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Abstract:

The importance of liquidity and insolvency for nation states and banks has been highlighted
by current economic woes in the eurozone and elsewhere. The concepts are grounded in
monetary theory, which determine the way they are interpreted. Connected to the discussion
of autometallism and Chartalism in the early 20" century, monetary economists of today have
come full circle. Discussing some modern authors, it is argued that the concepts of liquidity
and insolvency are connected. However, if the central bank functions as lender of last resort
the link is cut. Also, fiscal policy has the potential to remove problems of illiquidity and
insolvency in the financial system. Illiquidity and insolvency are signals of stress in the real
economy. Their oppression through central bank policy might lead to the (wrong) perception

that all is well in the economy.
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1. Introduction

In the aftermath of the Great Financial Crisis (GFC) we have seen a change in methodology in
monetary macroeconomics.’ The examination of balance sheets and the use of aggregates of
private, public and external sectors seem to constitute a new monetary consensus, with
authors like Mehrling (2012), Koo (2014), Wray (2012) and Lavoie (2014) at the forefront.
Practitioners like Jan Hatzius of Goldman Sachs, a group of authors from the Bank of
England and the chief economist of Standard & Poor’s second this group.” One of the
questions that these authors tackle is the role of liquidity and insolvency in the banking
system. Mehrling (2012) puts the central bank at the center of his analysis of the inherent
hierarchy of money. Koo (2014), Wray (2012) and Lavoie (2014) stress the fiscal component.

In this article, I discuss these two perspectives first in the context of the history of economic
thought and then against the background of recent developments. Quantitative easing,
austerity policies and other recent research focusing on the role of the payment system
TARGET?2 all reveal certain aspects of the functioning of the monetary system. Presenting
balance sheets that highlight the functioning of the monetary system, it is examined what
effect monetary policy — both conventional and unconventional — and fiscal policy have on
liquidity and insolvency. Both central bank and government, controlling monetary and fiscal
policy respectively, are creatures of the state. Since modern money is state money, it seems to

be the proper framework around which the discussion should evolve.

Liquidity in the context of banks and other financial institutions can be defined as being able
to pay all maturing debts. It is a property of a bank or other financial institution to be liquid.
Since settlement of these institutions involves only central bank money (also called reserves),
liquidity 1s tied to the actual or potential possession of reserves. Illiquidity in practice and
theory coincide: a bank that cannot pay its maturing debts is illiquid. With insolvency, this
coincidence of theory and practice does not arise. Insolvency, in this context, is understood as
technically bankruptcy, meaning that the value of assets has fallen below the value of
liabilities so that net equity is negative. Given that the laws governing the accounting rules are
bound to change, the principle of insolvency is state-dependent. It critically hinges on
accounting rules but also on the enforcement of these rules. Insolvency and illiquidity are

connected because in both directions a single instance of one could trigger multiple instances

! See Ehnts (2017), forthcoming.
% See Hatzius (2012), Mc Leay et al. (2014) and Sheard (2013).



of the other. Both of these cases are theoretically connected to fallacies of composition and

hence might be called systemic issues.

Given the definitions of the two concepts it is examined how the state’s monetary and fiscal
policies influence the state of illiquidity and insolvency of single banks or other financial
institutions. It is found that the effects of these policies depend very much on the institutional
arrangements and existing stocks of debt. The non-negligible role of expectations further
complicates the issue. The use of monetary and fiscal policy in times of economic distress has
different consequences for liquidity and solvency. Whereas (unconventional) monetary policy
can remediate these issues directly, fiscal policy does so in a more indirect way. The
advantage of the latter is that the improvement of the real economy is the driving force that
solves the financial problems almost as a side effect. Financial distress can be seen as a
symptom of trouble in the real economy. Like a fever being treated by physicians, fighting the
symptom instead of the sickness might lead to unintended side effects. These can jeopardize

the stability of both the financial and the real economy.

2. The role of state and the market in monetary theory

When it comes to the role of the state in monetary theory, there are two views that are the
extreme cases of what probably is a spectrum. This is not to say that no actual modern
currency occupies one of these extremes — quite the opposite, as we will see. On the one hand
there is the idea that money is something that is private, so that the state is just another user of

money. Von Mises (1912. ch. 4) wrote:

The position of the state in the market differs in no way from that of any other parties
to commercial transactions. Like these others, the state exchanges commodities and
money on terms which are governed by the laws of price. It exercises its sovereign
rights over its subjects to levy compulsory contributions from them; but in all other
respects it adapts itself like everybody else to the commercial organization of society.

As a buyer or seller the state has to conform to the conditions of the market.

Von Mises continues to blame the state “for the most pronounced disturbances of the market”.
He develops a legal concept of money that is based on the enforcement of contracts. Gold or
other metal always backs up money, directly or indirectly. Given that von Mises wrote during

the end of the golden era of the Gold Standard, his views are hardly surprising. His book,

3



though, is an attack on a contemporary economist who freed money from the link to gold:
Georg Friedrich Knapp and his “State Theory of Money” (1973)[1905]. Knapp wrote about
“chartal means of payment”, a tradition that goes back all the way to Adam Smith (1776, ch.
2):

A prince who should enact that a certain proportion of his taxes should be paid in a
paper money of a certain kind might thereby give a certain value to this paper money,
even though the term of its final discharge and redemption should depend altogether
upon the will of the prince. If the bank which issued this paper was careful to keep the
quantity of it always somewhat below what could easily be employed in this manner,
the demand for it might be such as to make it even bear a premium, or sell for
somewhat more in the market than the quantity of gold or silver currency for which it

was issued.

Knapp (1924)[1905] agrees with this view, using almost the same words as Smith in his
attack on autometallism.” He describes the “pieces” used in payment as having “a legal
significance” since “law lays it down that only pieces formed in such and such a manner are

to be admitted as means of payment”(ibid, 27). Knapp (ibid. 39) writes:

The chartality of the means of payment arises in a similar way. The State as guardian
of'the law declares that the property of being the means of payment should be inherent
in certain stamped pieces as such, and not in the material of the pieces. In this case
also juridical reflection goes to work and creates the concept of the pay-token or
ticket, not from caprice but because it must accommodate itself to the altered situation.

Finally, the same holds gold of autogenesis. The State, not the jurist, creates it.

These discussions from a century ago have recently returned in the writings of modern
monetary theorists. Mehrling (2000a, 365) writes that “since state debt is just a promise to pay
the legal tender money issued by the state itself, there is no possibility of default” except “in
extraordinary circumstances such as during wartime.” Instead, “the quality of a state’s credit
depends on the balance between expenditures and revenues” (ibid, 367). Mehrling starts his
discussion of hierarchically structured monetary systems with a gold standard system. His

thought seems to be a continuation of von Mises.

3 As Knapp (1924, 5)[1905] wrote: “The quantity of the material is measured in a merely physical manner; in the
case of metal, by weighing. The exchange-commodity is always weighed out to the creditor.”



Liquidity, Mehrling (2010, 8) writes, is “at the same time both scarce and elastic”. He
connects scarcity with the currency school and elasticity with the banking school. In this, he 1s
more flexible than von Mises and advances on the branch of monetary theory that stresses
scarcity of (central bank or private) money. “At every level of the [monetary] system, the
availability of money from the level above serves as a disciplinary constraint that prevents
expansion; credit is payable in money, but money is scarce” (ibid., 8). Mehrling, in a footnote
at the end of this passage, invokes Minsky’s ‘survival constraint’. In Mehrling (2000b, 82), he
writes that “one way for economic units to meet the survival constraint would be to keep their
cash outflow strictly within the limits imposed by the cash inflow emerging from their
ownership of non-financial assets.” Given that banks have almost no cash inflow from
ownership of non-financial assets and that according to Torfasson (2014) they neither use nor
understand their own cash flows there is something of a gap in the argument that scarcity of

money restrains banks from issuing more credit.

While Mehrling stresses the supply of money and credit, other authors focus on the demand
side. Koo (2009) stresses the role of loan demand in the economy. He seems to agree with
Mehrling’s idea of scarcity, since he describes the problems resulting from an increase in
bank lending with high levels of excess reserves in the aftermath. Koo (2009, 77) writes:
“Banks may lend money against these reserves [resulting from quantitative easing], but only
about ¥5 trillion in reserves is actually required under the law to sustain the current money
supply and loans outstanding.” In the context of “Japan’s Great Recession” he claims that
banks were willing to lend, but the private sector’s demand for loans collapsed. Koo hence
stresses the demand side of money and credit, which collapses not due to scarcity of money
but because real sector companies started to pay down debt (ibid., 47). He argues for “more

proactive government moves to absorb and use private savings” (ibid.,293).

Alongside Koo, writers from the Post-Keynesian tradition have always stressed the
endogeneity of credit money.* For Wray (2012, 93-4), the success of a banking operation
depends on creditworthiness and the bank’s capacity to acquire reserves at low costs given
some circumstances. However, a lack of sufficient reserves does not constrain loans. Scarcity
of central bank money is not a brake on credit creation, since “[i]n the very short run, the

Federal Reserve has little or no choice of accommodating that demand [of reserves]. This is

* See Moore (1988) for amodern classic.



for two main reasons: first, the central bank operates with an overnight interest rate target
(when banks are short they bid the market rate above the target, triggering reserves provision
by the central bank), and second, the central bank stands by to ensure that all checks clear at
par (it needs to debit reserves of the bank the check is drawn against, so it lends reserves if the
bank is short)” (ibid., 80). Wray discusses spending by the issuer of sovereign money and
does not see scarcity as a problem. The government can impose taxes in its currency and
therefore artificially creates demand for its money.” Thus the scarcity of money depends on

the ability of the sovereign to impose and collect taxes.

Lavoie (2014) in his compendium of Post-Keynesian economics has no entry for liquidity in
his index.® Discussing liquidity in the context of financial instability, Lavoie (2014, 252)
writes: “The introduction of liquidity preference of banks thus enriches considerably the
theory of endogenous money. First, it shows that the focus of our attention should be on the
credit market, rather than on the money market [..] It is the expansion of bank loans that
generates increases in the supply of money.” Like Wray and Koo, Lavoie does not seem to
think that scarcity of money is a limiting factor of credit creation. He also focuses on credit

demand rather than money supply as the critical issue of a modern monetary economy.

Certainly, monetary theory affects the way we perceive issues like illiquidity and insolvency
in the modern economy. In the next section, we look at liquidity creation and destruction from

a balance sheet perspective.

3. Central bank money and liquidity

The most famous treatise dealing with central bank money and liquidity is that of Walter
Bagehot on the British money market at London’s Lombard Street. Bagehot (1873, ch. 7)

writes about crises of liquidity:

And with the Bank of England, as with other Banks in the same case, these advances,

if they are to be made at all, should be made so as if possible to obtain the object for

> See Wray (2014) for the evolution from Knapp’s Chartalist approach to Modern Monetary Theory (MMT).

® Keynes (1936) wrote in his Preface: “{/Whilst it is found that money enters into the economic scheme in an
essential and peculiar manner, technical monetary detail falls into the background.” The recent work in monetary
theory by Post-Keynesians probably builds more on Wicksell and Knapp than on Keynes. See Bibow (2015) and
Ehnts (2015) for contrasting views and Bell (1998) for an extended discussion of the hierarchy of money from a
Chartalist perspective. Cesaratto (2016) moves Post-Keynesians closer to MMT.



which they are made. The end is to stay the panic; and the advances should, if
possible, stay the panic. And for this purpose there are two rules: — First. That these
loans should only be made at a very high rate of interest. This will operate as a heavy
fine on unreasonable timidity, and will prevent the greatest number of applications by
persons who do not require it. The rate should be raised early in the panic, so that the
fine may be paid early; that no one may borrow out of idle precaution without paying

well for it; that the Banking reserve may be protected as far as possible.

This dictum is still in operation, even though it seemed to have been almost forgotten before
the Great Financial Crisis reminded us of the lender of last resort (LOLR) function of central
banks. Here is a stylized picture of the balance sheets of both banks and the central bank

during good times:

Central Bank Bank
loans to banks reserves required reserves loans from CB
t-bonds t-bonds equity
loans to PS deposits
loans to banks loans from banks

The central bank lends against collateral at the base rate. In times of emergency and following
Bagehot, it lends at a penalty rate against collateral of a lesser quality. The interbank market
has usually broken down in times like these, hence interbank loans are not an option anymore.
They need to be replaced with other sources of liquidity provision. At the extreme, banks can
liquify their whole asset side if the central bank accepts all outstanding loans, bonds and other

assets as collateral:’

Central Bank Bank
loans to banks A reserves A reserves N loans from CB A\
t-bonds t-bonds equity
loans to PS deposits

In this case, the bank is able to pay out all deposits in cash. A bank run would not be
successful. Liquidity provision by the central bank would validate all loans ex-post, regardless

" Obviously, banks can also sell t-bonds to the central bank or use them as collateral forrepo.



of quality of the loan. However, the actual behavior of central banks has been somewhat
timid. Not all banks have been bailed out, with Lehman Brothers being the most prominent
example in the US. Hence the view that access to reserves is crucial to ensure bank survival is
correct. This is a microeconomic, not a systemic problem. There are enough reserves on a
systemic level, but the distribution might be a problem for a single bank if it can’t get any. It

seems that scarcity is not a good term to describe the reality of the money market.

One case in point is the euro zone’s interbank market, where disintermediation happened after
2008. Reserves of the ECB were scarce, but national central banks (NCBs) acting for the ECB
successfully took over liquidity provision when surplus banks left the market. Since funding
costs have increased for illiquid banks, this is a disadvantage that carries a cost. However, all
of this matters ex-post, not ex-ante. Every bank has to make sure that they have enough
reserves, but on a systemic level the ECB did not allow banks to fall into illiquidity. While the
increase in bank lending in the euro zone confirms the idea that the banking system is elastic,
reality shows that scarcity is not a factor during the downturn. Whatever causes the banking

system to stop expanding its loan portfolio, it is not the scarcity of central bank money.

In the last couple of decades, many central banks have cut interest rate whenever the economy
entered into a recession. They have accommodated liquidity demand and have thus removed
scarcity of reserves, which would have caused the interbank market interest rate to rise.
Setting the interest rates, central banks mostly did this while on autopilot.® Price signals were
not allowed to work. When the usual expansionary monetary policy, lowering interest rates,
had failed, many central banks went to extraordinary length in order to supply the banking
system with enough reserves. It is hard to argue that there is scarcity of reserves if US banks

hold hundreds of billions of excess reserves.

liquidity is a purely individual problem, not a systemic one. This is because the way that the
institutions are set up, central banks act as LOLR. If this would not be the case, the threat of
bank failures causing money market loans to turn into bad loans would make the problem
systemic. During the GFC the central banks avoided the mistake of the Great Depression era
when banks were allowed to fail on a larger scale. The demise of Lehman Brothers was the
defining moment this time around, and even though one might not be happy with the way that

banks were bailed-out (for instance, no nationalization of banks and bailing out insolvent

8 Scarcity is always dependent on central bank intervention, which means there is no ‘natural” scarcity of money
or ‘equilibrium’ scarcity of money. The rules of a central bank cannot be perfect. See also Fullwiler (2008).



banks like in Spain), the banking system did not enter a period of sustained bank runs of
depositors. Instead, bank runs occurred one level higher in the money market, where quality
of collateral was downgraded and banks had to take more and more haircuts.” This clogged up

the money market until the central banks intervened.

Acting as LOLR, central banks can stop bank runs both on the money market and at the level
of banks’ depositors. What it cannot do is restart the monetary circuit based on bank deposits.
Recent attempts at quantitative easing, while creating additional net deposits, have mostly
failed to kickstart the respective economies, as Bernoth et al. (2015) find in a survey. An
alternative route lies in expansionary fiscal policy. In order to spend, the Treasury has to
acquire reserves. While there are many alternative routes, the balance sheets after an increase
in government spending all look the same. The case of Canada, where the central bank

directly finances the Government, is shown below:

Central Bank Bank
loans to banks reserves A reserves N loans from CB
t-bonds ) t-bonds equity
loans to PS deposits [\
Treasury Household
t-bonds A deposits () net worth (+) /AN

net worth (-)

Fiscal spending thus causes the quantity of reserves in the banking system to increase,
alleviating the need to borrow them. Banks can now use them to repay loans from the central
bank or acquire t-bonds from the central bank. Alternatively, they can lend out the additional
reserves on the interbank market or put them into the central bank’s deposit facility. The
former will trigger a response from the central bank as the increased supply of reserves on the
interbank market will push interest rates below the central bank’s target. Open market
operations, traditional or repo, might be necessary to stabilize the market rate at the policy
rate level. Fiscal policy also alleviates concerns of insolvency as the private sector sees an

increase in incomes and deposits. Some of these surely find their way to distressed borrowers,

? See Gorton (2010) for a detailed description of the problems in the US money market in 2007.



which see their capacity to repay debt increase. This turns bad loans into good ones and

improves the whole loan book.

Fiscal spending in the eurozone or the US would look a bit different. The central banks are
not allowed to finance the government directly, so banks are used as intermediaries. They
borrow from the central bank, then buy sovereign securities and receive back the reserves
they lent when the government spends the money into the economy. In the end, the balance
sheets look just like the one above, perhaps with the difference that banks hold additional t-
bonds and not reserves. This would be similar to the situation in Canada after the central bank
has intervened with open market operations to stabilize the short-term money market rate.
However, selling t-bonds to the central bank would mean that banks in the US or eurozone

acquire additional reserves.

4. Central bank money and insolvency

Illiquidity and insolvency are linked if the central bank does engage as a LOLR. A debt-
deflation as described by Fisher (1933) can lead to fire sales by distressed financial
institutions, resulting in lower prices of financial assets. This leads to further deteriorating
balance sheets in the financial sector. A classical ‘fallacy of composition’ results. Attempting
to increase the strength of their balance sheets, banks together act in a way that is self-

defeating,

Recently, banks have acted as dealers of last resort, as suggested by Mehrling (2011). This
ensured liquidity provision at an appropriate level. Given that the central bank can act as
LOLR, it still needs to ensure that there is enough collateral around so that banks can borrow.
This policy has led to quantitative easing, which made sure that all across the maturity
structure bond prices went up and interest rates down. While this seems like a positive effect,
Koo (2014) has pointed out that banks lose interest-earning assets. This points towards
problems down the road, when the ability of banks to earn interest on their asset side is
impaired by the fact that the central bank owns a significant share of t-bonds. Once again,
expansionary fiscal policy brings some relief. As shown above, banks get additional reserves

that they can spend on paying down debt or investing in interest rate earning assets.
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The long-term situation of banks should improve in both cases. Either the bank replaces a
loan from the central bank with deposits, which usually carry a lower interest rate, or it
invests the reserves in some asset that allows it to earn additional interest income. If
government spending is continued until inflation starts to increase above the central bank’s
target level, then the central bank might increase the policy rate. This would help the
economy, since the private sector would hold new sovereign securities that now pay higher
interest rates. Also, higher interest rates as a reaction to higher inflation very likely mean that

private sector demand for loans has picked up again.

5. Conclusion

Illiquidity and insolvency are important issues. While they are not to be neglected, they
constitute symptoms rather than causes of economic weakness. Solving the problems of
illiquidity and insolvency is not likely to bring the real economy back to growth. The
monetary circuit that drives the economy is that of bank deposits, not central bank deposits.
While it is certainly possible and feasible to remove the financial distress from a policy
perspective, the weakness of the real economy is likely to remain. Removing the signal of
financial distress might be taken as an indication that ‘all is well” so that ‘business as usual’ is
just around the corner. If the central bank acts as dealer of last resort and policy makers
decide that there is nothing else to do, this might jeopardize the recovery of the real economy.

It would be a very high price to pay.

Expansionary fiscal operations would provide some help to banks because they would
increase both the liquidity position and the profits, actual and expected. The resulting increase
in income (and hence deposits) of the private sector should also lead to a rise in loan demand
as uncertainty regarding future income recedes, thus restoring at least partly the demand lost
during the time of crisis. In times of economic crisis, fiscal policy can solve real and monetary

problems, which at the same time monetary policy cannot.
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