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Central  bankers should ‘think different’ and use 
capital control and macro prudential tools to: 

• Bring offshore capital back onshore 
• To manage the monetary & taxation system 
• To manage the spectrum of interest rates 
• To manage the economy in the interests of 

democracy 



Chart taken from “This Time is Different: A Panoramic View of Eight Centuries of Financial 
Crises” by Carmen M. Reinhart, University of Maryland and NBER; and Kenneth S. Rogoff, 
Harvard University and NBER.

http://www.economics.harvard.edu/faculty/rogoff/files/This_Time_Is_Different.pdf


7 January, 1720: 

‘In extraordinary 
development, Scottish 
genius, monetary 
theorist, duellist & 
speculator, John Law, 
succeeds Nicolas 
Desmarets & becomes 
Prime Minister of France” 



21 March, 1729 

“ A Scot who once 
controlled half the United 
States of America has died 
in Venice.” 



Joseph Schumpeter on John Law :

“I have always felt he’s in a class by himself. 
He worked out the economics of his projects 
with a brilliance and, yes, profundity, which 
places him in the front ranks of monetary 
theorists of all time.”

Schumpeter in A History of Economic Analysis, 1954, p 294 5.



On the tercentenary of his birth – 1971 -
the world moved to the system he had 
envisaged in the 1720s. 

The link (which had always been weak)  
between the monetary system and a 
commodity – gold –was finally broken, 
albeit by accident, and as a result of the 
economic policies of President Richard 
Nixon’s administration.  



John Law understood money –
and explained the nature and 
economics of  a monetary 
system back in 1705 in two 
publications:  

Essay on a Land Bank, 1704  

and 

Money and Trade, first 
published in 1705. 



“Money is the 
measure BY which 
goods are valued, the 
value BY which goods 
are exchanged and in 
which contracts are 
made payable.” (my 
emphasis)

John Law, Money and Trade Considered with 
a proposal for supplying the nation with 
money . Yale Law School:  
http://avalon.law.yale.edu/18th_century/mo
n.asp

`



`

NOT the 
measure FOR 
which goods 
are exchanged
or valued….



“Domestic trade depends 
on the money. A greater 
quantity employs more 
people than a lesser 
quantity. 



“

“A limited sum can 
only set a number of 
people to work 
proportion’d to it 
and it is with little 
success laws are 
made for employing 
the poor or idle in 
countries where 
money is scarce…



His message was quite clear. Gold and silver 
were not necessary for the functioning of 
the modern banking system. In fact it was 
dangerous to base a monetary system on 
imperfect flows of gold and silver, the size 
of which were dependent on the vagaries of 
discoveries of such minerals. 



Furthermore, reliance on gold and silver 
delayed the development of the banking 
system by creating an opposing system to it. 
(P.108). 



Law understood the critical role played by debt 
in a monetary economy 

Instead of counterbalancing banks’ liabilities 
(paper money and deposits) with gold or silver 
assets, the liabilities in a credit-based system 
would be counterbalanced with properly secured   
loans.         



Law understood the critical role played by the 
bond-issuing, tax-collecting state in issuing the 
currency, and backing the money supply – with 
properly secured bond issues. 



Law understood  that in a monetary 
economy savings are not necessary for 
investment

That every penny saved is somebody’s debt. 



In a monetary economy as opposed to a non-
monetary economy, saving is an act that 
reflects on others in the form of a financial 
claim



In a monetary economy 

A banknote is a central bank’s liability; 

A bank deposit is a bank’s liability.

A government security is a 
government  liability; 

A  corporate  bond  is  a  private  company 
liability…. and so on.



In a non-monetary economy 

“When people save in the form of a real 
commodity, like corn, the decision to save is a 
fully personal matter:

Andrea Terzi, INET, 2015 

https://www.dropbox.com/sh/cyy9mpgq76gidr5/AABV395A-do-
gZL9Q_0tj26va/3_Saturday%204.11.2015/The%20Eurozone%20Crisis/INET%202015%20TERZI%20f.pdf?dl=0



In a non-monetary economy

“If you have acquired a given amount of  corn,  
you  have  the  privilege  of  consuming  it,  
storing  it, wasting  it,  as  you  please,  without  
this  directly  affecting  other people’s 
consumption of corn. 

Only if you decide to lend it will you establish a 
relationship with others.”



In a monetary economy, 

saving is an act that reflects on others in the 
form of a financial claim



In a monetary economy …..

….This means that when we discuss financial 
savings  we  are  also  discussing  debt:  

Every  penny  saved  is someone else’s liability.

In a monetary economy savings do not fund; 
they need to be funded. 

(Terzi  INET, 2015). 



The narrative about savings being a 
source of funds for investment applies 
only to a non-monetary economy where 
saving is a real resource. 





Economic orthodoxy (taught in all western 
universities, and in all textbooks) has deeply 

flawed understanding of money. 



Economic agents only care about real costs and real 
benefits, monetary values are just nominal 
magnitudes that do not change the process of 
decision-making …and theory should therefore 
capture the real fundamental relationships in the 
economy, where money is a convenient means of 
payment that becomes an inconvenient source of 
disturbance only when it is badly managed by its 
issuer. 

Orthodox Theory:



Mainstream economists, believe (sic) banks 
are nothing more than intermediaries. 



Bank: “a financial 
intermediary.” 

Loan: “a lending 
agreement 
between an 
individual lender 
& an individual 
borrower.” 



Orthodox ‘neoliberal’ economic theory 
assumes a powerful central bank (state) 
control mechanism for the money system and 
‘sound money’ . 

At odds with reality, and with free market 
economic thinking. 



By contrast, ‘heterodox’ economic theory 
views privatised money as in control of the 
creation of money in capitalist economies.  



UK private banks create 95% of the 
money supply in the UK , 99% in the US

They do this by extending credit, as the 
BoE explained in its January, 2014 
Quarterly Bulletin. 



Economic Orthodoxy:

The assumption that money or credit – and its 
price (the rate of interest) 
- like a commodity - subject to market forces of 

supply and demand. 
“Natural rates” of interest. 



Orthodoxy: assumption that banks use their 
reserves for lending

– “fractional reserve banking” –

a myth!



NZ Reserve Bank: 

“Adjustments to the Core Funding Ratio 

Varies the share of lending that banks are 
required to fund out of stable, or ‘core’, funding 
sources over the cycle, to reduce vulnerability to 
disruptions in funding markets.”

The Macro-prudential toolkit 2015. 



“The reality of how money is created today differs 
from the description found in some  ( sic)  
economics textbooks.  

Rather than banks receiving deposits when 
households save and then lending them out, bank 
lending creates deposits. 

January, 2014 Quarterly Bulletin, Money in the Modern Economy: an introduction



“In normal times, the central bank does not fix the 
amount of money in circulation, nor is central bank 
money ‘multiplied up’ into more loans and 
deposits.” 

January, 2014 Quarterly Bulletin, Money in the Modern Economy: an introduction



“Banks do not act simply as intermediaries, 
lending out deposits that savers place with 
them, and nor do they ‘multiply up’ central 
bank money to create new loans and 
deposits.”

Quarterly Bulletin 2014 Q1



“The majority of money in the modern 
economy is created by commercial banks 
making loans.” 

Quarterly Bulletin 2014 Q1 





Economic Orthodoxy: 

The rate of interest determined by a demand 
for savings. 

Keynes: 

The rate of interest determined by a demand 
for assets. 



Demand for assets – liquidity preference 

• the transactions motive: people prefer to be 
able to quickly convert to cash.

• the precautionary motive: as a safe haven for 
wealth 

• speculative motive 



The rate of interest is man-made – a social variable, 

• By committees of men and women in 
central banks, setting the base, or policy 
rate.  

• By the back-room ‘submitters’ in banks like 
Barclays, manipulating LIBOR. 

• By investors motivated by transaction, 
precautionary and speculative motives… 
and determining, short, long, safe, risky and 
real rates. 



Savings are not needed for investment



Commercial bankers do not uses reserves
‘parked’ in central banks (the sovereign) to 
lend on.  



Credit creates deposits. 

Credit creates purchasing 
power/economic activity, i.e output 
&  employment. 



In understanding bank money we need to 
understand that money held in banks does not 
correspond to what we understand as income. 

Nor does it correspond to savings.

It does not correspond to any economic activity



Bank money does not exist as a result of 
economic activity. 

Instead, bank money creates economic activity. 



Flawed orthodoxy behind the failure to 
regulate/manage  private commercial 
bank “printing” of money so that its 
aimed at productive investment and not 
credit-fuelled speculation – in both 
banking and shadow banking sectors. 



Flawed orthodoxy behind policies that leave 
the monetary system, capital mobility, 
interest rates to be managed by ‘the invisible  
hand’. 



“..capital flows, it’s like with fire. Fire can be 
used to turn raw meat into a wonderful steak. 
But it can also burn your house down."

Jagdish Bagwhati, Professor of Economics, Columbia University, on Big Think, 17 
November, 2007.

http://bigthink.com/ideas/5008


“Looking back on the crisis, the US, like some 
emerging-market nations during the 1990s, has 
learned that the interaction of strong capital 
inflows and weaknesses in the domestic financial 
system can produce unintended and devastating 
results. The appropriate response is…to improve 
private sector financial practices and strengthen 
financial regulation, including macroprudential
oversight.”

Ben Bernanke, governor of the US’s Federal Reserve in speech to Banque de France February, 
2011.

http://www.federalreserve.gov/pubs/ifdp/2011/1014/default.htm


“So we have to make some choices. Let me be 
clear about mine: democracy and national 
determination should trump hyper-
globalization. Democracies have the right to 
protect their social arrangements, and when this 
right clashes with the requirements of the global 
economy, it is the latter that should give 
way.” (Author’s emphasis)

Dani Rodrik. “The Globalization Paradox” Oxford 2011. Page X1X.



“We have been working hard to develop the 
economy in the past 30 years, but now these 
elite members of society are fleeing with the 
majority of the wealth. The loss may be even 
higher than all the foreign investment we have 
attracted. It is as if, when the time of harvest 
comes, we find the fruits have all gone to others’ 
baskets.”

Zhong Dajun, director of the Beijing Dajun Institute for Economic Observation & Studies, 
June 8 2011, quoted in Financial Integrity and Development Task Force.

http://www.chinacsrmap.org/E_OrgShow.asp?CCMOrg_ID=740
http://www.financialtaskforce.org/2011/06/08/rough-seas-ahead-for-china/


Sam Brittan in the Financial Times: 

“I have no 10-point programme for making 
“finance less proud”, as Winston Churchill once 
put it. I do not believe it will be done just by calling 
for more macro prudential bank regulation; nor by 
the so-called Tobin tax on all financial activity.



“It is more a matter of recognising, at every point 
of policy decision, that the free movement of 
artificially created electronic money across 
frontiers is not on a par with the free movement 
of goods and services, let alone more basic 
human freedoms, and recognising this not only 
for developing countries but for the so-called 
advanced ones as well.”

Samuel Brittan, Financial Times, 10 June, 2011. “Good servants can make bad masters.”

http://www.ft.com/cms/s/0/12b99dac-92c5-11e0-bd88-00144feab49a.html#axzz1OmE2cIci


…...on New Zealand’s economy 



March, 2016: 

”Moderating (NZ’s) strengths are very high 
external imbalances, its high household 
and agricultural sector debt; its 
dependence on commodity income; and 
risks to its financial system stability. “ 



March 2016: 

“Weakening external performance will further 
increase the economy’s already high external 
debt – net of official reserves and financial 
sector external assets – from an estimated 160% 
of current account recepts in fiscal year 2015 to 
more than 200% in the near term.” 



“New Zealand’s current account deficits are 
traditionally associated with external 
borrowings by its banks to fund its growth. 



“The parent companies of the four major banks 
are headquartered in Australia…Should, 
contrary to our current expectation, the 
Australian authorities move to a senior creditor 
bail-in framework for its banking system, would 
negatively affect the ratings of the Australian 
major banks and have a flow-on impact on the 
ratings of NZ subsidiaries...”



“The market in NZ bonds ‘totaled about NZ$62 
billion, or 80% of New Zealand’s annual current 
account receipts, at September, 2015. It 
contributes to the liquidity of the New Zealand-
dollar foreign exchange market, but by the same 
token could exacerbate a currency correction if 
offshore demand falls.” 



“So both on the empirical side and on the 
calibration side, it is so far hard to find robust 
support for large quantifiable benefits of 
international financial integration. 

Hélène Rey, e.g. “Dilemma not Trilemma: The Global Financial Cycle and Monetary 
Policy Independence” (2015). 

https://www.kansascityfed.org/publicat/sympos/2013/2013rey.pdf


“I do not claim that there are no benefits to 
international financial integration, only that 
they have been remarkably elusive so far given 
the scale of financial globalization the world 
has undergone.”

Hélène Rey, e.g. “Dilemma not Trilemma: The Global Financial Cycle and Monetary 
Policy Independence” (2015). 

https://www.kansascityfed.org/publicat/sympos/2013/2013rey.pdf


One could: a) impose targeted capital controls; 

Hélène Rey, e.g. “Dilemma not Trilemma: The Global Financial Cycle and Monetary 

Policy Independence” (2015). 

https://www.kansascityfed.org/publicat/sympos/2013/2013rey.pdf


b) act on one of the sources of the financial 
cycle itself: the monetary policy of the Fed and 
other main central banks;

Hélène Rey, e.g. “Dilemma not Trilemma: The Global Financial Cycle and Monetary 
Policy Independence” (2015). 

https://www.kansascityfed.org/publicat/sympos/2013/2013rey.pdf


“c) act on the transmission channel cyclically by 
limiting credit growth and leverage during the 
upturn of the cycle using national policies (and 
possibly doing the reverse during downturns)—
i.e., putting in place macroprudential policies;…

Hélène Rey, e.g. “Dilemma not Trilemma: The Global Financial Cycle and Monetary Policy 
Independence” (2015). 

https://www.kansascityfed.org/publicat/sympos/2013/2013rey.pdf


“d) act on the transmission channel 
structurally by imposing stricter limits 
on leverage for all financial 
intermediaries.”

Hélène Rey, e.g. “Dilemma not Trilemma: The Global Financial Cycle 
and Monetary Policy Independence” (2015). 

https://www.kansascityfed.org/publicat/sympos/2013/2013rey.pdf


Thank you! 

Ann Pettifor 
Director, Policy Research in Macroeconomics 

www.primeeconomics.org
@AnnPettifor

http://www.primeeconomics.org

