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By Tim Di Muzio.

Any complex civilization will organize itself using some form of technology and as
Polanyi noted in The Great Transformation, all will have some type of economy.
The major organizational technology we use is humbers and most national
economies are capitalist market economies in orientation. | will argue here that if
we keep to the numbers and the math of capitalism we can provide a non-
Eurocentric context for understanding global capitalism and evaluate whether
monetary reform would be a game changer.

One inroad into thinking about capitalism and money is to start with a clear defini-
tion of capital. While the neoclassicals confused ‘capital’ with machines and
equipment, capital essentially means a store of monetary funds to be invested in
a profit-making enterprise or monetary funds already invested in income generat-
ing enterprises or assets. Following on from this we could say that capitalism is
the production of goods and services for profit and the capitalization of this power
or pctential to make profit by investors who may or may not be involved in the

de’ 1ning of the firm or asset. The vast majority of firms that shape production
a al reproduction are capitalized and listed on the stock exchanges of the
wonw. I'he level of capitalization of a firm can largely be put down to the expecta-
tions that investors have about future profit or earnings. Typically, the higher the
capitalization, the higher the expectations that those firms will make more profit
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than their immediate rivals or other enterprises in the corporate universe. Put
simply, anything that generates an income-stream can be capitalized but not all
income-streams are equal.

It is also important to note here that many factors can have an influence on cor-
porate earnings from regulations, new legislation, accidents, reputation and even
wars. But while earnings can be affected by multiple factors, ultimately they are
derived from sales and this simple point is key to understanding the math of capi-
talism. There is little doubt that supply and demand are important components in
price formation but all businesses will figure out the cost of their goods or ser-
vices and then add a percentage mark-up. For instance, below we can see the
mark-up for the top 20 firms by capitalization in the Financial Times 500 — a list of
the world’s largest companies by capitalization or what is the same, market

value.
Net
Tt | ncome | Markup %
1|Apple 182,795.0| 39,5100 27.57
2|Exxon Mobil 364,763.0| 32520.0 9.79
4|Google 66,001.0( 14,4440 28.02
5|Microsoft 86,833.0( 22,074.0 34.09
6 |PetroChina 367,853.7| 17,268.6 493
8|Johnson & Johnson 74,331.0| 16,323.0 28.14
10 |Novartis 49550.7| 94327 2351
11|China Mobile 103,977.0| 17,7138 20.53
12| Wal-Mart Stores 485,651.0| 16,363.0 349
13|General Electric 148,589.0| 152120 11.41
14|Nestle 92,165.3| 14,5433 18.74
15| Toyota Motor 248954 6| 17,6660 764
16|Roche 477487| 93884 24 47
18| Procter & Gamble 83,062.0| 11,643.0 16.3
19|Samsung Electronics 188,4759| 21,097 4 126
20| Pfizer 496050 91340 2257

While there may be nothing inherently wrong with being incentivized by profit,
there is a major problem with banking under capitalism that causes a number of
very serious problems. This is why monetary reform is absolutely essential if we
care about future generations, the environment in which all economies operate
and good and healthy lives.

Let’s take a closer at the problems with how we create
M new money.

The . ust majority of the money supply in modern economies is created by com-
mercial banks when they make loans to willing borrowers (individuals, busi-
nesses and governments). While there are other limitations we could consider,
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what this already suggests is that the money supply in capitalist economies is al-
ready limited by the amount of willing borrowers in the economy and the bank’s
assessment of the risks associated with lending. Obviously the banks want most
of their loans paid back with interest. Credit cards are likely the most important
exception here (and possibly mortgages now) since commercial banks adore
what they call ‘revolvers’ — those who go into debt on their credit cards, pay at
least the minimum monthly payment but never fully pay off their credit card(s).
The interest is a constant flow of income to commercial banks. So the first prob-
lem is that the money supply is largely dependent on willing borrowers and the
bank’s assessment of risk.

Why is this a problem?

There are a few reasons. First, commercial banks rather than sovereign demo-
cratic governments have the power to allocate the vast majority of new money.
This allows them to assign or apportion new money without any concern for what
might be needed in society or democratic debate about how new money should
be allocated. Second, there is no convincing technical or philosophical reason
why commercial banks should have the power to create and allocate new money.
Third, the commercial banks and their owners benefit from an exclusive, excep-
tional and extraordinary power: the power to create new money as debt bearing
interest. Again, there is no convincing technical or philosophical rationale why the
very few should benefit from the interest on the money we all need to circulate
goods and services in an economy. A fourth point to make here is that interest on
loans inflates the prices of goods and services because interest is a cost to busi-
nesses which they push on to consumers. The chart below shows the relation-
ship between growing business debt and the increase in the consumer price in-
dex for the United States.
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A fifth major problem is that when banks create new money as loans/debt they
do not produce the interest required to repay the debt. As a result, there is al-
ways more debt in the economy than there is the ability to repay. This is ex-
tremely problematic because meeting interest payments is a key trigger for purs-
ing exponential growth on a finite planet. This has vast environmental conse-
quences for people and the multifarious species that share the planet with us as
more and more of the natural world is commodified.

A sixth major problem relates to government deficits and debt. If a democratically
elected government wants to spend more money than they take in in taxes, fines
and fees, they are structurally forced to go into deficit and as these compound
yearly, the ‘national’ debt balloons. When debt starts to accumulate politicians
start to get jittery about credit ratings and can call for cuts in needed social pro-
grams that benefit one or more communities. Since the debt of most govern-
ments continues to increase (e.g. from US$26 trillion in 2005 to US$61 trillion in
2019 according to the Economist’s debt clock) we can expect more austerity
measures in the future under the pretense of servicing the ‘national’ debt and the
need for fiscal discipline.

A seventh major problem with how we create money is related to capitalist ac-
counting. This problem was first noticed by the British engineer C.H. Douglas
when he was working on the London Tube before World War |. Douglas was told
by officials that there was not enough money to continue construction on the
Tube when clearly there was the material, manpower and knowledge to continue
with construction. Then, as WWI began, there appeared to be no limits to the
amount of money that could be created to fight the war. This obvious discrepancy
lead him to question how new money was created and to delve into capitalist ac-
counting. What he found was that there was a structural gap between the price of
goods and services outstanding on the market and the purchasing power of the
community. Naturally, this creates a demand for credit, which is obviously a god-
send for commercial banks who have the power to create money as loans ex ni-
hilo. Why is this so? As mentioned above, while supply and demand certainly
have a role in price formation, corporations typically target a percentage mark-up
on the cost of their operations. They may not always attain the desired mark-up,
but they do forecast what their profit will likely be out of sales. Since this opera-
tion is an adding up process and the price of labour (wages/salaries) is a cost to
businesses the total prices of goods and services in a modern economy will be

fe r than the purchasing power available in the economy — hence the need
fc . if the economy is not to grind to a halt. This is why C.H. Douglas argued
for social credit or a societal dividend to be distributed across the population. His
analysis was ignored by mainstream economists and bankers and while his ideas
remain very much alive, the social credit movement is largely on the margins of

4 of 12 24/08/2021, 5:04 pm



The Major Problems with Bank Money Creation - Alliance For Just Money https://www.monetaryalliance.org/the-major-problems-with-bank-mon...
modern politics.

The Need for Monetary Reform

So based on the deficiencies in the way we produce money there is a clear need
for monetary reform. But this will be a Herculean task as it demands no less than
reimagining the monetary and fiscal system that is the legacy of the creation of
the first ‘national’ debt in England. As | see it there are three chief obstacles in
correcting the present way in which we produce new money.

The first is that there is not only a general lack of awareness among the public
about how money is created but there is also considerable confusion or igno-
rance about it in academe and within the political class. So raising awareness
and how to do so is absolutely crucial if monetary reform is to have any real polit-
ical force behind it.

The second problem is achieving a consensus on what exactly should be done
and this is no easy task given the cacophony of voices who are advocating for re-
form of the monetary system. This is a most difficult task that needs to be thought
through carefully because of the social, economic and political effects such a re-
form is likely to have. | don’t have the space to review reform proposals here but |
would be in favour of a decentralized public system of money creation and in-
formed democratic allocation that takes climate change and the future of energy
provisioning seriously.

This brings us to the third problem with monetary reform: the vested interests in
the present system. Even if there is consensus on the path forward to monetary
reform, a very small but powerful minority have an interest in maintaining the cur-
rent system of capitalized money creation. They will have an interest in obfuscat-
ing how new money is actually produced and will have strong allies in the main-
stream political parties.

However, if the public has a proper understanding of how new money is created,
how it benefits the few, how it inflates prices and generates greater inequality of
wealth and life chances then there may be hope for greater political action. The
current money system is a historical creation and therefore, can be changed to
better suit people and the planet.

Sourge
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