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1t is amazing that more than a century after Hartley Withers's The Meaning of Money and 80
years after Keynes's Treatise on Money, the fundamentals of how banks create money st
need to be expianed. Yet there pliin is such a need, and this book meets that need, with
dear exposition and expert marshalling of the refevant facts. Warmly recommended fo the
simply curious, the socially concerned, shudents and those who believe themseles experts
alke. Everyone can learn from it

Victoria Chick, Emaeritus Professor of Economics,
University College London

What is money? How is it created? How does it enter into circulation?
These are simple and vital questions it might seem, but the answers
remain contested and often muddied.

Where does money come from? is a comprehensive guide o the modem UK monetary and banking
sysem. It reviews theoretical and historical debates on the nature of money and explains how we
amived today with & systeen where the vast majosly of new money is crested by commencial banks,
Banks create new Geposks thiough making loans, buying existing assets or by providing overdrat
faciities which customers themseives tum in 1o deposkts when they draw on them. These depoaks are
accepted by everyone, inchuding the state, in payment for taxes. They are added to the money suppy.
Most money nowadays is created this way.

Based on detaled research and consutation with experts. the ook includes in-depth explanations

of the role of the central bank, reguistors, the govemment and the European Union in influencing the
creation and allocation of money.

R concluces that the current monetary 3y shem is inherentyy unstable, Gepending 3 # does pamarly
on the confidence of private banks themseives, while the cerfral bank or govemment have chosen 1
exert Iithe controi over ether the quantly of new money created or whether It Is used for productive of
speculative purposes.

Wiitten thioughout in nor-technkcal language, the bock will be of value o the general public, palicy-
Maknes, NONCE 8 Barking Professionals, 0COSHTICS nd students.
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A few questions of minor importance © nef

1. What is money?
2. What do bank’s do?

3. Who decides how much money gets in to the
economy?

4. Who decides where it goes?

nef (the new economics foundation)



What is money?
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What do banks do? « nef
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Banks create new money whenever they expand v nef
their balance sheets (aka make ‘loans’)

Figure 9: Loan by Barclays Bank.

BARCLAYS BANK BALANCE SHEET (Step 1)

Assets Liabilities
(What the borrowers owe to (What the bank owes to the
bank + bank’s money) depositors + bank’s net worth)

Loan to Robert: £10,000

Figure 10: Bank simultaneously creates a loan (asset) and a deposit (liability).

BARCLAYS BANK BALANCE SHEET (Step 2)

Assets Liabilities
(What the borrowers owe to (What the bank owes to the
bank + bank’'s money) depositors + bank's net worth)

Loan to Robert: £10,000 Robert's new acco@m,ooo 2

Source: Ryan-Collins et al. (2011) Where does Money Come From?, nef (the new economics foundation), p56
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Payment of £500 from Richard to Stuart
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Figure 11: Commercial banks and central bank reserve account with payment.
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Source: Ryan-Collins et al. (2011) Where does Money Come




Intra-day clearing & overnight « nhef
settlement

Figure 13: Simplified diagram of intra-day clearing and overnight trading
of central bank reserves between six commercial banks.
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The myth of the reserve-multiplier
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Figure 2: The money multiplier model.
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Source: Ryan-Collins et al. (2011) Where does Money Come From?, nef (the new economics

foundation), p20-21
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Breakdown of relationship between )
hef
base money and bank money

Money Supply 1960 - 2010
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The tail wags the dog

Figure 4: ‘Balloon’ of commercial bank money.
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Source: Ryan-Collins et al. (2011) Where does Money Come From?, nef (the new economics
foundation), p23
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‘In the real world, banks extend
credit, creating deposits in the
process, and look for the reserves
later.’

Alan R. Holmes, Federal Reserve Bank of
New York (1969)

‘In reality the sequence works
more in the opposite direction
with banks taking first their credit
decisions and then looking for the
necessary funding and reserves of
central bank money.’

Vitor Constancio, vice president of the
European Central Bank (2011)



Banks need our deposits to ‘balance the books’ Y nef

BALANCE SHEET FOR COMMERCIAL BANK

Liabilities £

Assets £

Loans to customers Customers deposits
Reserves at the BoE

Cash

_ . N Loans from other financial institutions
Financial assets (e.g. government securities)

Other assets (e.g. buildings, investments) Capital Equity capital:

« share capital

« retained profits

Provisions

Subordinated debt (liability
to bondholders)

TOTAL LIABILITIES = TOTAL ASSETS

Source: Ryan-Collins et al. (2011) Where does Money Come From?, nef (the new economics foundation), p75
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Banks decide where money goes - nef

‘Both [households and companies] are, to a greater or lesser degree, rationed
in their access to credit, given that borrowers know a great deal more about
their conditions and prospects than do risk-averse lenders, and that lenders
face obstacles in ensuring that borrowers honor their contracts.’

Paul Tucker, Deputy Governor, Bank of England, 2010, ‘Money and credit: banking and the macro-economy’,
Bank of England, Quarterly Bulletin, Q1, p97
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Bank lending is driven by confidence ’ nef
and profit

Banks net lending by sector,
1997-2010, sterling millions
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Source: Bank of England Statistical Database and Positive Money
nef (the new economics foundation)



More information

¢ josh.ryan-collins@neweconomics.org

e WWW.heweconomics.org/projects/monetary-reform
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