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Credit Creation Globe

In Economics, between the 1980’s and 1990’s a school of thought came to dominate its’ field. In
academia its’ reach was international. It had succeeded in dominating its discipline in all leading
universities in the world. Academics could not continue a career that did not follow its theories. Any
papers which opposed this thought could not find journals that would publish them.

Dominance in academia was only a cornerstone of wider-reaching influence. A large number of
prominent national and international bureaucrats, journalists, and politicians were convinced of its
successes’. Subsequently, the views espoused by it began to dominate public policy debate in
communities, companies, governments and the international community.

This international economic branch is better known by its key principles than by its name.
Its beliefs are that the pursuit of individual self-interest will lead to a better society, that government
intervention beyond the maintenance of law and order should be minimised and that the powers of
unfettered markets should be unleashed in virtually every part of society, foreign and domestic.

To this end, structural reforms are recommended to deregulate, liberalise, privatise and open up as
many industries and aspects of the international economy as possible. The beneficial forces of the free
market should be allowed to improve lives by creating wealth, produce prosperity and lead to greater
happiness.

The name of this economics affecting the world’s billions is less well-known: neoclassical economics.
This may have to do with its somewhat obscure and technical sound. It is also testimony to the extent
of its power: ‘capitalist’ proponents are oft no longer aware of what they are arguing on behalf of.
Economists are in instances not aware that there could be alternative schools of thought. To them,
neoclassical economics is synonymous with modern economics. Most economics programmes at
universities consist entirely of neoclassical economics, and students can spend years studying for their
degrees without becoming aware that they may have been studying just one particular branch of many.

Neoclassical economics is built on one fundamental axiom, that the main motivation and goal of
mankind is to accumulate more material wealth. This is opposite to scientific studies on the matter
that demonstrate time and again this is not what motivates people.

There are now many studies in the field of happiness research. Money not making us happier is a
consistent result (see studies by MORI).

To spend less time at work and more time with family are the two most consistent variables usually
found to increase happiness. This is not where neoclassical policy advice has lead the world. As a
result, many reforms lead by neoclassical economics have made people unhappy. Many neoclassical
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structural reforms have shown an increase in real working hours in order to maintain the standard of
living.

There is evidence both parents of middle-income families in the US now have to work, while they did
not have to several decades ago. Educational reform, endorsed by neoclassical thinking, has saddled
students with substantial debts. Psychologists have shown this is the main source of depression among
students.

Job security is also a main factor determining happiness according to empirical research. The
increasing job insecurity of ‘flexible labour markets’ has thus left substantial parts of society
unhappier. There has been no evidence to show the increasing commercialisation of television, cinema
and print media has created benefits. On the contrary, companies are attempting, often succeeding, in
exploiting human weaknesses for their gain, often leaving people worse off.

Studies find that a stable marital relationship is another main determinant of happiness, and, indeed, of
longevity and health. The commercialisation of sex outside marriage - another commodity subject to
the free market mechanism, according to neoclassical economics, has not had a salutary effect on
marriage and thus has no contribution to making people happier.

The empirical determinants of happiness from studies have all been seen to diminish with neoclassical
economics. Up to the early 2000’s many western economies were promoting the need for the last
publicly held state companies to be sold off. This can be seen across the rail, airline, and energy
sectors and further through European, American and former USSR nations. The labour market needed
to become ‘more flexible.’ for the good of the economy and the good of the labour force. This resulted
in employment protection being abandoned. A large increase in job flexibility reduced average
income.

The world’s less developed countries, housing the vast majority of the world’s population, has had
ample opportunity to experience neoclassical policy. Neoclassical economics has dominated decision
making by the large international organisations that deal with economically aiding such smaller
countries. Regional development banks, the IMF, the World Bank, the BIS, the WTO and the OECD
stand out.

A focus of neoclassical economics on self-interest and profit has done and can do nothing for the
environment. The mathematics of compound interest - where interest rates are a key variable in the
mainstream representation of an economy (a Baron Rothschild named it the eighth wonder of the
world) produces a pressure to create growth by any means.

Growth is measured, dangerously, as the gross addition in economic value added as booked in the
national income accounts. This doesn’t net out the costs of drawing the unaccounted natural stock of
assets from the earth.
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A true cost to benefit analysis must, however, take environmental destruction and its consequences,
including its effect on health and happiness into consideration. Ever increasing numbers are becoming
aware that our current economic approach, of minimal government intervention into large
corporations (and the interests of powerful shareholders) produces very costly, often irreparable
damage to the heritage of humankind: the planet.

Developing economies borrowing from overseas banks are in nearly all cases paying off interest
accrued from the compound interest mechanic instead of the money originally borrowed. Compound
interest because of its nature leads to growth cycles.

Pollution from the raw materials and manufacturing industries in the world have not changed in past
decades as they remain in those regions of the world where the neoclassical economic model forces
firms to grow by any means. Environmental harm caused by the production of goods in developing
nations - from raw material through to finished product- outweighs efforts by developed nations from
recycling and renewable fuel. The waste by-products from processing raw commodities into finished
goods will always be too great.

In over 100 countries, central bank policies, IMF-led structural adjustment programmes and
development bank-led reform packages drastically changed fiscal, monetary, and regulatory policy,
each time with neoclassical agenda. This could be cutting food subsidies for the financially weak or
privatising the supply of drinking water, all allowing foreign stockholders investment opportunities.
Commonly the result is for citizens to not share of profit on domestically produced commodities from
their countries - often finite resources.
The neoclassical policy agenda has been usually supported by the US Treasury, which did much to
advance the neoclassical consensus of the Washington-based international organizations.

The fall of the USSR in 1991 provided another major boost to the already dominant neoclassical
school of thought. Commentators hailed this as evidence that government intervention must be
inefficient and only free markets would lead to economic success. There was even talk of the ‘end of
history’, from economists. The paradigm of free market capitalist economies with minimal
government intervention now stood unopposed and without rival (Fukuyama, End of History 1992).

Therefore in my short lifetime, when conversing on the topics of communism and economics with
business-minded interlocutors, the mindset I have met in the west, has been of introspective
confusion. A statement from elders is often: ‘There is no doubt/can be no doubt: communism has
failed’. I find hesitancy and confusion with the statements I greet. It stems from the speaker having to
reconcile that the most high-growth countries throughout my lifetime and beyond have called
themselves communist. It is nothing to do with political theory.

There has been a lack of appetite in the financial media to dissect the mechanisms by which the far
east economies have recently (for the past four decades) achieved their sometimes double digit GDP
growth. There was appetite, however, to understand how a very similar country, economically,
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achieved its’ huge growth. Japan, of population 70 million, the same roughly as Britain or France, was
the second largest world economy in the 1950s. After WW2, even with no war reparations, it soon
outweighed the USSR, a position it held for forty years until 1989.

In 1993 the World Bank reluctantly recognised Japanese economic success in its ‘East Asian Miracle’
Study. ‘Miracle’ was quite common technical liaise for what was understood about its’ economics. On
the contrary, the Japanese success was due to government intervention in the form of clever
institutional design and direct intervention in resource allocation, especially in credit markets.

From the 1920’s until the end of the 1980’s, the Japanese economic structure was characterised by
incomplete, restricted capital markets. Reliance in corporate finance on bank funding, weak
shareholder influence, huge swathes of government regulation, direct government interference, in
house company ‘unions’ and inflexible job security. In many other East Asian countries there were
close parallels in the economic setup, some put in place under Japanese colonial rule.

East Asian economies should have been economic disaster zones through the postwar era. The
fundamental theorem of neoclassical welfare economics identifies a set of assumptions to which a
competitive economy is efficient: perfect information, complete markets, perfect competition, no
transaction costs, and so forth. They define an economy where interventions, for example by
government, cannot help but reduce allocative efficiency.

Japan until 1989 and today’s key East Asian economies have at no time during the postwar era
followed this set of assumptions.

By rejecting these economic principles, the result was high economic growth for many decades in
Japan. The growth of the Chinese economy over the past four decades has also occurred without the
benefits of the neoclassical free market model.
In the meantime free market economies under IMF tutelage in Africa and Latin America languished in
economic misery. East Asian countries today are far from neoclassical, and because of this they have
outgrown other still developing countries such as Brazil, India, Nigeria etc. and even managed to
outgrow dramatically ‘developed countries.’ Quality of life between far eastern and ‘developed’
countries is approaching an equal footing.
Commentators on East asia, have explained away the East Asian successes as having been successful
despite their different systems, not because of them.

In 1986, Deng Xiaoping introduced economic reforms in China. Its’ new monetary policy was named
‘credit guidance’ and was modelled upon the Japanese guidance system. The economic theory had
originated much earlier. Great economists throughout history had been entirely aware of the
importance of the banks ability in creating money, such as John Law in France and Scotland, and
Adam Müller and George Knapp in Germany. Their theories however have not become public
knowledge and they were superseded by modern economics.
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These economists realised that the main lever of resource allocation is that banks create nearly all of
the money in an economy. This leads to the crucial decision of who will get the money first leading to
a profound impact on equity, growth, efficiency, and inflation.
The theory was first put into practice to stabilise German hyperinflation.

It was argued growth could be accelerated if the inputs used - land, labor, capital and technology were
increased. These economic practices were developed by Hjalmar Schacht, Reichsbank central
governor from 1924-30, who through the Reichsbank commanded the German economy. Later seen as
a ‘credit dictator’ or ‘economic dictator’ he survived the many dozens of shambolic weimar
governments throughout his reign, and oversaw an economic period crucial for Germany’s later
development.

Germany’s macroeconomic policies that had made it an economic world superpower fell by the
wayside in the post-war period. While Albert Speer, the German wartime economic minister, was
incarcerated in Berlin’s Spandau’s Prison (he oversaw bank loan allocation to every industrial sector
and individual companies), his Japanese equal, head of munitions and the war economy Nobosuke
Kishi became Prime Minister. Kishi and his brother Eisako Sato, (both class A war criminals) were
Prime Ministers for a combined ten years, and they were able to continue the Japanese window
guidance economics immediately after the war (Kishi’s grandson is now the current prime minister,
Shinzo Abe).

Credit guidance (window guidance in Japan), as the name suggests, consists entirely of a central bank
policy to direct bank loans to particular industries. As long as newly created money is used
productively, it leads to productivity not increased prices. First, the need for output is decided on.
Then, a hierarchy of manufacturers, subcontractors, and raw-material importers is determined. Lastly,
the banks are required to ensure that purchasing power is made available for all the firms involved to
fuel their production processes. Shareholder influence is eliminated, while competition is enhanced in
every way. This is since employees of companies and also banks are made to compete in ranking
hierarchies for promotions and rewards.

Borrowers are then split into categories depending upon their sector, and its economic importance. In
Japan for example, this was split into A1, A2, B and C. Lending in sector C during WW2 was nearly
impossible. C was for low-priority borrowers that manufactured goods for domestic consumption.

Yamaha for instance made pianos from the 1880s until the 1930s. With the introduction in the 1930’s
to Japan of window guidance, it could no longer get loans to raise money, so switched to creating
Aeroplane parts, in Category A. During the Second World War it was one industry leader in making
parts for aeroplanes as well as motorbikes, ceasing musical instruments. After the war, with only one
factory surviving US bombing, it expanded growth in motorcycles, other outboard engines, and
returned to musical instruments, becoming the world's largest piano maker in 1966. Other businesses
followed this growth pattern. Bank-lending controls had controlled the country by controlling the
economy.
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The mechanics behind how western commercial banks are able to create credit are remarkable. There
is also little awareness of how money is created (polls show over 80% of students believe it’s the
government or central bank), and the importance of where and how it is distributed. There is no
regulation of the sectors in which money is created.

As economists know, there is no such thing in legal speak, as a deposit, or a bank loan. Banks are in
business for profit. Their business concern is purchasing securities - alone. Banks are not in the
business of ‘making loans.’ These are two very different concerns.

A bank loan contract (or agreement) with a bank, legally, despite appearances is considered a
promissory note. The bank is purchasing that from you. From your understanding, the bank should
pay you something, your loan, and indeed money will fill up a bank account, in the form of digits
(credit). The bank however will not need to pay you a penny, it will just record its’ debt to you, which
is called the deposit, which we use as money.

On the balance sheet the ‘loan contract’ is seen as a security. So on the bank balance sheet, say
10,000, the value of the security that the bank is purchasing is therefore shown on the asset side, as the
bank is buying this.

It then shows its’ debt to the borrower as a liability from the loans contract that it should pay out. This
is the only way in which bank loans are created, which it is known from aggregate data constitutes
97% of the UK money supply (the exception being paper currency).

When you see your new loan from the bank (as a borrower) in your account, this is shown as liability
to the bank. It wasn’t transferred from any other account inside the bank, or transferred from any other
account outside the bank.

The evidence throughout history of this is extensive, much of it comes from central bank economists
themselves:
"By far the largest role in creating broad money is played by the banking sector...
When banks make loans they create additional deposits for those that have borrowed."
-(Bank of England (2007))
"The actual process of money creation takes place primarily in banks"
-(Federal Reserve Bank of Chicago, 1961, p.3)
"Over time...Banknotes and commercial bank money became fully interchangeable payment media
that customers could use according to their needs"
-(ECB, 2000)
"Contemporary monetary systems are based on the mutually reinforcing roles of central bank money
and commercial bank monies"
-(BIS, 2003)
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"The commercial banks can also create money themselves...in the eurosystem. money is primarily
created by the extension of credit......"
-(Bundesbank, 2009)

In March 2014 the Bank of England stated for the first time that Banks create money, contrary to
previous statements -that banks are intermediaries- this is since Professor Richard Werner conducted
the first Empirical study in history to prove the fact.

Bank loans are the borrowing of the nation. The ability to service loans depends on income
generation. Asset prices rise only as long as new money enters the market. All it takes to burst a
credit-driven asset bubble is loan growth to slow: speculators are exposed, they need asset price rises
to service their loans, etc. When a bubble bursts all speculative lending turns into bad debts. Any
industry that is therefore speculative is fuelling a future bubble.

Over 50 years, whole industries have cyclically sought to make money from nothing. In the early
1970’s, individual banks did not recognise they were collectively pushing up land prices. It was the
same process that fuelled a real estate boom in Scandinavia in the 1980s. It fuelled a mortgage lending
and housing boom in the United States and United Kingdom in the 1980s. The same process also
created the 1920’s US debt. US banks lent with stocks as collateral. As each bank took the stock price
as a given, it created new money for stock transactions. New money in the stock market drove stock
prices higher. Every bank thought it was safe whilst creating more money before the crash.

This is a huge amount of bad debt that commercial banks have to write off and central banks have to
shoulder. More importantly than this, it is a huge amount of credit that has not been put to use
productively in the economy. This has consequences to the non-speculator, that over a period of time,
more money ends up in speculative assets, like real estate. In Britain the average 1960 average house
price was £2,500, today it is £160,000. Inflation over that period has been 2133.4% (average 5.5%
p.a.). The £2,500 in line with inflation becomes £55,834.60. One third of the 6400% on the house
price (extrapolating this over the next fifty years is terrifying).

The ability of banks to create money has been the most important tool to shape the economic
landscape of the whole country, and our history.
The ability of banks to create money has naturally evolved over time, well documented from when
European countries traded in metals alone and banks were deposit holders issuing writs.
No regulation exists that today asks banks to distinguish the use of the funds.

Regulations such as the Basel capital adequacy requirements punish banks for doing a lot of the good
lending (for example lending to productive SME’s) and reward them for doing speculative lending
such as in the property market. Fundamentally neoclassical regulators enforce the banks to focus on
loans that may maximise profits. This results in the banks acquiring assets that are particularly
harmful to the wider economy.
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The ultra-competitive banking system, spurred by investors greed has been put on steroids to create as
much money as quickly as possible. In the 1970s there were no more than five high-risk hedge funds,
as of 2016 the industry is worth US$2.96TN, (Bloomberg) despite many central banks and analysts
pointing out the systemic risk to the financial sector and wider world from the biggest industries in the
world being built around speculation. According to Barclays, there are a recorded 340 hedge funds as
of 2016, showing a trend of a banking system becoming ever more complicated.

Banks are the decision makers for growing or shrinking the economy and in the west they have not
been told how to shape their decisions to serve the economies needs and the public’s good.

Fortunately the future is only bright. The action of creating money from thin air when a loan is issued
is not a necessary one. If a time comes for economic change, the opportunities for western economies
to grow are huge, perhaps endless, if this separate branch of economics is finally utilised. Most
importantly we can universally create growth in line with inflation. The use of neo-classical
economics will likely soon come to an end, as western economies shrink further. Unfortunately for
today’s economists this means researching an alien branch of economics that now comes to dominate
the world. They may not know it exists.


