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Abstract

A Basel-type bank regulation regime has the side effect of endogenous money growth. The growth

rate turns out to be inversely proportional to the required minimum capital/asset ratio. This money

growth contributes to avoiding debt crises, as opposed to non-bank lending which increases debt but

not money stock, and is therefore dangerous in the long run.
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Figur 2:

 (Steve Keen, University of Western Sydney)



Figure 1: Debt outruns GDP in OECD countries (courtesy: Reserve Bank of Australia)

deposit — as opposed to the Bank, which creates net deposits, cf. (9). When loans are issued by the

Moneylender, debt grows but money does not.

We develop the model as follows:

() () = assets, liabilities as already discussed.  is the aggregate liabilities of the Moneylender,

but not money

 = interest rate on assets (= loans), similar to the Bank

 = interest rate on liabilities, i.e. on the Moneylender’s debt,   .

 = the Moneylender’s loss rate; a flow () is written off due to borrowers defaulting, as in the Bank

model.

Other parameters have the same meaning as in the Bank case. The capital/asset ratio  is also

here kept constant, so that the Moneylender’s liabilities grow proportionally with assets. We have

 = (1− ), from (1). This decides the net borrowing of the Moneylender, assuming that agents want

to invest that amount with it at the interest rate . Since there is no minimum  for the Moneylender

mandated by the government, the only thing that keeps it from operating with a  very close to zero, is

its evaluation of risk. A common concept used is gearing, which we call . We have

 =


− 
=

(1− )

− (1− )
=
1− 


, or  =

1

1 + 
(25)

We note that for small ,  is essentially its inverse. A moneylender with a gearing of 30 (not

uncommon) has a capital/asset ratio of 32 %.
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We will now develop the growth model for the Moneylender. We assume the Moneylender holds no

money, so that any money borrowed or received (as part of interest income or repayment) is immediately

lent3. The Moneylender’s profit flow is, similar to the Bank case,

 [ − (1− )] = where  =  − (1− ) (26)

The lending flow from the Moneylender is the sum of its profit flow and its net borrowing flow which

it passes on as new loans (“net” in the sense: difference between borrowing flow and repayment flow to

creditors). The profit flow plus the net borrowing flow minus losses on extended loans must equal the

assets increase rate, ̇. We have

+ ̇−  = + (1− )̇−  = ̇, (27)

leading to

̇() =
− 


(), (28)

which is similar to (6).

 may be chosen very small as mentioned above. By this the Moneylender, following (8), will have a

steeper asset and profit growth than the Bank, except when or if the loss rate  increases significantly.

But in the long pre-crisis phase  is small. Then the Moneylender will persistently increase its share

of the financial market in relation to the Bank. This is a possible explanation for the disproportionate

growth of aggregate debt related to credit money and GDP, and lays the ground for a grave crisis, even

if it takes decades to develop.

5 Conclusions

We have, based on a few generic and simplified models, tried to chart the basic mechanics of debt and

money growth. A clear understanding of this is necessary to enable meaningful discussion of policy

proposals related to stabilising financial systems.

We draw the following conclusions:

• Under today’s Basel regime, credit money grows endogenously, at an exponential rate. This crucial
fact should be recognised.

• Debt build-up at a steeper rate than GDP should be avoided, and curbed through regulatory

measures.

• Debt creation by non-bank financial institutions is dangerous in the long run since money is not
created along with such loans.

• The required minimum capital/asset ratio for banks may be used to control debt growth and could
be increased from today’s low value. But it can only be changed gradually — it cannot be employed

as a short-term regulating instrument.

• Fiscal policy in the form of persistent deficit spending is necessary in an economy where nominal

GDP grows. The deficit flow may be varied around its growing exponential reference path and by

this also function as a short-term regulating instrument.

• The 100% reserve requirement proposal should be seriously discussed. Such a system will give the

government a very direct input via its deficit spending, for regulating money and debt growth.

3This assumption is acceptable for the discussion here. Introducing a buffer stock of money in the Moneylender model

does not change long-range accumulation dynamics.
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