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The Mythical Restoration of Thriftiness

The shrewdest amid the host of neo-classical economists find solace in an evolutionnary view of finance. There would have been three stages in this evolution.

Stage I : From the dawn of capitalism until world war I

Ex ante savings are the sole source of money for individual entrepreneurs (I1) and later corporations (I2). During I1, they are the outcome of entrepreneurs own thriftiness which channels saved profits into expenditures. I2 starts around the mid of the nineteen century when production began to be undertaken by incoporated firms. Ex ante savings of non firms income earners are now channeled to firms through market intermediation. Intermediation encompasses markets for bonds or stocks and banks. The sole function of banks is to channel liquid ex ante savings to firms which explains why they cannot create money. Savers being rentiers, rentiers are the supporting class of capitalism since their thriftiness is the existence condition of production. During this age of thriftiness, classical economics fits into the then structure of capitalism. First into Smith-Ricardo aspect (I1) andlater in its neo-classical aspect (I2). Money never thwarted thriftiness, it was always perfectly neutral relative to the production process.

Stage II : From the aftermath of world war I to early eighties

Firms rely more and more on banks credits to finance their expenditures and banks credits are now reflecting an equal creation of money. Banks are no more constrained by ex ante liquid savings thanks to the intervention of central banks playing their role of ultimate source of liquidity to the the banking system. Ex nihilo money creation has overthrown the supremacy of thriftiness in his two aspects, which unravels classical economics; herein is the proof that it would have been an age of increasing instability  since there is no more any possibility of adjusting firms' expenditures to ex ante savings. Money is obviously no more neutral.

Stage III The age of restoration : from early eighties onwards

The restoration of thriftiness is the benchmark of modern capitalism, it vindicates classical economics in its both aspects, herein is the dogme of the supporters of the "new economy" and its twin "globalisation". There would be three aspects of the restoration whatsoever the nature of firms outlays :

III1 Firms adjust their outlays to their ex ante profits to attain a normal rate of internal finance;

III2 A growing share of external finance is provided by the sale of stocks and bonds to households savers either directly or through the intermediation of non banks financial institutions;

III3 Banks themselves have been transmagnified in the new financial structure. They have to abide to market law and therefore play the part of an intermediary competing with others to attract savings. Depostis are again making loans, banks are no more creating money out of their loans.

Money should therefore be neutral again, which is indeed fitting into the restoration of classical economics in its two aspects. III1 is the Smith-Ricardo restoration while III2 et III3  enshrine the rule of neo-classical financial markets. One could be in aquandary relative to the possibility of reconciling growth with the inexistence of money creation. While neo-classical economists do not bother with this mystery, they could find solace in Hayek's theory of money. Its major contention was that in a neutral money economy, there is an automatic rise in money velocity adjusting any constant quantity of money to the requirement of circulation. In a rather offhand way one could postulate that in III there has been a long-run growth in velocity matching the invariance of the money stock bequeated by II.

A more explanation can be found into he fundamental globalisation postulate:

 Globalisation has generated a worlwide capital market fitting the rules of neo-classical theory. As soon as in a country there is a lack of ex ante savings, the rise in the real interest rate determines a compensating inflow of foreign savings. Globalisation is anchored into a wicksellian mechanism through witch fluctuations in interest rates lead to the optimal distribution of savings.

The postulate holds both for rich countries like USA thriving on foreign savings and emerging countries like Mexico. To benefit from financial globalisation, Mexico must renonce domestic creation of money which should allow the substitution of foreign savings for inflationnary domestic bank loans. The normative aspect of the postulate is straightforward.

III has evolved out of II because II was contradicting the fundamental equilibrium condition of capitalism. All inflows of funds are genuine ex ante savings of foreign firms and households. Globalisation is there fore the ultimate "goal" because it enforces thriftiness on spendthrift countries.  

Those who believe in the postulat venture to be disappointed because they are deceived by a false evolutionnary view. I never existed because capitalism was born monetary, money being its existence condition. Money creation out of banks loans is henceforth substituted for thriftiness as the driving force of production and accumulation. Thriftiness only ruled in the erstwhile command economy in which the Despot (later the State) extracts by the use of direct force a real tribute on the working class. It splits the tribute between the consumption of the ruling elite including the army, and addition to the accumulation fund. The lower the subsistence consumption of the working class, the thriftiest the elite, the more the Despot can add to the ex ante saving fund. The Smith-Ricardo model reflects an eery universe in which the rule of thriftiness does not depend on the total power of the Despot as the sole proprietor of real resources and sole producer. A neutral money is sheer impossibility. Either money exists because it is needed or it is not needed and it does not exist.

What is true is that underlying monetary structure of the capitalist economy has changed overtime relative to its degree of roundaboutness. Monetary roundaboutness reflects the number of intermediary stages - the length of the monetary structure - between the initial borrower of money and the ultimate spending group as shown by figure 1
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Firms are always the ultimate spending group, and all the money has been initially generated by banks loans, but the length of the monetary structure is n stages avec n ≥ 1.

There had been a I' stage of capitalism when monetary roundaboutness increased overtime starting from n= 1 when after the mid of the nineteen century banks began to finance the acquisition of stocks and bonds, as shown by figure 2
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A new monetary structure evolved out of the collapse of financial markets during the 1929 onwards crisis and the increasing State intervention after worldwar II. While its roundaboutness was shorter than in I' it encompasses both direct finance of firms and indirect finance through the State intermediation as shown by figure 3 :
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It is rooted in the fundamental proposition of the modern theory of public finance (Parguez 2000)

The State cannot finance its outlays by future tax receipts. It is obliged to finance its outlays by the creation of money by its banking branch, the Central Bank. Taxes are only destroying an equal amount of money.

The net contribution of the State to firms receipts and therefore to their profits is equal to the aggregate budget deficit which used to be positive during II'. The more the State runs a deficit, the lower firms required debt to banks for a given amount of required profits. Figure 3 display the paramount characteristic of the capitalist economy.

Firms are always keen to transfer to others the creation of money because it lowers their interest burden and allows them to enjoy exogneous profits relative to their whimsical animal spirits.

Herein lies the explanation of what truely happened in III. There has been a sharp reversal of the monetary structure displaying a strong increase in roundaboutness and the substitution of households and foreign intermediation for the domestic State. The restoration of saving didn't occur since it would have imposed the demise of capitalism! New intermediary stages account for the role of financial markets.

The new monetary structure of the capitalist economy from the early eighties onwards

It evolved out of the radical change in economic policy since the late seventies. A monetary policy targeting excruciating  real rates of interest was more and more compounded by harsh fiscal squeeze in both rich and emerging countries. In the nineties, in the course of what can be dubbed Clintonomics, fiscal squeeze became so strigent that the State can growing surpluses for the first time in the history of capitalism. Firms had to build a new monetary structure to meet the challenge of the long run austerity policy. Banks were keen to accomodate the requirement of industrial capitalism because they expected a higher rate of growth of their net wealth from the new monetary structure.

The disintermediation of the State

According to the fundamental theorem of public finance, taxes are not providing the State with money it can recycle in outlays. Tax collection extinguish previous tax liabilities imposed by the state on the private sector. There is therefore a simultaneous cancellation of liabilities and money when taxes are raised. A fiscal surplus is not generating a State saving fund in the capitalist economy. It just means that the State has wihdrawn and destroy more money from the private sector that it had injected through its outlays.

A fiscal surplus generates an equal deficit for the private sector, which is reflected by the firms profit squeeze as schown by the profit equation 1 where ∏, Sw, Sr, G, W, R, sw and sr are respectively aggregate profits, wage-earners  and rentiers saving, the fiscal surplus, aggregate wage-bill and rentiers income paid by firms including interest owed to banks, wage-earners and rentiers saving rate.

(I - ∏) = G + Sw + Sr                 

(1)

Sw = swW



    (2)
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    (3)
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A fiscal surplus generates an equal increase in firms' deficit and therefore in their aggregate debt. The profit squeeze is tantamount to the disintermediation of the State in the monetary structure of capitalism. Instead of contributing through the creation of its own money to the funding of capitalist accumulation, the State is withdrawing money from the capitalist circuit.

The increasing households intermediation as a direct source of profits

Since the mid nineties in USA, United Kingdom and Canada wage-earning households instead of saving became net debtors. Through the growth of their net debt, they could spend for consumption more than their income, which channelled an equal amount of profits to firms. Either wage-earners have been directly borrowing money to banks or they borrowing money to non banks financial institutions which themselves got money from banks.

From households intermediation evolved a new monetary structure with a high degree of roundaboutness as shown by figure 4 
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It  abods to firms'wish for two main reasons. On one side wage-earners debt was substituted on a growing scale for firms'own debt to banks. The debt burden was therefore transferred to wage-earners which softened or suppressed the profit squeeze induced by rentiers. In equation I, firms are squeezed by rentiers, mainly banks, through their savings. Since banks do not recycle their income in spending, sr is incommensurate relative to sw, close to one.

When debts shifted from firms to wage-earners  R falls and therefore Sr which allowates the rentiers squeeze. For a while, debt shift reconciles desired profits of industrial capitalism with the desired net wealth accumulation of financial capitalism. On the other side wage-earners debt is now a direct source of profits which is more than compensating the fiscal squeeze. Dw and Gw being outstanding debt of wage-earners and its rate of growth, the profit equation becomes : 

(∏ - I) = Gw Dw - ( G + Sr)

For high enough the level of Gw, firms get a surplus excess profits relative to engoing investment. They spend those excess profits to repay their outstanding debt to banks which entails an equal destruction of money. When their debt has been repaid, they can recycle excess profits into future investment spending.

The new monetary structure III'1 is not contradicting the fundamental flux/reflux principle of the monetary circuit. There is just a change in the role of firms, as shown by figure 5 :
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As shown by figure 4, roundaboutness rose when non banks financial institutions started to borrow money to banks and next recycle this money in loans to wage-earners. No ex ante saving were involved into this lengthening of the monetary structure which originated into a pure creation of money.

Households intermediation through financial markets

In the meantime wage-earners households got in debt to acquire securities issued by firms, bonds but mostly stocks. US data prove that the mid nineties a growing share of households debt had for counterpart the acquisition of stocks. Roundaboutness sharply increased because households financed their acquisition of assets by loans granted by non banks financial institutions which were themselves initially indebted to banks, as shown by figure 6
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Usually the so-called "market monetary structure" is encompassing several intermediary stages reflecting the role of non banks institutions. Instead of directly financing households acquisitions, banks create money for NBFI 1 which, next, use this money to grant loans to NBFI2 until ultimately households get the money which is channelled to firms.

Herein lies the fundamental difference between direct monetary structure and monetary structures rooted in roundaboutness. In a direct structure of capitalism, firms sell stocks to recoup a share of households savings in the reflux phase. Stocks issue account for non liquid households savings allowing firms to extinguish an equal amount of the money initially borrowed to banks. Within structures III'2, stocks issue cannot be accounted as households savings or net increase in their non liquid net wealth. They allow firms to cut their initial debt to banks by substituting a long term debt to households for a short term debt to banks. III'2 shows the true role of financial markets in the modern capitalist  economy.

They cannot abolish the necessity of financing expenditures by money creation. They reflect the roundaboutness of the monetary structure. It has been so much increased that it generates the illusion that markets are an alternate source of funds relative to money creation.

Banks and firms thrive on the new structure they have carefully engineered. Firms use the new structure to finance a growing share of investment spending. In the erswhile structure, all profits were instantaneously spent to pay back inital debt to banks, which explains why firms could not accumulate or retain profits. The new structure allow firms to retain the share of their profits which is equal to the share of investment financed by households market intermediation. They spend their retain profits both to get rid of their outstanding debt to banks and to finance new investment. Since the ratio of retained profits to investment accounts for the effective rate of profit, market intermediation sustain in the long run the growth of this rate of profit and therefore the growth of firms net wealth. Banks must be keen to the new structure which allows them to substitute debts automatically increasing their own net wealth for illiquid debts of firms.

Households market intermediation perfectly fits the fundamental flux/reflux principle of the monetary circuit. In the flux phase firms expenditures are the sum of recycled retained profits and newly created money out of banks loans to firms and households. In the reflux phase firms are obliged to repay the amount of their outlays which has been financed by loans granted to them by banks. Contrary to what happened in the old structure, there is only a decreasing share of the amount of money injected in the flux phase which is destroyed in the reflux. As long as households do not pay back their own debt to banks (or to financial institutions indebted to banks), the market monetary structure sustains a long run increase in the quantity of money which does not depend on a demand for money function. What determines the terms of households debt is banks bets on future prices of stocks which are the collateral of the loans. Debts become payable when banks cannot any more take optimistic bets on the growth of stocks prices. Banks would never require reimbursement before their reversal of vision because households would be obliged to liquidate their assets and the market could collapse.

Herein is the proof of the generality of the monetary circuit approach of capitalism.

In modern capitalism all firms outlays are finance by the creation of money now or in a former period. Money can be transmitted over time because it is issued as the couterpart of debts of which the payability is postponed for some indefinite time. The length of the interval between cretion of money and destruction of money (the so-called velocity of circulation) reflects the degree of roundaboutness of the monetary structure.


Foreign sector intermediation

Within erstwhile monetary structure, the monetary circuit had already a foreign component. When, in a country like Japan, State and firms do not issue enough debt titles to meet households desired saving, households have to acquire debt titles issued in a foreign country. In the US economy, the households desired saving was too low to absorb debt titles issued by State and firms to meet their ex  post deficit. Equilibrium was attained by the acquisition of Us debt titles by japonese thriftiness institutions like pension funds. Japan got the required amount of dollars through its trade surplus relative to the US economy. Japonese financial investment recycled to US State and firms an amount of dollars which had been initially created by US Central banks and banks. Since all the recycled was now extinguished, japonese financial investments were a crucial component of the reflux.

Contrary to some offhand analysis, there was no "inflow" or "outflow" of capital. All the dollars remained in US banks liabilities but they were for a while held by japonese firms and Saving institutions until their destruction in the reflux. Herein is again a crucial proposition.

As soon as capitalism is free from the gold standard, money remains within the economy that has issued it.

The Japan-US case is a straightforward proof of the absence of a saving constraint. causality started from excess thriftiness in Japan generating a trade surplus which itself had to be met by firms and State ex post deficit in the USA. The US deficit was the required counterpart of japan excess savings and the monetary circuit was :
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The new monetary structure displays an internationalisation of roundaboutness. Domestic firms (and State) instead of relying on domestic money creation sell debt titles (stocks or bonds) to foreign financial investors which finance their acquisitions by money creation of their banks. Foreign banks are also directly providing money to debt issuers when they acquire for their own account domestic debts titles. Either proceeds of the loans are used to fiance real acquisitions abroad or they are converted into domestic currency by the central Bank.

As shown by figure, foreign intermediation can lead to very roundabout monetary structures

No savings at all are involved in this monetary structure and there is not the least "transfer of capital". International market intermediation substitutes foreign banks, US banks, German and French banks Brittish banks, for domestic banks as the genuine source of funding. Endogeneity principle applies to foreign banks and not to domestic banks which play a totally subordinate role. The ultimate stage of the monetary structure is the implementation of a currency board imposing that domestic creation of money backed by equal reserves of foreing currency at a given and pegged exchange rate. Herein is another crucial proposition

Monetary sovereignty is inconsistent with a monetary structure of capitalism relying on international market intermediation.

Such a roundaboutness provides domestic spenders with money they have not to pay back as long as foreign banks do not want to liquidate their assets. It generates retained profits in domestic currency while increasing reserves in hard currency which sustains the pegging of the exchange rate. The reflux of foreign currency is the share of the newly created amount of foreign currency spent to acquire commodities and assets. Foreign sellers spend the proceeds to pay their own debt to banks.

Roundaboutness of the monetary structure of capitalism generates the threat of crises

Instead of replacing debt by saving, it substitutes the most fragile debts for sustainable debts while increasing the outstanding stock of debt.

The thwarting role of fiscal policy is increased

The widespread call for market monetary intermediation has sharply increased the deflationnary impact of fiscal policies. The State has everywhere targeted zero deficit and next fiscal surpluses to attract money generated by market intermediation. The State has committed to fiscal squeeze because it is the creditworthiness norm imposed by banks to subsidize financial markets by money creation. Bankers believe that fiscal squeeze is required to enhance assets-holders animal spirits which determine the value of securities which are the collateral of their loans. International market intermediation increase the fiscal constraint because foreign banks bet on the relationship between the exchange rate and the State fiscal squeeze. The existence condition of a genuine pegged exchange rate should be at least a balanced budget. In the long run it would require a growing inflation-adjusted fiscal surplus to convince assets-holders of the undauned commitment of the State to the so-called market laws. There ought to be no better proof that the new role of the State as a net saver which would add to the real saving fund. Herein is the explanation of the IMF structural adjustment programs targeting the replacement of domestic creation of money by foreign creation of money.

Under the guise of providing savings it aims at submitting domestic economic and social policy to the iron law of foreign banks animal spirits. Modern capitalism is henceforth more and more dependent on dangerous Ponzi debt.

In the US economy in the course of Clintonomics, the thwarting fiscal policy has been more than compensated by households net debt to banks (directly or through the intermediation of non banks institutions). Households indulged in net debt at an increasing growth rate because they were betting on future gains in terms of caital gains and wage increase. It was the mere effect of luck that while fiscal policy squeezed more and more profits (its impact being compounded by the trade deficit), households animal spirits became suddenly so buoyant that they ignored the debt burden. The new monetary structure was a pure ponzi dream which pushed the debt-income ratio (income excluding capital gains) to unheard level. As soon as households could not increase the rate of growth of their debt, a widespread liquidity crisis occured. Firms were at a sudden short of profits and there was not enough new money to sustain the pace of the rise in the stocks prices. The ponzi debt structure of the american economy is the cause of the threatening crisis which cannot be cured by interest rates cuts. International market intermediation has dramatically increased the ponzi nature of the monetary structure. It relies on the ponzi bets of both foreign banks and domestic borrowers. Salers of securities do hope that in some future they must enjoy capital gains of such magnitude that they could repay foreign banks as soon as they want to be repaid. Foreign banks share this ponzi vision of the future which gets rid of any constraint of aggregate demand. Ponzi debt ultimately reflects bets on the possibility of maintening a pegged exchange rate by a fiscal policy of growing restraint. As soon as there is a shortage of aggregate demand to generate enough profits, there must be a reversal of animal spirits leading to a currency crisis. This has been the ultimate cause of the Asian crisis which display a collapse of the ponzi monetary structure.

Pegged exchange-rate increase the fragility of the monetary structure of capitalism

It  is a cumulative and sequential ponzi process. Foreign banks have taken wagers on their future capital gains accruing from the rise in the value of their assets. Domestic sellers of securities bet on future capital gains which would allow them to finance their debt commitment to foreing banks. Domestic corporations are henceforth taking pure ponzi wagers on their future profits generated by their sales to hard currency countries. Herein is the ultimate ponzi wagers on the future.

Since the whole structure relies on the possibility of maintening the pegged exchange rate, profits must be generated in hard currency and therefore by exports to the country of which banks have granted the initial loans.

Renouncing monetary sovereignty leads to an absolute dependance on the growth of aggregate demand of the country of which the money supports the new financial structure. As soon as exports slow down, the borrowing country is short of reserves and has to call for the support of the IMF. It is the time when the borrowing country has to pledge to squeeze in its desperate fight to maintain the pegged exchange-rate. What explains the shortage of reserves is the leakage of hard currency resulting from prior imports of equipment goods and raw materials to build the new industrial structure. Those imports have depleted reserves and extinguish an equal amount of hard currency by the reflux to hard currency countries.

From the myth of saving restoration to the trap of market intermediation

It has been proven that thriftiness cannot be restored. Financial markets exist as long as they are subsidized by banks channelling money to spending agents through monetary structures displaying a growing degree of roundaboutness. Too many economists have been ensnared by the enthusiasm of financial markets advocates. The new monetary structures of capitalism has evolved out of the search of both firms and the rentier class to increase their own share of the surplus. Firms have successfully shift the debt burden to households while accumulating retained monetary profits increasing their effective market-assessed profitability. Substituting equity for loans has been an efficient way of accelerating the pace of accumulation of their retained profits. Households debt has been for banks provinding them with income and capital gains on their assets. For a while it has suppressed the conflict between firms and rentiers relative to the distribution of the surplus.

International intermediation is the ultimate stage of the new monetary structure and the benchmark of its inbred fragility. It has imposed a straightjacket on borrowing countries, a genuine "procusta bed", leading to a future of squeeze and crises. Under the guise of capital inflows, there has just been the integration of domestic monetary circuits into the monetary circuit of the hard currency country.
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