deposited with them, to include both kinds of deposit as money involves some double-counting.
Even if the figures are adjusted to take account of this double-counting, it is still the case that bank
loans are many times greater than state fiat money. But there is nothing extraordinary about this.
Since state fiat money circulates and its use is being economised by electronic transfers and bank
cards it is what you would expect. It is no more amazing or alarming than that the amount of fiat
money in existence is only a small percentage of the total prices of what’s for sale.
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THE PURE ‘THIN AIR’ THEORY OF BANKING
If an article in a prestigious Bank of England publication expresses itself
inconsistently it can be expected that money-creationists will get it even more wrong.
Here are a couple of examples, taken from leaflets distributed at the Occupy Camp outside St.
Paul’s in London in December 2011:
“Banks do not lend anything. They create money as credit out of nothing
[when they “lend”] and charge interest on something which costs nothing to produce.”
“The numbers in your bank account were all created, essentially out of
nothing, not by the Bank of England or the Royal Mint, but by commercial banks . . . Rather than
taking money from a saver and lending it to a borrower (as per the common understanding of
banking), they simply write new numbers into the bank account of a borrower – effectively creating
new
money.”

And you thought that when you had your wage or salary paid into your account this represented
what you had earned by working!
It is not just distributors of photocopied leaflets who hold this view. An attempt to lend some
academic credibility to the theory that banks create money to lend out of nothing has been made by
Professor Richard Werner, then of Southampton
University’s Business School. In 2014 he published a paper entitled “Can banks
individually create money out of nothing? – The theories and the empirical
evidence” (widely available on the internet and widely cited by money-creationists).
On 7 August 2013 he filmed exactly what happened when, as part of an empirical study, a small
savings bank in Bavaria made him a loan of €200,000. He observed that at no point did the bank
employee responsible for authorising loans check if deposits or reserves were sufficient to pay the
loan and that no money was transferred from one department of the bank to another. He also
observed (and photographed) that both the bank’s assets and liabilities, and so its balance sheet,
were recorded as having increased by €200,000. He, rather modestly, drew the conclusion:
“Thus it can now been said with confidence for the first time – possibly in the
5,000 years’ history of banking – that it has been empirically demonstrated
that each individual bank creates credit and money out of nothing, when it
extends what is called a ‘bank loan’. The bank does not loan any existing
money, but instead creates new money. The money supply is created as ‘fairy
dust’ produced by the banks out of thin air.”
He had demonstrated nothing of the kind, only that the bank, like all banks, practised double-entry
bookkeeping. He did not theorise on how a banker might have recorded a loan in the 3,000 years
before this was practised. Nor what would have happened if the employee had authorised a loan of
more than the bank’s reserves or than what it had had deposited with it. Above all, he did not record
what happened the following day when he says the €200,000 was transferred to another bank. He
promised a follow-up paper on this but this does not seem to have been published, perhaps because
it would have refuted his theory as the bank’s reserves would then have been reduced by €200,000
and so recorded. If the loan had been greater than the bank’s reserves such a transfer would not –
could not – have gone through.
^Contents^
FRACTIONAL RESERVE BANKING
Professor Werner appears to be of the view that an individual bank does not need any reserves at all
to make a loan. Others don’t go that far. For instance, on 15 October 2008 the Times published a
letter by a Malcolm Parkin which began:
“Sir, only 3 per cent of money exists as cash. Therefore the rest is magic
money conjured into existence, and issued as debt by banks, at a ratio of
about 33 magic pounds to 1 real pound, by the quite legal means of fractional
reserve banking.”
Quite apart from the “therefore” being an invalid deduction, this is to completely misunderstand
fractional reserve banking.

When a bank receives a deposit it retains a “fraction” as cash to deal with any
withdrawals in cash; the rest is available for lending. Bankers learn from experience what fraction is
safe. In the United States banks are legally obliged to retain as cash 10 percent of some kinds of
deposit. In Britain it used to be 8 percent but now there is no laid down “cash ratio”, not even the 3
percent Malcolm Parkin assumes. Banks are, however, required to keep an agreed minimum amount
with the Bank of England.
If the cash ratio is 10 percent what this means is that, for every £100 deposited, a bank retains £10,
leaving the remaining £90 available for lending. This is frequently misunderstood as meaning that
for every £100 deposited a bank can lend out £900 “conjured into existence” out of nothing. And
not only by leaflet distributors and “Disgusted” of Tunbridge Wells but by Professor Werner too.
In a Youtube talk on “Banking & the Economy” he declares:
“Somewhat stylized and applied to a standard fractional reserve system, the
process works as follows. When Bank A receives a new deposit of £100 and
a 1% reserve requirement is applied by the central bank, the bank will not
deposit £1 with the central bank and lend £99 to borrowers (as many
textbooks state), but instead deposit the entire 100 with the central bank, thus
being able to extend credit amounting to £9,900.”
(www.youtube.com/watch?v=wDHSUgA29Ls)
The very absurdity of this conclusion shows that the theory cannot be correct.
Fractional reserve banking, properly understood, is what banking is all about: taking in money,
retaining a minimum as cash, and lending out the rest. If a bank had to retain as cash all the money
deposited with it, it would not be a bank. It would be a glorified safety deposit box.
One theory of the origin of modern banking is that it started with goldsmiths in London in the
middle of the seventeenth century who did begin to lend out money deposited with them for safekeeping. Richard Cantillon in his Essay on the Nature of Trade in General, written in 1730,
described their practice:
“If a hundred economical gentlemen or Proprietors of Land, who put by every
year money from their savings to buy Land on occasion, deposit each one
10,000 ounces of silver with a Goldsmith or Banker in London, to avoid the
trouble of keeping this money in their houses and the thefts which might be
made of it, they will take from them notes payable on demand. Often they will
leave their money there a long time, and even when they have made some
purchase they will give notice to the Banker some time in advance to have their
money ready when the formalities and legal documents are complete.
In these circumstances the Banker will often be able to lend 90,000 ounces of
the 100,000 he owes throughout the year and will only need to keep in hand
10,000 ounces to meet all the withdrawals. He has to do with wealthy and
economical persons; as fast as one thousand ounces are demanded of him
in one direction, a thousand are brought to him from another. It is enough as a
rule for him to keep in hand the tenth part of his deposits. There have been
examples and experiences of this in London. Instead of the individuals in

question keeping in hand all the year round the greatest part of 100,000 ounces the custom of
depositing it with a banker causes 90,000 ounces of the
100,000 to be put into circulation.”
There is no question here of the goldsmith-bankers issuing “notes payable on
demand” of 900,000 ounces of silver. Despite this, there is a cartoon-style film on the internet,
Money as Debt by Paul Grignon, which, besides suggesting that there were goldsmith-bankers in
every town at the end of the Middle Ages (whereas they only existed in the seventeenth and
eighteenth centuries in the commercial centre that London was), claims that in the end the
goldsmiths began to lend out the whole of what had been deposited with them and even to issue
receipts, which circulated as means of payment, for more than the money deposited. This would
have been imprudent, indeed completely reckless, as the slightest hint that a goldsmith-banker
might be unable to honour his receipts would lead to a rush to withdraw money and ruin him. It
would also be unlawful and lead to the goldsmith languishing in a debtor’s jail. In any event, there
is no evidence that any of them did this or even considered doing it. It’s just fake history.
At one time academic economics tried to rescue the claim that banks could lend more than had
originally been deposited with them by maintaining that, while an individual bank could not do this,
all banks together (and by implication a single bank on its own) could. This was elaborated as a
theoretical justification of the policy that governments were pursuing at the time of trying to control
bank lending by varying the cash ratio they required banks to maintain.
In chapter 16 of the 1961 edition of his widely-used textbook Economics, Nobel Prize winner Paul
Samuelson wrote:
“We now turn to one of the most interesting aspects of money and credit, the
process called ‘multiple expansion of bank deposits’. Most people have heard
that in some mysterious manner banks can create money out of thin air, but
few really understand how the process works.
Actually, there is nothing magical or incomprehensible about the creation of
bank deposits. At every step of the way, one can follow what is happening to
the banks’ accounts. The true explanation of deposit creation is simple.
What is hard to grasp are the false explanations that still circulate.
According to these false explanations, the managers of an ordinary bank are
able, by some use of their fountain pens, to lend several dollars for each
dollar deposited with them. No wonder practical bankers see red when such
power is attributed to them. They only wish they could do so. As every banker
knows, he cannot invest money that he does not have; and money that he
invests in buying a security or making a loan soon leaves his bank.
Bankers, therefore, often go to the opposite extreme. They sometimes argue
that the banking system cannot (and does not) create money; ‘After all’, they
say, ‘we can invest only what is left with us. We don't create anything. We only
put the community's savings to work.’ Bankers who argue in this way are

quite wrong. They have become enmeshed in our old friend, the fallacy of
composition: what is true for each is not thereby true for all. The banking
system as a whole can do what each small bank cannot do: it can expand its
loans and investments many times the original cash given it, but meanwhile
each small bank is lending out only a fraction of its deposits.”
He assumed a cash ratio of 20 percent which meant that a bank had to hold $2 out of every $10
deposited with it. In his example someone initially deposits $1000 in a bank. That bank retains $200
as cash and lends out $800. The borrowers spend this and it eventually, via those who they buy
from, finds its way to one or other bank in the system as different amounts in different banks
totalling $800. Twenty percent of this --$160 -- is retained as cash and $640 lent out. This, too,
returns to the banking system and 80 percent of it is loaned out. The process goes on “until,
supposing that there are no leaks and no bank keeps reserves of over 20%, the end of the process
will be that all the banks in the banking system will have loaned out 5 times the original deposit, i.e.
$5000.”
This doesn’t really help the money-creationists because Samuelson was adamant that no individual
bank can “jack its deposit to five times its cash reserves” and that “it cannot lend or invest more
than it has received from depositors”. So, their basic claim is denied. However, in suggesting that
the whole banking system (or a single bank) could “create money out of thin air” he was lending
credibility, if only by the language he used, to the thin-air theory of banking. His theoretical model
is not mathematically wrong, just unrealistic and misleading.
What it overlooks is that, while at the end of the process the total amount loaned out is indeed
$5000, the total number of deposits has been $6000. No extra money has been created. All that has
happened in this textbook construction is that the money originally deposited (whose appearance is
not explained but which can only have come out of previously produced wealth) has circulated and
been used to make deposits totalling $6000. In fact, Samuelson himself conceded this when he
wrote that “the banking system and the public do, between them, create about $5 of bank deposits
for each new dollar of reserves that comes to the banks.” (our emphasis). So it is not a question of
all banks together on their own creating money from thin air to lend. All of what they lent was
deposited by “the public”. His practical bankers were right after all to say “we invest only what is
left with us. We don’t create anything”.
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LOANS NEED TO BE FUNDED
Other, more subtle versions of the thin-air theory of banking argue that, while neither a single bank
nor all banks together can create from nothing money to lend, the banking system centred around
the central bank can. Since the central bank can create money at will such versions are not
inherently incoherent.
However, it is the language in which these versions are expressed that is a problem as it can be
seized on by the advocates of cruder versions of the thin-air theory to justify their version.
For instance, David Graeber, author of Debt: The First 5000 Years, has argued:

“There’s really no limit on how much banks can create, provided they can
find someone willing to borrow it. They will never get caught short, for the
simple reason that borrowers do not, generally speaking, take the cash and
put it under their mattresses; ultimately any money a bank loans out will just
end up in some bank again. What's more, insofar as banks do need to
acquire funds from the central bank, they can borrow as much as they like.”
(“The truth is out: money is just an IOU, and the banks are rolling in it”,
Guardian, 18 March, 2014.)
This is a variation of Samuelson’s “multiple deposit creation” model and no more shows that the
banking system can create money to lend out of nothing than does his. What keeps the lending
going is that the sum of money keeps getting re-deposited into the system. In other words, the loans
are matched by deposits from “the public”.
Graeber was commenting on the article “Money creation in the modern economy”, already
discussed, that appeared in the Bank of England Quarterly Bulletin in 2014.
Latching on to a statement in it that “rather than banks receiving deposits when households save and
then lending them out, bank lending creates deposits”, he remarked:
“Just consider what might happen if mortgage holders realised the money the
bank lent them is not, really, the life savings of some thrifty pensioner, but
something the bank just whisked into existence through its possession of a
magic wand which we, the public handed over to it.”
When the article says “bank lending creates deposits” it was referring to the double-entry
bookkeeping practice of recording balancing new liabilities with a new asset and vice versa.
Graeber's interpretation is given some support as the article does say that when this is done “new
money is created”, adding:
“For this reason, some economists have referred to bank deposits as
‘fountain pen money’, created at the stroke of bankers’ pens when they
approve loans.”
Approving a loan and how it is recorded in a bank’s books is of some interest (though hardly worth
filming as Professor Werner did), but why stop at this bookkeeping stage as this is only the
beginning of the process? What happens next – when the borrower spends the money that bank has
put in their account as the amount of the loan – is also important, in fact more important.
When, later in the article, the authors do go into the details of what happens when a bank makes a
new loan, they explicitly state that the amount of the loan does have to be funded:
“Suppose an individual bank lowers the rate it charges on its loans, and that
attracts a household to take out a mortgage. The moment the mortgage loan is made, the
household’s account is credited with new deposits. And once they
purchase the house, they pass their deposits on to the house seller . . . The
buyer’s bank would then have fewer deposits than assets. In the first
instance, the buyer’s bank settles with the seller’s bank by transferring
reserves.” (Our emphasis)
What are these “reserves”? They are what the bank has deposited at the Bank of England. This will

have come, not from thin air, but either from the bank's own capital or even from money deposited
with it by savers. Either way, it will be previously existing money. What happens is that some of the
lending bank's reserves with the Bank of England are transferred to those there of the seller's bank.
The authors go on (remember that by “liabilities” they mean the IOUs from the bank to those it gets
money from):
“if a given bank financed all of its new loans in this way, it would soon run out
of reserves. Banks therefore try to attract or retain additional liabilities to
accompany their new loans . . . By attracting new deposits, the bank can
increase its lending without running down its reserves.”
Deposits that will come from, among others, “the life savings of some thrifty pensioner”.
Banks can also have recourse to the money market but, one way or the other, must acquire the funds
to cover their loans:
“Alternatively, a bank can borrow from other banks or attract other forms of
liabilities, at least temporarily. But whether through deposits or other liabilities,
the bank would need to make sure it was attracting and retaining some
kind of funds to keep expanding lending.” (authors’ bold).
So, the famous Bank of England article, much referenced in the literature of the thin- air school of
banking, does not say that loans don’t have to be funded and can just be conjured up from nowhere
by the wave of a magic wand. It says, precisely, that they do have to be funded.
It has to be said, though, that if the article has been misunderstood, by Graeber and others, as saying
that banks create the money they lend by waving a magic wand, this is the authors’ own fault. They
could have made things clear by saying in a single passage that “when a bank makes a loan, this is
recorded in its books as a deposit in the borrower's bank account; when the borrower spends the
loan the bank has to mobilise funds to finance it”. They do in fact say this if you read the article, but
in the introductory overview they chose to emphasise only the first part, leaving the reader to find
the second in the body of the article. The uncritical and gratuitous aside about “fountain pen
money” didn’t help either.
The article is clear, however, that banks are profit-seeking financial intermediaries:
“A bank’s business model relies on receiving a higher interest rate on the
loans (or other assets) than the rate it pays out on its deposits (or other
liabilities) . . . The commercial bank uses the difference, or spread, between
the expected return on their assets and liabilities to cover its operating costs
and to make profits.”
Which brings us back to where we started.
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TOWARDS A CASHLESS SOCIETY?
Money performs various roles. Its primary ones are to measure the value of items of wealth
produced for sale (expressed as their price) and to be the medium through which they are bought
and sold (so they don’t have to be exchanged directly with each other, as with barter). Money is also
a means for settling debts and paying taxes and a unit of account (for calculating income and

expenditure, profit and loss).
Originally money, in its primary roles, took the form of an item of wealth that had its own intrinsic
value by virtue of being a product of human labour, in particular silver and gold. So, when it was
used to buy something there was an exchange of items of wealth of equal value. The price of an
item of wealth produced for sale was in fact originally expressed as a weight of the money
commodity (in England a pound was once literally an amount of silver weighing a pound). Coins, as
pieces of the money commodity stamped by the state as a guarantee of their weight, were
introduced in Ancient times and made buying and selling easier.
Coins can function as money even if they don't actually contain the stamped amount of silver or
gold. Even in Ancient Greece and Rome copper coins were used for small payments as tokens for
the real thing. Later paper notes were too for larger payments. Notes and coins – “cash” – is still
today the popular conception of what money is; they are money but only in its role as the medium
of buying and selling.
Today, commodity money has been entirely replaced by fiat money, issued by the state. So now
when anything is bought or sold it is no longer an exchange of items of equal value but an exchange
of an item of wealth for a token of the same face-value but which itself has virtually no value (the
value of the metal in a pound coin is only a few pence). The face-value of these tokens is decreed
and guaranteed by the state.
This works as long as the state is stable.
Coins and notes are not the only possible forms that tokens for money as a medium of buying and
selling can take or in fact have taken. They were the ones that evolved historically given the
technology. The Ancient Greeks could smelt and mint silver but could not have issued paper notes.
That only became possible after paper-making and printing technology had reached a certain point.
Today, with the development of information technology, another form has become possible, one
which renders the physical handover of tokens unnecessary.
According to UK Finance, 2017 was the first year in which payments by debit card (including
contactless) exceeded those by cash:
“By the end of 2017 there were nearly 119 million contactless cards in circulation and, with
customers and businesses increasingly choosing to use contactless cards and card acceptance
devices, it is anticipated 36 per cent of all payments across the UK will be contactless in 2027. As
consumers increasingly turn to contactless payments in situations where previously they may have
paid using cash, 2017 saw a decrease in cash payments by 15 per cent to 13.1 billion payments.
Around 3.4 million consumers almost never used cash at all, instead relying on cards and other
payment methods to manage their spending.” (Press release ‘Convenience of debit card payments
puts cash in second place’, 18 June 2018.)
Some see this as holding out the prospect of a “cashless society” in which there would be no
physical money. This is theoretically possible but unlikely in practice. UK Finance estimated that
by 2027 cash payments would still represent 16 percent of all payments, even if down from the 34
percent in 2017.
Even if all payments became electronic this would not mean that society would be moneyless. As
production would still be carried on for sale with a view to profit, there would still be a medium of

exchange even if not tangible (only a string of computer code in cyberspace) and there would still
be a measure of value (items of wealth would still have prices).
One consequence of a cashless society would be that every single monetary
transaction would be recorded, which would mean that they could be available to the state, unlike
cash payments which can be anonymous.
The prospect of the state knowing everybody’s finances was one reason why a group of anti-state
ideologists in the US came up with the idea of devising an electronic equivalent of cash. In 2009
they published a paper ‘Bitcoin: A Peer-to-Peer Electronic Cash System’ which stated:
“A purely peer-to-peer version of electronic cash would allow payments to be
sent directly from one party to another without going through a financial
institution.” (bitcoin.org/en/bitcoin-paper).
So it was not just the state but banks too that were to be by-passed, both considered responsible for
mismanaging fiat money and causing financial crises.
The basis of the proposed system was to be a network of computers without a central server, all the
computers being in direct contact with all the others. Hence peer-to- peer. The problem with such a
decentralised, or rather, non-centralised system is how to verify that the person making the payment
has not already spent the “electronic cash” attributed to them. The innovation here was to apply
“blockchain” technology in which transactions are recorded electronically in a ledger that cannot be
changed retroactively.
Under the scheme, when someone makes a payment, other members of the network compete to
solve a complicated mathematical problem, the first to solve it being rewarded in bitcoin. This socalled bitcoin “mining” involves consuming huge amounts of electricity and computer time.
Technically a bitcoin is a voucher enabling the holder to access Bitcoin’s money
transfer service and whose price is entirely dependent on demand. Bitcoins didn’t have a price until
2010 when it was made convertible into fiat money at the rate of 1 bitcoin = 0.003 US cents. From
that year on, people who were not part of the peer-to- peer network began to buy bitcoins. The
demand came from those attracted by one of the features of the system – its disguising of payers
and payees – which allowed their transactions to remain anonymous in the way that cash payments
could; people such as drugs barons, arms dealers, money launderers and others wanting to avoid
financial regulations. This is why the bitcoin price has been described as “an index of money
laundering”.
Bitcoins only exist as strings of computer code, and are intrinsically worthless. But so are fiat
money’s notes and coins, only behind them is the state guaranteeing their face-value. There is
nothing behind bitcoins. Yet in 2017 the price of a single bitcoin overtook the price of an ounce of
gold and reached $19,000 in December from less than $1,000 at the beginning of the year. It has
since fallen to around a third of its peak price.
It is this aspect – as an object of speculation – that has led some commentators to describe bitcoins
as a “crypto-asset” rather than a “crypto-currency”, something people can invest in hoping that it
will hold or increase its monetary value over time.
In any event, bitcoins are never going to replace fiat money, if only because states will not allow it.

There is a certain irony in the situation of one group of computer experts working out ways to
render physical cash unnecessary and another group working to create an electronic equivalent of
cash. From the point of view of rationally satisfying human needs, all the human ingenuity and all
the computer time and resources involved in both projects is so much waste. In a socialist society,
based on the common ownership of productive resources with production to satisfy people’s needs,
there would be no need for an electronic payments system; in fact, no need for any sort of payments
system since buying and selling will have been replaced by access to products according to need –
and so no need for money, not as a measure of value any more than as a medium of exchange.
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SOCIALISM OR BANKING REFORM?
Since banks are capitalist institutions which will have no place in a socialist society, why does
having a correct understanding of how they work matter? Basically, because it is part of
understanding how the capitalist economic system works and how it can only work in the way it
does – as a profit-making system under which there is an economic imperative that making profits
should have priority over meeting people’s needs adequately. It cannot be made to work in any
other way, so there is no point in trying to reform it to make it serve the needs of all.
The advocates of the various rival theories of banking fall in two groups. There are those who want
to show capitalist governments what they should do to better manage the capitalist economy so as to
avoid financial crises and economic downturns. And those who think they have found a flaw in the
monetary system (but haven’t) and propose a remedy for this.
The first group are typically academics and journalists. Their basic premise is that the government
can control the capitalist economic system so as to ensure steady growth; it is just a matter of
pursuing the correct policy. They see capitalism as a system that is driven, not so much by the
pursuit of profit but by satisfying paying demand. More lending means more spending, hence the
importance they attach to controlling bank lending.
They blame the banks for causing, by lending too much, a period of economic growth to end in a
financial crash. So, they propose various ways to control bank lending – varying the cash ratio or
the reserves banks are required to keep with the central bank or interest rates – and elaborate
banking theories to back up the particular way they favour. None has worked, basically because
banks are not in control of the amount they lend. That depends on the state of the economy.
Banks cannot decide to lend more if there is no extra credit-worthy demand for loans, as is the case
in an economic downturn. On the other hand, in a boom, as profit- seeking businesses themselves,
they cannot forgo the chance to make a profit by lending more when there is a strong demand from
businesses for capital to take advantage of an expanding market – which both businesses and banks
assume will continue. The boom comes to an end, not for a monetary reason, but when one key
sector overproduces in relation to the rest of the economy with the knock-on effect leading to a
general economic downturn.
Some of these theories are more accurate than others about how capitalism works – for instance,
those that realise that banks are financial intermediaries or that banks cannot spontaneously initiate
a lending and spending boom. However, we don’t take sides in their disputes as we are not

concerned, as all of them are, with advising governments on the best way to try to run capitalism.
As far as we are concerned, both the theory of how the capitalist economy works and the experience
of governments’ failed attempts to control it show that capitalism cannot be controlled.
In fact, it is the other way round. Governments can do little more than react to what capitalism
throws at them as it moves through the various phases of its economic cycle. Governments – and
their would-be advisers – might propose, but it is capitalism that disposes.
We do, however, recognise that, while no banking reforms can avert financial crises, some can
make things worse. As Karl Marx put it:
“Ignorant and confused banking laws, such as those of 1844-5, may intensify
the monetary crisis. But no bank legislation can abolish crises
themselves.” (Capital, Volume 3, Chapter 30, Penguin Books edition, p. 621.)
This misunderstanding applies, with particular force, to the second group of banking theorists.
Because the flaw in the banking and monetary system they think they have detected does not in fact
exist, their proposals to remedy it are much more likely to make things worse rather than simply be
irrelevant and harmless. Depending on the particular imagined flaw and its imaginary remedy, the
result could be either too much fiat money being issued (resulting in roaring inflation) or not
enough bank lending being permitted (resulting in an economic slowdown).
The second group don’t tend to be academics. They are concerned about finding a solution to
people’s everyday problems but have got hold of the wrong end of the stick, attributing to some
flaw in the banking and monetary system the problems that are in fact caused by the capitalist
economic system of production for profit. In so doing they misdirect the attention of people
concerned about these problems to banking and monetary reform rather than to abolishing
capitalism.
Thus, for instance, one of the leaflets handed out at Occupy St. Paul’s claims:
“We can help solve problems like debt, poverty, economic chaos and
environmental breakdown just by fixing the way that money and banking
works.”
Because what they propose is based on a non-existing flaw they have been called “money cranks”,
defined as:
“A person who believes that all, or the vast majority of, social ills are caused by
the current money system and thus can be solved by implementing an
imaginary money system that they have designed.”
(leaders.economicblogs.org/gei/2017/constitutes-money-crank)
A bit unkind perhaps, but true and why socialists need to refute their flawed theories and proposed
remedies.
As capitalism is the cause of the problems that currently face humanity in general and the majority
class of wage and salary workers and their dependents in particular, the only way to provide a
framework within which these problems can be lastingly solved is to get rid of capitalism.
Capitalism is based on a class monopoly of the means of production which prevents the productive
forces built up under it being used to provide the plenty for all that they could. Socialism ends this

by making the means of production the common property of society as a whole, no longer owned by
rich individuals, corporations or the state but under the democratic control of a classless society of
free men and women.
With class ownership replaced by common ownership, production can be geared to directly meeting
people’s needs instead of, under capitalism, for sale with a view to profit. In fact, not only not for
profit but not for sale either. The question socialist society will have to deal with will no longer be
to sell what has been produced but to distribute it. Services can be provided free and people will
have free access in the common stores to what they need to live and enjoy life in accordance with
the principle of “from each according to their ability, to each according to their needs”.
With the replacement of exchange by distribution, banks will become redundant. They will cease to
exist and their buildings and computers put to good use. The coloured pieces of paper, the metal
tokens and the plastic cards of today can take their place alongside the coins of Ancient Rome and
Greece in the Museum of Antiquities.
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