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Extended question: Some economists argue that the money supply should always increase.
Some of them believe that the current system, in which banks create money when they issue
loans, is the best way to control the money supply, while others suggest giving the power
to create money to the government/an independent committee. A minority believes that the
money supply should be fixed/gold-like. Who is right? If this question is not very meaningful
(i.e. the money supply is not really important), explain why.

About this discussion

We do not give enough thought to how the current monetary system functions, how it evolved
over time, and what an ideal monetary system should look like. Topics like taxes, health care,
inequality, climate change etc. are obviously worthy of discussion, but if we do not consider
the monetary system while discussing modern societies, we can’t really see the whole picture.
This document contains arguments and ideas related to monetary systems that I came up
with/discovered over the past two years. It is meant to be updated from time to time as I learn
more.

Note on ideologies

It is very easy to get lost in political ideologies while talking about monetary systems. I refuse to
associate the discussions in this paper with certain ideologies, and I ask everyone to view this de-
bate from a technical/mathematical point of view. Questioning/supporting an economic theory
does not make anyone a communist/capitalist/libertarian/vegetarian/socialist/moderate/anarchist.
This especially goes to some people I have discussed economics with!!!

For this discussion specifically, it is entirely possible to build a communist/capitalist/libertarian/
vegetarian/socialist/moderate/anarchist society using any of the three monetary systems ex-
plained below. The monetary systems of the US and China are not fundamentally different,
but how they use the tools in their hands is very different.
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Money supply ↑↑↑, banks create money by issuing loans

The current system. Bank of England’s 2014 Q1 bulletin explains it thoroughly. Check pages
15 and 16.

Arguments for:

1. Inflation encourages consumption.

2. There is no practical limit to the amount of loans, so anyone can get a loan and make
investments when they want.

Arguments against:

1. Banks get too much power.

2. There would not be enough money in the economy to settle all debts, causing perpetual
indebtedness.

My thoughts:

1. The main idea here is that consumption boosts the economy and thus should be encour-
aged. While consumption due to inflationary pressures somewhat artificially boosts the
economy, these effects mostly get canceled by a recession in the future. The current mon-
etary system heavily depends on the idea that we can play with the amount of money
to boost the real economy. It just does not sound convincing to me that a sustainable,
permanent growth in the real economy can be achieved by changing a few numbers. It is
a viewpoint that I am still trying to understand. Also, I am not sure how healthy it is for
the public to have a constant pressure from inflation. [The arguments for this view that I
stumbled upon tend to be a bit vague, so it’s a challenge for me to give a clear response]

2. This is the most convincing argument for this view. If someone is willing to take a risk and
money is just a number in a bank account, why should they be prevented from giving it a
try? The most rigorous counterargument I have found is by Positive Money. They argue
(with nice graphics) that “the bulk of net new money creation is used for the purchase of
pre-existing real estate and financial assets,” and that there would still be enough loans
to boost the real economy even if banks did not have the ability to create money.

1. I do not know and cannot estimate how much “power” banks have, or whether this is too
much or too little. However, if this was an exam where wrong answers do not cause you
to lose points, I would have circled the “T” for “true.” In essence, banks are not much
different than any other private company. They host your money just like how website
hosting services host your code 1. They sell you (money-related) products just like how
a fisher sells you fish. My instincts tell me that there is not much conceptual difference
between the current lending system and a fishing industry where a fisher can spawn fish
at a magic portal as long as they can find a buyer.

2. This is related to the “banker on a desert island” story, as explained here. I was initially
very certain that this argument was valid, but now it occurs to me that it might not be
that simple. More specifically, a high velocity of money might mean that the same money

1This is incorrect! Interestingly, the legal relationship between a bank and a depositor is a debtor/creditor
relationship, and not a customer/vault relationship. So, when one deposits cash to a bank account, they surrender
legal title to that cash and receive a right to ask the bank to pay back its debt. If I remember correctly, this
counterintuitive approach comes from a court decision in England in the 18th century. I will try to find the book
where I first saw this.
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can be used in more than one payment for the same loan. The link above does give a
sense of this idea, but overlooks the fact that once the loan is repaid, the money that was
used to settle the loan no longer exists.

Money supply ↑↑↑, public money creation

The money supply is expected to increase. A group(s) decide(s) how much new money should
be introduced, and injects this money directly into the economy. The group(s) is usually a
committee nominated by the government, as in Positive Money’s proposal.

Arguments for:

1. Money would be “debt-free.”

Arguments against:

1. A central committee cannot really decide how much money should be printed.

My thoughts:

1. This is in contrast to “debt-based” money, which the supporters of this argument use
to describe the money in the current system. The vast majority of broad money in the
current system is in the form of bank deposits created by commercial banks themselves
(van Lerven et al., 2014, p. 15). This implies that for almost every unit of money
in circulation, someone is paying interest for it to a bank. If there is no debt in the
economy, then there isn’t much money in circulation either. Money is “debt-free” when it
is introduced to the system directly without being attached to a loan agreement. Minting
coins and distributing them would be an example of “debt-free” money creation. A
challenge for this approach is to decide who should receive the new money, and to calm
down the others.

1. I need to learn more about what exactly such a committee would do before making a
comment about this argument. Skipping for now.

Money supply is fixed/gold-like

The key property of systems in this category is that creating money is hard, meaning that it re-
quires time, energy and resources. Gold, silver and many cryptocurrencies fall into this category.

Arguments for:

1. Prevents governments from possessing too much power.

2. This system is much fairer.

Arguments against:

1. The Great Depression would have been far worse if gold convertibility hadn’t been sus-
pended.

2. High inflation when a lot of currency is introduced in a short span of time.

3. There won’t be enough money in the economy.
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4. Hoarding.

5. Deflation would lead to unemployment.

6. Deflationary spirals can occur.

My thoughts:

1. I am not really sure what “power” exactly means here, nor do I have a strong opinion
about how much “power” a government should have. From a technical perspective, yes,
my instincts tell me that a government would have less “power” than now if it was unable
to print money when it wanted to. Whether or not we want that is too political for this
article.

2. Everyone has a different definition of fairness. My definition of fairness in this context
would be that no one can increase their percentage ownership of the money supply without
spending time, energy and resources. Monetary systems in this category make sure that
every piece of money represents some effort in the past, so I tend to agree with this
argument.

1. What essentially happened was that the stock market operations turned into a speculation
business and people lost all of their money while trying to profit. Returning to the
“ownership percentage” idea from my essay titled Thoughts on Money, the percentage of
a very small minority increased substantially, while the majority virtually lost all of their
stake. It is very unfortunate that many innocent people had to suffer from the effects of
this financial crisis. Check my thoughts about 6 for an explanation of why gold was not
the culprit here.

2. This happened when the Spanish came back from South America with huge sums of gold.
Their percentage ownership skyrocketed while decreasing the percentage of the rest of the
population. Prices rose as the amount of goods hadn’t changed much, making everyone
apart from the Conquistadores poorer. The main problem here is how sudden this shift
in economic power was, and it is a real problem for systems that are based on metals. In
cryptocurrencies this is not really an issue as such surprises do not happen.

3. This is correct, but only in the ancient times. Arguments like this are unfortunately
very common. Imagine an ancient token economy with 10 people. 1000 tokens might be
enough for this small population. If the population suddenly jumped to 10,000,000, we
would all agree that 1000 tokens would no longer be “enough.” If we introduced new
tokens to the economy to bring the number of tokens to 1,000,000,000, then we would
think that these tokens would be “enough.” It is natural to think that the economy just
needed more tokens. However, what we really needed was a smaller minimum unit of
transaction. If we had 1000 tokens for the larger population, the price tag for an apple
would be something like 0.000001 tokens. If we can’t divide a token, we can’t transfer
0.000001 tokens to the seller. Introducing money is just an accounting trick to solve this
problem: with 1,000,000,000 tokens, an apple would cost 1 token, which is transferable.
If our tokens were divisible, we would be able to pay 0.000001 tokens just as well. This
division wasn’t possible in the ancient times, but it is trivial in today’s digital world. Even
1 token can be enough for the entire world if it is arbitrarily divisible.

4. The argument here usually goes like this: if the currency increased in value over time, peo-
ple would start stashing money and spending less, thus reducing the money in circulation
and eventually killing economic activity. This is a valid concern when the currency can’t
be transferred in small quantities, and is related to 3 . Coming back to the economy in
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the previous bullet point with 1,000,000,000 tokens and 10,000,000 people, if all but 1,000
tokens were “hoarded,” then 1,000 indivisible tokens would not be enough to settle all
payments in the economy. However, if these tokens were arbitrarily divisible, arbitrarily
small payments would be possible and the economy would function as usual. Note here
that the prices would adjust to the reduction in the money supply, so a car that cost
1000 tokens would now cost significantly less than 1 token. Check out David Schwartz’s
StackOverflow answer on hoarding.

5. This video does not explain the argument very rigorously, but it provides a good overview.
The argument is that as prices fall, companies would have to reduce their nominal expenses
(correct), and so they would cut wages. Employees would reject lower wages, causing some
of them to be laid off, as the costs have to be cut in some way. I think that people would
be smart enough to understand that lower wages do not mean less purchasing power than
before (in this deflationary economy, of course). Even if they get laid off and find another
job with a lower wage, it wouldn’t take long for them to realize that they can still afford
the things they could afford previously.

6. In monetary systems like the current system, I do see why Irving Fisher’s fear of defla-
tionary spirals is not unfounded. However, such a problem does not really exist when the
money supply is fixed/gold-like and/or money isn’t created when banks make loans. Some
supporters of this argument, like Positive Money, usually point to Fisher’s article from
1933. Their conclusion from the paper is roughly that gold’s fixed supply was the cause
of the deflationary spiral in those times. However, the correct conclusion should be that
the cause was the ability of banks to create money when they issue loans. This does not
mean that a fixed supply is a bad idea. It means that a fixed supply and money creation
with loans cannot work together. Among Fisher’s conclusions, the (2) in #24 implies that
money was indeed being created when banks were issuing loans. #20, #28, #29, #30 say
that the main culprit was the decrease in the money supply as loans were being repaid.
If the money supply was independent from the amount of loans, such a destructive spiral
would not have happened. I recommend bitcoin.it’s article on the topic.
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What I need to learn

• How does the fraction of fractional reserve banking relate to how banks create money? I
am struggling to describe and compare how a bank’s balance sheet would be like in the
following scenarios:

1. Fractional reserve banking & fixed/gold-like money supply.

2. Fractional reserve banking & public money creation.

3. Fractional reserve banking & money creation by issuing loans (especially when the
capital requirements and reserve requirements come into play).

4. Full reserve banking & fixed/gold-like money supply.

5. Full reserve banking & public money creation.

6. Full reserve banking & money creation by issuing loans (especially when the capital
requirements and reserve requirements come into play).

• How exactly does Keynesian economics attempt to use human psychology to our advan-
tage? This is something that I have heard from many of its supporters.

Useful links

• Dods Research alleges that 90% of Members of Parliament in the UK do not know how
money is created in the current monetary system (in 2014, at least).

• Deflation: Current and Historical Perspectives. Sample.

• The native inhabitants of Yap islands can teach us a lot about the nature of money.
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