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MONETARY CIRCUIT, CAPITALIST REPRODUCTION  

AND FINANCIAL ACCOUNTING 

Hernando Matallana1 

 

Abstract 

A key issue in heterodox economics is the theoretical determination of the inner logic of the 

economic process through which the functional conditions of social reproduction are 

systematically recreated in capitalism. The monetary circuit is a particular moment of the 

economic process through which the recreation of private property as the capitalist social 

relation takes place. The understanding of the monetary logic of what Marx called the 

“process of circulation of capital” is thus a central element of a monetary heterodox theory of 

capitalism. Financial accounting methods currently applied as a powerful tool of control of 

society can be used critically to illuminate the capitalist circulation process. 
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social reproduction 
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CIRCUITO MONETARIO, REPRODUCCION CAPITALISTA  

Y CONTABILIDAD FINANCIERA 

Hernando Matallana2 

 

Resumen 

Una cuestión clave en la economía heterodoxa es la determinación teórica de la lógica interna 

del proceso económico a través del cual son recreadas sistemáticamente las condiciones 

funcionales de la reproducción social en el capitalismo. El circuito monetario es un momento 

particular del proceso económico a través del cual tiene lugar la recreación de la propiedad 

privada como la relación social capitalista. La comprensión de la lógica monetaria de lo que 

Marx llamó el “proceso de circulación del capital” es por tanto un elemento central de la 

teoría heterodoxa monetaria del capitalismo. Los métodos de la contabilidad financiera 

utilizados comúnmente como una herramienta poderosa de control social son utilizados aquí 

para iluminar el proceso de circulación capitalista. 

Palabras clave: capitalismo, circuito económico, contabilidad financiera, economía monetaria 

de producción, reproducción social 

Clasificación JEL: E11, E12, E25, M41 
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 “Apropos! If it can be done in all briefness, without making 
heavy demand on you, I would wish a paradigm (plus an 
explanation) of Italian book-keeping. It would be useful for 
the illumination of the Tableau Économique of Dr. Quesnay.” 
(From a letter from Marx to Engels, 18th June 1862) 

“The creation of money shows particularly clearly that a bank 
can grant loans without any prior inflows of customer 
deposits. In fact, book money is created as a result of an 
accounting entry: when a bank grants a loan, it posts the 
associated credit entry for the customer as a sight deposit by 
the latter and therefore as a liability on the liability side of its 
own balance sheet. This refutes a popular misconception that 
banks act simply as intermediaries at the time of lending – i.e. 
that banks can only grant loans using funds placed with them 
previously as deposits by other customers.” (Deutsche 
Bundesbank, Monthly Report, April 2017) 

1. Introduction3 

A key question at the core of the critique of political economy is the theoretical determination 

of the inner logic of the economic process through which the material conditions of social life 

and the inner functional division of society in the working class and the class of the private 

wealth-owners are systematically reproduced in capitalism. Heterodox monetary economic 

theory purports to answer this question. 

The theory of the monetary production economy conceives the capitalist process of social 

reproduction as a monetary market-mediated process. A key moment of this process is the 

economic circuit – i.e. what Marx called the “process of circulation of capital” – involving the 

financing of both the production and circulation of commodities and the payment of 

functional income to the different agents of the economy. The understanding of the financial 

interdependency of these economic relations is thus an important step towards the 

formulation of a monetary theory of capitalism.4  

 
3 A closely related article by the author upon which the present paper is based has been published in Spanish in 
Ensayos de Economía, Universidad Nacional de Colombia, Sede Medellín (Matallana, 2016). The article is listed 
in the references. 
4 The consideration of the functional distribution of income between capital and labour requires the formulation 
of a monetary theory of both the interest rate and effective demand. The analysis of production and its relation 
with the theory of distribution conveys the theory of the prices of production. Their discussion is beyond the 
scope of the paper. Betz (1993) formulates a monetary-keynesian theory of endogenous money and endogenous 
rate of interest. Sraffa (1960) contains a thorough analysis of the theory of prices of production. 
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As noted by Marx, the financial accounting methods used otherwise as a means of supervision 

and control of the wage workers, small business and society by the ‘too-large-to-fail’ banks, 

the corporations, the wealth-owners and the government can be used critically to illuminate 

the monetary circuit as a particular moment of the economic process through which the 

wealth-owners keep their private property of the economic wealth of society and earn a 

capital income without having to work while the wage workers have to labor in order to gain 

access to the money that allows them to purchase a fraction of the produce of their labor.  

The double bookkeeping accounting principle (Pacioli) describes the financial balances and 

transactions of the different individual agents in the economy. The quadruple bookkeeping 

principle (Copeland) makes possible to follow up the interdependency of the otherwise 

isolated financial transactions that take place between these agents along the economic 

process. 5 Out of the combination of the double-quadruple flow-of-funds and national 

income-expenditure accounts, a coherent picture of the financial interaction of the banks, the 

firms, and the wealth-owners, the central bank and the government, and the workers in the 

economic process emerges. 

The purpose of the paper is to back track the series of financial transactions that further the 

monetary circuit as a particular moment of the economic process of reproduction of capitalist 

social relations. The discussion takes place in a simplified setting in order to keep an eye on 

both the financial position of all agents in the market system and the financial transactions 

that take place between them along the process of circulation. The many sometimes 

unrealistic assumptions in the paper can be dropped so that the analysis can be extended to 

encompass a growing open economic system. 

It is assumed throughout the paper that the economy moves through time in a self-

replacement state, i.e. the level of economic activity, the distribution of income and the prices 

of commodities do not change between one period and the next. This rather abstract 

assumption has a twofold methodological purpose. It allows to keep the discussion at a 

manageable level without impairing its generality; and it recoups the functional long-run 

 
5 The double entry principle was developed by Italian merchants and systematized by Luca Pacioli in the 15th 
century; the quadruple entry principle was developed by Copeland in the 1940s when setting up the financial 
accounts of the United States economy, and it conveys the application of the double-entry method to the 
interdependent financial relations of the different agents of the capitalist economy; the system of national 
accounts contains the income and expenditure account, and the capital account, and was developed by the 
central governments of industrialized countries in the 1930s and 1940s. 
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equilibrium analysis in Quesnay’s Tableau Économique and of Marx’ Capital (volume II, 

simple reproduction), and in Sraffa´s Production of Commodities by Means of Commodities 

as well. 

2. The system of financial relationships 

The monetary circuit of the economy is brought forward through a series of financial 

transactions between the central bank, the banks, the firms (corporations), the government, 

the wealth-owners and the wage workers.6 The conditions for its progression are set up by 

the system of creditor-debtor relations that these different agents establish during the 

economic process. Hence, a thorough analysis of the economic circuit conveys the 

understanding of these financial relations. A suitable point of departure of the analysis is thus 

the financial position of these agents in the economy. 

The financial position of each agent is summed up in the basic double-entry accounting 

equation: Assets = Liabilities + Equity/Net Worth, and it is visualized in its balance sheet. At a 

basic level, the assets are divided into nominal/financial assets and real assets, and the basic 

accounting equation can be written as: Nominal Assets + Value of Real Assets = Liabilities + 

Equity/Net Worth. The nominal assets and the liabilities can also be classified into short-term 

and long-term assets and liabilities. 

The agent´s balance sheet 

  
Assets Liabilities 

Assets 100 Liabilities 80 

 
  Equity 

 
  Net worth 20 

    

The existence of nominal assets (central bank money and bank deposits) and liabilities 

implies the existence of creditor-debtor relationships between the different agents, which of 

the content is the medium of deferred payments of the economy.   

 
6 Though financial intermediaries play an important role in complex financial systems, they can only carry 
forward their business due to the existence of the financial relations between the other agents listed in the text. 
They will not be considered here.  
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Figure 2 shows the basic features of the individual balance sheets of the wealth-owners, the 

firms, the banks, the central bank and the government, and the interdependency of their 

financial relations. Table 1 contains an illustration of the system shown in Figure 2 (without 

the government’s public debt). 

A series of simplifying, some unrealistic, assumptions are made, all of which might be 

abandoned in a larger setting in a context of a deeper analysis of capitalism: the central bank 

money and bank deposits are the sole forms of nominal assets and debt of the economy, 

bonds and stock shares not being considered; the banks make loans only to the firms; the 

wealth-owners have no debts; the wage workers have neither assets or debts; the public debt 

is assumed to be equal to zero, and the government does not own financial or real assets 

either.7 

Figure 2. The system of monetary creditor-debtor relations (stocks) 

 

In the system of financial relations in Figure 2 and Table 1, the firms and the government are 

indebted with the banks; the banks are indebted with the wealth-owners and the central 

bank, and they hold reserves provided by the latter; the capital of the firms is the money 

 
7 It is also assumed that there are no taxes and the government’s budget is set by the profit of the central bank. 
These assumptions amount to foreclose the key role of the state in the constitution of a monetary production 
economy, and of the government´s fiscal policy in the economic process, as well. A complete recount of the 
financial accounting dynamics of the monetary circuit should fully include the series of transactions carried out 
by the government with all the other agents along the economic process. Their inclusion in the analysis would 
have demanded far more space though. 
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value of their means of production; the wealth-owners own bank deposits and tangible 

property, and have no debts.  

The sum of all nominal assets (i.e. bank and central bank deposits) is equal to the sum of all 

debts. Hence the net wealth of the economy is equal to the money value of the real assets, 

the latter being equal to the sum of the money value of the tangible property hold by the 

wealth-owners and the money value of the productive assets hold by the firms. 

Table 1. The system of creditor-debtor relationships8 

Central bank  Banks  Firms 
Assets Liabilities  Assets Liabilities  Assets Liabilities 
     Lf 100 Mf 0  Mf 0 Lf  100 

       Mwo 100  Kc=pPAf 
10

0   
       Mw 0      
       Mg 0      
Ab  10 Mb 10  Res 10 Ab  10      
   Equity      Equity    Equity 

   NWbc 0      NWb  0      NWf  0 
 

Wealth-owners  Wage workers  Government 
Assets Liabilities  Assets Liabilities  Assets Liabilities 
Mwo 100    Mw 0    Mg 0   
pTPwo 50             

 Equity   Equity   Equity 
  NWwo  150    NWw 0    NWg 0 

 

The banks are the only ones that have simultaneously financial relations with all the other 

agents of the economy. Their ubiquitous position as the providers of finance of the economic 

process together with their capacity to create money ex nihilo and to lend it conditioned to the 

payment of the interest support their huge power in the market system. 

Also, the fact that the wealth-owners are the only ones whose net worth is positive reflects 

their position as the private proprietors of the net economic wealth of society: directly in the 

form of tangible property in the asset side of their balances; and indirectly in the form of their 

bank deposits, with the economic separation of the property and the possession of the 

 
8 A notation list with all the variables used is included at the end of the paper. The notation follows closely 
Godley& Lavoie (2007) and Betz (1993). 
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productive assets hold as capital by the firms being mediated by the system of monetary 

creditor-debtor relations.9 

The values in Table 1 are expressed in terms of money units and they refer to monetary stocks, 

i.e. to money values at a given date. At the beginning of the period, e.g. the wealth-holders 

have $100 in form of bank deposits and their tangible property is worth $50; the banks owe 

$100 to the wealth-owners, they have $10 in the form of reserves (i.e. central bank money in 

the form of deposits with the central bank), and they owe $10 to the central bank; the firms 

owe $100 to the banks and their capital (i.e. the money value of their productive assets) is 

$100 worth.  

3. Capital income 

The web of financial relations between the different agents of the economy brings forth a 

series of in-due-time income payment obligations. In Figure 3, the firms have to pay the 

money interest on the loans to the banks; the banks have to pay the interest on advances 

made to them by the central bank; and the banks have to pay the interest on the bank 

deposits to the wealth-owners as well. The (unrealized) profit of the central bank is equal to 

the interest owed to it by the banks, and the central bank has to transfer its profit to the 

government because of the financial arrangement between these two state institutions.10 

Figure 3. A simplified system of functional income payment obligations 

 

 
9 The chain of creditor-debtor relations between the banks, the firms and the wealth-owners conveys that the 
latter are the private proprietors of all the real assets of the economy although the firms have the possession of 
a fraction of these real assets as productive assets. 
10 The wage payment obligation by the firms is considered in the next section. 
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In order to keep things at a simple level, it is (unrealistically) assumed that the 

entrepreneurial (after-interest-payment) profit of both the firms and the banks is equal to 

zero, hence there are no dividends to be distributed to the wealth-owners. It is also assumed 

that the banks do not pay interests on the current deposits of the firms; and the banks, the 

firms and the wealth-owners do not pay taxes either.11 

Table 2 shows the accounting dynamics on an accrual basis of the system of rights to receive 

a capital income and correspondingly the payment obligations in the form of the interests on 

loans, deposits and advances, and of the (unrealized) central bank profit to be transferred to 

the government.  

Table 2. Accouting dynamics of accrual capital income (flows) 

Central bank  Banks 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
Zb,c
b 1         Tcb,g 1  Zf,b 5         Zb,cb 1 
                             Zb,wo 4 
                 

        Equity          Equity 

  Debit (-) Credit (+)      Debit (-) Credit (+) 
        Qcb 1 Zb,cb 1          Zb,cb 1 Zf,b 5 

                         Zb,wo 4     
                 

Firms  Wealth-owners 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 

          Zf,b 5  Zb,wo 4           
                 
        Equity          Equity 

  Debit (-) Credit (+)      Debit (-) Credit (+) 
        Zf,b 5              Zb,wo 4 

                 
Wage workers  Government 

Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
             Qcb,g 1       
                 
        Equity      Equity 

  Debit (-) Credit (+)      Debit (-) Credit (+) 
                   Trcb,g 1 

 
11 As noted above, the consideration of taxes and public debt as well as the payment of interests by the 
government to the debt holders would demand far more space for a thorough discussion. 



Documentos FCE-CID Escuela de Economía N° 103 

Noviembre 2019 

 

Universidad Nacional de Colombia Sede Bogotá - Facultad de Ciencias Económicas 

Pá
gi

na
 1

2 

Table 3 shows the financial position of the different agents once these monetary accrual flows 

are incorporated as interest/profit receivable and interest/profit payable into the financial 

balances of the wealth-owners, the firms, the banks, the central bank and the government.12  

Table 3. The system of balance sheets with capital income accruals 

Central bank  Banks  Firms 
Assets Liabilities  Assets Liabilities  Assets Liabilities 
     Lf 100 Mf 0  Mf 0 Lf  100 
       Mwo 100  K=pPAf 100   
Ab  10 Res 10  Res 10 Ab  10      
Zb,cb 1    Zf,b 5 Zb,cb 1    Zf,b 5 
  Trcb,g 1    Zb,wo 4      

   Equity      Equity    Equity 

   NWbc 0      NWb  0      NWf -5 
 

Wealth-owners  Wage workers  Government 
Assets Liabilities  Assets Liabilities  Assets Liabilities 
Mwo 100    Mw     Mg 0   
pTPwo 50         Trcb,g 1   
Zb,wo 4             

 Equity   Equity   Equity 
  NWwo  154    NWw     NWg 1 

 

The net worth of the firms is negative, and the net worth of the wealth-owners and the 

government is positive. If the firms do not make a large enough profit allowing them to 

finance the payment of the interest owed the banks, the latter will make a loss and their net 

worth will become negative, too. Hence the banks are interested in the realization of a large 

enough profit by the firms allowing the latter to finance the payment of the interest.  

The realization of a positive entrepreneurial profit provides the firms with an amount of 

money which they can use to reduce their current debts, gain financial independence from the 

banks, set up a financial reserve for future contingencies, purchase their own equities (not 

discussed here), and finance the accumulation of capital with internal resources. Hence the 

firms are interested in making a profit through the production and sale of commodities that 

 
12  The numerical example in Table 3 implies that the banks charge on loans a 5% interest rate and they pay a 4% 
interest rate on deposits, and the central bank charges a 10% interest rate—i.e. the discount rate—on its advances 
to the banks. Also, the reserve rate, i.e. the relation between bank deposits and bank reserves is 10%, with the 
bank reserves being the amount of central bank money (in the form of central bank deposits) kept by the banks. 
The rather high values of the reserve rate and the discount rate in the example are chosen in order to make easier 
the computations. E.g. Canada’s central bank switched in 1994 to a zero reserves regime, and during the Great 
Recession the central banks of industrialized countries set the discount rate equal to zero. 
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allows them to finance the payment of the interest and a positive entrepreneurial profit as 

well, which is why they get into debt with the banks.  

4. Monetary production of commodities (in the self-replacement state) 

For the firms to produce commodities, they have to hire workers, and they have to pay them 

the money wage income. Though the wage income might be paid at the end of the foreseen 

time of the wage contract, i.e. at the end of the period (e.g. day, week, month, year), the 

accrual accounting methodology requires registering at the beginning of the period the wage 

payment obligation as stated in Table 4. 

Table 4. Accrual accounting dynamics of wage income 

Firms  Wage workers 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
      W 5  W 5       
                 

        Equity          Equity 

  Debit (-) Credit (+)          Debit (-) Credit (+) 
        W 5              W 5 

 

The accrual financial position of both the firms and the wage workers changes once the 

workers have been hired.  

In Table 5 the negative net wealth of the firms due to their debts with the banks and the 

workers compels them to produce commodities and to sell them in the goods markets at a 

marked-up price with the intention to get access to the means of payments required for the 

fulfillment of their obligations. The supply of commodities in the goods market is thus 

primarily a demand of the means of deferred payments of the economy, and the money price 

the means to gain access to it, as already noted by English economist Henry Thornton in 

1802. 

For simplicity, it is assumed that the means of production are fully consumed during the 

production process in each period. This means that the capital of the firms is made up by 

circulating capital; accordingly, their fixed capital is equal to zero. Accordingly, in the self-

replacement state the consumed circulating capital goods in the current period have to be 
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fully replaced for the production of commodities to restart anew at that beginning of the next 

period.  

The financial viability and the material continuation of production in the next period requires 

the firms to sell their products at a money price high enough to allow them to finance at least: 

the payment of the interest owed to the banks, the payment of the wages owed to the 

workers, and the purchase of the new means of production needed to replace those 

consumed during the production process as well.  

They also expect to be able to make a positive entrepreneurial profit, equal to the expected 

(realized) profit minus the interest on money, in which case their net worth will become 

positive. Realistically, however, the firms make entrepreneurial profits and losses during the 

business cycle. In the self-replacement state, the entrepreneurial profits of the firms are equal 

to zero.13 

The firms own the means of production and have hired the labor needed to produce their 

commodities. During the production process the workers labor and the means of production 

are fully consumed, and the end of the process the firms obtain the product.  

 

 

 
13 A zero entrepreneurial profit in the long-run competitive self-replacement state is a theoretical abstraction 
that expresses the logic of market competition of individual capitals in goods market in the form of an ideal 
average. Its economic rationale conveys that: the realization of positive entrepreneurial profits motivates the 
entrance of new firms to the market and the expansion of production, which of the combined market effect 
tends to clear away the contrived-scarcity conditions allowing for the realization of positive entrepreneurial 
profits; while the realization of entrepreneurial losses leads to the withdrawal of firms from the market and the 
contraction of production, which of the combined effect tends to reinstate the contrived-scarcity conditions 
allowing for the realization of non-negative entrepreneurial profits. Market competition prods the firms, both 
individually and as a whole, to keep scarce their capital, i.e. their productive assets, hence to keep scarce the 
production processes of their commodities, in order to be able to realize the marked-up market money prices 
allowing for a rate of profits not lower than the rate of interest of money. (Keynes 1936).  
Equilibrium being defined as the coincidence of ex ante and ex post supply and demand decisions, it follows that 
the ex ante supply price and the ex post market price coincide in the theoretical long-run equilibrium. The free 
competition assumption in the goods market means that in the long-run equilibrium the firms realize the market 
price that allows them to finance exactly the payment of the wages owed to the workers, the payment of the 
interest owed to the banks, and the replacement of the means of production. These long-run competitive 
equilibrium market prices or prices of production convey that the total profit of the individual firm is equal to the 
interest paid by it to the bank, with the entrepreneurial profit of the firms being equal to zero. Consequently, the 
before-payment-of-interests competitive rate of profits on all the individual capitals owned by the different 
firms is equal to the credit rate of interest (Sraffa 1960). – By contrast, the short-run market prices can be equal, 
higher or lower than the prices of production, due to individual market and general economic disequilibria along 
the business cycle. 
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Table 5. The system of balance sheets in the monetary production economy 

Central bank  Banks  Firms 
Assets Liabilities  Assets Liabilities  Assets Liabilities 
     Lf 100 Mf 0  Mf 0 Lf  100 
       Mwo 100  Kc=pPAf 100   
Ab  10 Res 10  Res 10 Ab  10      
Zb,cb 1    Zf,b 5 Zb,cb 1    Zf,b 5 
  Trcb,g 1    Zb,wo 4      
            W 5 

   Equity      Equity    Equity 

   NWbc 0      NWb  0      NWf  -10 
 

Wealth-owners  Wage workers  Government 
Assets Liabilities  Assets Liabilities  Assets Liabilities 
Mwo 100    Mw 0    Mg 0   
pTPwo 50    W 5    Trcb,g 1   
Zb,wo 4             
              

 Equity   Equity   Equity 
  NWwo  154    NWw 5    NWg 1 

 

The accrual financial accounting dynamics of the production of commodities is shown in Table 

6: the circulating capital of the firms becomes equal to zero as the means of production are 

fully consumed in the production process; and the firms own only their product at the end of 

the period. The value of their product is equal to the sum of the wages, the interest on money 

and the value of the circulating capital. 

Table 6. Accrual accounting dynamics of production 

Firms 
Assets Liabilities 
Debit (+) Credit (-) Debit (+) Credit (-) 
px 110 ΔKc 100     Zf,b 5 
            W 5 
        
        Equity 
        Debit (+) Credit (-) 
        ΔKc 100 PVf* 110 
        W 5   
        Zf,b 5     
    Qf 0   
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At the end of the period, the firms own their product, they owe the interest to the banks and 

the wages to the workers; and have to replace the capital goods. Also, the banks have to pay 

the interest to both the central bank and the wealth-owners; and the central bank has to 

transfer its (unrealized) profit to the government. 

5. Money creation ex nihilo and the monetary economic circuit 

A series of transactions between all the agents must be completed for the firms to be able to 

sell all their commodities, for the firms, the banks and the central bank to be able to pay their 

functional income obligations, and for the self-replacement economic process as a whole to 

continue smoothly from one period to the next. In this process the banks play a key role. 

For simplicity it is assumed that all purchases and debt payments are done by means of the 

transfer of bank deposits; the firms and the households do not use central bank money (but 

could demand it any time); and the banks keep their reserves in the form of deposits with the 

central bank. 

Credit-financed wage payment and the workers’ final consumption 

At the end of the period, the workers want their wage income to be paid to them by the firms 

since they need the money owed to them to be able to purchase the consumption goods. The 

firms owe the wages to the workers, they do not have the money to pay the wages, and so 

they have to borrow it from the banks.  

The fulfillment of the wage payment obligation of the firms and the purchase of consumption 

goods by the workers involves the completion of a series of financial transactions between 

the banks, the firms and the workers. This transactions require that: (i) the banks make loans 

through the creation of bank deposits in favor of the firms (for simplicity it is assumed that 

they do not charge interests on these loans); (ii) the firms pay the wages to the workers by 

means of the transfer of their bank deposits in favor of the workers; and (iii) the workers 

purchase the consumption goods by means of the transfer of their bank deposits in favor of 

the firms. 

The credit granting in the form of loans by “a stroke of a pen” by the banks to the firms 

conveys both the creation of deposits in favor of the firms, and the creation of a debt of the 
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firms with the banks is shown in Table 8A. The firms had already a debt with the banks 

(Tables 1 and 3) and they have now increased their indebtedness in order to be able to pay 

the wages.  

Table 8A. Bank loans ex nihilo to the firms for the payment of wages 

Banks  Firms 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
ΔLf 5         ΔMf 5  ΔMf 5         ΔLf 5 
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
                         

 

For simplicity, it is assumed that all these transactions take place during the last day of the 

period so that the banks do not charge an interest rate on the loans they make to the firms for 

the latter to be able to pay the wages to the workers. 

However, the creation of new deposits requires the banks to increase their reserves, which 

they can obtain from the central bank in the form of short-term advances created by “a stroke 

of a pen” by the latter. This is shown in Table 8B. Here it is assumed that the central bank 

does not charge a positive discount rate on the newly created reserves. 

Table 8B. Creation ex nihilo of bank reserves 

Central bank  Banks 
Assets Liabilities  Assets Liabilities 
Debit(+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
ΔAb 0,5         ΔMb 0,5  ΔRes 0,5         ΔAb 0,5 
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
                         

 

In Table 8C the payment of wages conveys the transfer of bank deposits from the firms in 

favor of the workers. Since the total amount of bank deposits does not change, the banks as a 

whole do not change their bank reserves either.  
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Table 8C. Wage payment by the firms to the workers 

Central bank  Banks 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
                         ΔMf 5 ΔMw 5 
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
             

 
Firms  Wage workers 

Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 

  ΔMf 5 W 5    ΔMw 5 W 5         
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
             

The workers spend all their wage income to purchase the consumption goods, they pay the 

consumption goods by ordering the banks to transfer their bank deposits in favor of the firms, 

and the banks credit the deposit accounts of the firms and debit the deposit accounts of the 

workers. This is shown in Table 8D. 

Table 8D. Purchase of consumption goods by the wage workers 

Banks  Firms 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
        ΔMw 5 ΔMf 5  ΔMf 5 px 5         
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
                         PVf 5 Sales 5 

 
         Wage workers 

         Assets Liabilities 

         Debit (+) Credit (-) Debit (-) Credit (+) 

         Cw 5 ΔMw 5         
                 

                 Equity 

                 Debit (-) Credit (+) 
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Some of the firms will sell all their produce to the workers, some will only sell a fraction, and 

some will not sell at all to them. Accordingly, only the bank deposits of the former two 

groups of firms will increase, while those of the latter group remain unchanged.  

Also, of those firms that have sold consumption goods to the working households, only some 

will have obtained enough money to be able to fully pay back the loan they obtained from the 

banks in order to be able to pay the wages. This will be particularly the case of the firms that 

produce commodities only purchased by the working households, for in this case they will 

have sold all their products. 

At the aggregate level, the amount of bank deposits does not change. The bank deposits of 

the workers decrease by the amount spent in consumption, and the bank deposits of all the 

firms taken altogether will increase by the same amount. Hence the total amount of bank 

deposits does not change, and the banks do not have to modify their bank reserves. 

Also, at the aggregate level, the money value of the commodities sold to the working 

households is equal to the money wages paid to the workers. This means that all the firms 

taken altogether have not made a profit yet, although some of them might already have made 

a profit, in particular those firms producing goods bought mainly by the working households. 

In Table 8E the workers consume the goods bought from the firms. Thus, owning no financial 

assets and having been fired by the firms, they are involuntarily unemployed and are 

compelled to look for a wage job in the next period. 

Table 8E. Consumption by the wage workers 

Wage workers 
Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+) 
  Cw 5         
        
        Equity 

        Debit (-) Credit (+) 
        Cw 5     

Meanwhile, the firms whose products are not purchased by the workers have to sell them 

either to the wealth-owners or the firms or the government in order to recoup the money 

they need to finance the payment of their debts to the banks and purchase the new means of 

production that will replace those consumed during the process of production. 



Documentos FCE-CID Escuela de Economía N° 103 

Noviembre 2019 

 

Universidad Nacional de Colombia Sede Bogotá - Facultad de Ciencias Económicas 

Pá
gi

na
 2

0 

Deposits interest payment and wealth-owners’ final consumption 

The wealth-owners own bank deposits and the banks owe them the interest on the deposits, 

so they have two options to finance their consumption. They can spend a fraction of their 

deposits not larger than their interest income and later recoup the money expended when the 

banks pay them the owed interest on the bank deposits.  

Alternatively, the banks pay them the interest income owed and they use the money so 

obtained to purchase consumption goods. In the discussion that follows the second option is 

considered, i.e. first the banks pay the interest income and then the wealth-owners purchase 

the commodities from the firms.  

For the banks to pay the interest income to the wealth-owners, they only have to ‘transform’ 

in their balance sheet the amounts owed as accrued interest income to the wealth-owners 

(Table 2) into newly created bank deposits in favor of the latter which they add to the initial 

bank deposits (Table 1) in the liability side of their balance sheets. And simultaneously the 

wealth-owners only have to ‘transform’ in their balance sheet the amounts owed to them as 

accrued interest income by the banks (Table 2) into newly created bank deposits which they 

add to the already initial bank deposits (Table 1) in the asset side of their balance sheets.  

In the process the banks have created new deposits ex nihilo in favor of the wealth-owners in 

order to pay the interest on deposits, and the wealth-owners obtain an amount of money 

equal to the interest owed to them by the banks without ever having to work. Here at last 

money yields more money without any further mediation and at zero cost, with the help of a 

stroke of pen though! 

The accrual accounting dynamics of these financial transactions are shown in Table 9A. 

Table 9A. Credit-financed payment of interest to wealth-owners 

Banks  Wealth-owners 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
        Zb,wo 4 ΔMwo 4  ΔMwo 4 Zb,wo 4     
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
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These financial transactions increase the amount of the total bank deposits of the economy, 

and the banks have to increase their bank reserves, which they can obtain through new ex-

nihilo-created short-term advances from the central bank. It is assumed here (Table 9B) that 

the central bank does not charge an interest on these new advances.  

Table 9B. Creation ex nihilo of new bank reserves 

Central bank  Banks 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
ΔAb 0,4         ΔMb 0,4  ΔRes 0,4         ΔAb 0,4 
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 

             

The wealth-owners have obtained their interest income from the banks, and they are ready to 

spend the money so obtained in the purchase of consumption goods produced by the firms. 

Here, the payment of the goods takes place by means of the transfer of the bank deposits of 

the wealth-owners in favor of the firms that sell their products to them. Since the total 

amount of bank deposits of the economy does not change, the banks don’t have to borrow 

new reserves from the central bank. This is shown in Table 9C. 

Table 9C. Purchase of consumption goods by the wealth-owners 

Banks  Firms 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
        ΔMwo 4 ΔMf 4  ΔMf 4 px 4         
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
                         PVf 4 Sales 4 

 
         Wealth-owners 

         Assets Liabilities 

         Debit (+) Credit (-) Debit (-) Credit (+) 

             ΔMwo 4         
                 

                 Equity 

                 Debit (-) Credit (+) 

                 Cwo 4     
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The wealth-owners can now enjoy the consumption of the goods and services bought from 

the firms during their never-ending leisure time as shown in Table 9D. 

The wealth-owners have not worked at all, they have earned an interest income, they have 

purchased and consumed consumption goods, and, most importantly, the net worth of their 

wealth is not diminished from one period to the next. Indeed, a marvelous world for the 

wealth-owners, not so for the wage workers who have to get hired by the firms in order to 

labor in the production of the commodities purchased and consumed by the wealth-owners 

though. 

Table 9D. Consumption by the wealth-owners 

Wealth-owners 

Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+) 

  Cwo 4         
        
        Equity 

        Debit (-) Credit (+) 

        Cwo 4     

Transfer of (unrealized) central bank profits financed ex nihilo, interest payment to the 
central bank by the banks, and government public expenditure 

The banks owe the central bank the interests on the initial advances (Tables 1 and 2). 

However, these interests are the not-yet-realized profits of the central bank which the latter 

has to transfer to the government. (It was assumed that the central bank does not charge an 

interest rate on the new advances through which they financed the payment of wages and 

interests on deposits.) The difficult here is that hitherto the banks have not paid the interest 

on the advances to the central bank, hence the central bank has not realized its profit, and so 

there is no realized profit to be transferred by the central bank to the government yet.  

However, both the central bank can create central bank money and the banks can create bank 

deposits ex nihilo. Hence by means of a series of simultaneous financial transactions between 

the central bank, the banks, and the government involving some strokes of the pen by both 

the central bank and the banks, these two connected problems – the payment of the interest 
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on advances owed by the banks to the central bank, and the transfer of the not-yet-realized 

central bank profits by the central bank to the government – can be smoothly solved. 

In Table 10A the central bank uses the banking system to transfer to the government an 

amount of money equal to its unrealized profit in a process that involves two simultaneous 

transactions: the banks create bank deposits in favor of the government, of which the money 

value is equal to the unrealized profit of the central bank; and the central bank creates 

simultaneously a central bank deposit in favor of the banks, of which the money value is equal 

to interest owed by the banks to the central bank, crediting hereby the deposit accounts that 

the banks hold at the central bank.  

With the first transaction the banks finance both the payment and the transfer of the 

unrealized profits of the central bank to the government; with the second transaction the 

central bank finances the financial transaction of the banks with the government.  

The creation of new bank deposits in favor of the government by the banks requires the latter 

to increase their bank reserves, which they obtain in the form of advances from the central 

bank. For simplicity it is assumed here that the central bank does not charge an interest 

discount rate on these new advances. 

Table 10A. Transfer of (unrealized) central bank profits financed ex nihilo 

Central bank  Banks 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
        Tcb,g 1  ΔMb 1    ΔMb 1        ΔMg 1 
ΔAb 0,1      ΔMb 0,1    ΔRes 0,1        ΔAb 0,1 
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
                         

 
  Government 

   Assets Liabilities 
     Debit (+) Credit (-) Debit (-) Credit (+) 

         ΔMg 1 Tcb,g 1         
                 

              Equity 
               Debit (-) Credit (+) 
                   

The banks own now an amount of money in the form of central bank deposits equal to the 

money value of the interests that they owe to the central bank on the old (initial) advances 
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made to them by the central bank (Table 1). The central bank debits the deposit account that 

the banks hold with it and this way the banks pay to the central bank the interests owed to it 

on the initial advances (Table 10B). 

Two money ex nihilo creating strokes of pen plus some complex financial accouting is all what 

is needed to smoothly settle the twofold financial government-central bank and central bank-

banks conundrum! In this way, i.e. just by creating and destroying money in the balance 

sheets of the central bank and the banks, the latter have paid their interest obligation with 

the central bank, the central bank has made a profit financed by itself ex nihilo, and the 

government has cashed a positive net transfer.  

Table 10B. Payment of interests to the central bank by the banks 

Central bank  Banks 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
    Zb,cb 1  ΔMb 1        ΔMb 1  Zb,cb 1   
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
                         

 

The government owns now the bank deposit created in its favor by banks and uses it to 

purchase the commodities from the firms by means of transferring it in favor of the latter. In 

Table 10C it is assumed that the government spends all the money to purchase commodities 

from the firms. The banks debit the bank deposits account of the government and credit by 

the same amount the bank deposit accounts of the firms that sell their commodities to the 

government. Since the total amount of bank deposits does not change, the banks do not 

modify their reserves.  
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Table 10C. Purchase of consumption goods by the government 

Banks  Firms 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
        ΔMg 1 ΔMf 1  ΔMf 1 px 1         
                 

        Equity          Equity 
        Debit (-) Credit (+)          Debit (-) Credit (+) 
                         PVf 1 Sales 1 

 
         Government 

         Assets Liabilities 

         Debit (+) Credit (-) Debit (-) Credit (+) 

         G 1 ΔMg 1         
                 

                 Equity 

                 Debit (-) Credit (+) 

                       

In Table 10D the government consumes the commodities purchased through tis public 

expenditure from the firms: 

Table 10D. Consumption by the government 

Government 
Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+) 
  G 1         
        
        Equity 

        Debit (-) Credit (+) 
        G 1     

The purchase of circulating capital between firms  

The firms have sold their products to the workers, the wealth-owners and the government. 

However, they still have with them an unsold fraction of their products in the form of means 

of production which ultimately they have to sell to each other since there are no other 

potential buyers. Since they still have to replace the circulating capital used up during the 

process of production, they will buy the means of production from each other.  
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Table 11. Purchase and sale of capital goods between the firms 

Firms 
Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+) 
Kc 100 px 100         
        

        Equity 
        Debit (-) Credit (+) 
        PVf 100 Sales 100 

At the aggregate level of the analysis here, the sales and purchases of capital goods between 

firms considered as a whole cancel out. Since a self-replacement state has been assumed, the 

net investment is equal to zero, and the quantity of circulating capital does not change from 

one period to the next. The accounting dynamics only registers the change of accounting 

status of the unsold means of production into sold circulating capital goods. 

Payment of the interest still owed by the firms to the banks 

The firms have sold all their products, they have replaced their circulating capital, and they 

can hire anew the wage workers in order to restart the production of commodities at 

unchanged level at the beginning of the next period. However, they still have to pay the 

interest on their initial debts to the banks (Tables 1 and 2).  

The firms have kept until now the bank deposits that they obtained from the sale of their 

products to the wage workers, the wealth-owners and the government. The money value of 

these bank deposits is equal to the money interest owed by the firms to the banks. The 

financial position of the firms allows them financing the payment of the interests owed to the 

banks, and so they pay them the interest. The accouting dynamics of this transaction is shown 

in Table 12. 

Table 12. Payment of the interest on loans by the firms to the banks 

Banks  Firms 
Assets Liabilities  Assets Liabilities 
Debit (+) Credit (-) Debit (-) Credit (+)  Debit (+) Credit (-) Debit (-) Credit (+) 
    Zf,b 5 ΔMf 5      ΔMf 5 Zf,b 5     
                 

        Equity        Equity 
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        Debit (-) Credit (+)          Debit (-) Credit (+) 
                             

The payment of the interest to the banks by the firms closes the series of transactions 

between all agents involving both the purchase of commodities and the payment of accrued 

functional income to and between all agents. This completes the financial dynamics of the 

economic process which can start once again and complete its full circuit from one period to 

the next under the same functional market-mediated conditions. 

6. The monetary circuit considered as a whole 

The full series of financial transactions of the economic circuit are put together in the Godley-

Lavoie-Tobin flow transactions matrix in Table 13 below. Here the net worth change of all 

agents is equal to zero because of the assumption of the self-replacement state of the 

economy (with both investment and savings equal to zero). Accordingly, none of the agents 

saves a fraction of the income in the form of bank deposits or accumulates net wealth in the 

form of the value of new tangible property or capital, i.e. new value of productive assets 

(which is why the capital account of the firms is not shown). 

Table 13. The Godley-Lavoie flow transactions matrix 

  Wealth-
owners 

Wage 
worker

 

Firms Banks Central 
bank 

Govern-
ment 

Sum 

1 Consumption -4 -5 +9    0 

2 Public expenditure   +1   -1 0 

3 Wages  +5 -5    0 

4 Firms’ profits   0    0 

5 Banks’ profits   0    0 

7 Loan interest   -5 +5   0 

8 Deposit interest +4   -4   0 

 Advances interest    -1 +1   

9 CB Profit transfer     -1 +1 0 

10 Net worth change 0 0 0 0 0 0 0 

The scheme can be expanded to encompass the social division of labor by considering various 

interdependent basic and non-basic economic industries, the accumulation of capital by 

incorporating positive net investment, the economic role of the state by including public 

deficits and taxation, and the raison d’être of mercantilism by considering trade surpluses and 

foreign investment. 
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Generally, the financial accounting analysis developed above can be expanded to encompass: 

the public debt, the payment of the interest to the debt holders by the government, and the 

payment of taxes to the latter by the workers, the wealth-owners, and the banks; the 

realization of entrepreneurial profits and losses by the banks and the firms, and the 

accumulation of capital by the latter; and the foreign financial and trade relations of these 

different agents with the private agents and governments of other countries. 

Figure 4 illustrates in the zig-zag “physiocratic” way the closing of the economic circuit of the 

monetary production economy: 
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7. Final remarks 

The financing of the economic circuit of the monetary production economy described in the 

preceding sections is a particular moment of the reproduction process of the capitalist social 

relations. Along this monetary market-mediated economic process each and all of the 

different functional agents of the economy keep their economic position vis-à-vis the other 

agents and the market system as well. Also, the economic and material conditions for the 

renewal of the economic process are reestablished through the interaction of all these agents 

in the market system. 

The inner division of the individuals of society in the functional class of the workers and the 

functional class of the wealth-owners is preserved. The wealth-owners attain their particular 

interest through the economic process, i.e. they keep their right on the private property of the 

economic wealth of society and enjoy their consumption-leisure time without having to work, 

with the banks, the firms, the workers, the government and the central bank being 

instrumental for that private interest.  

In particular, the firms hire the wage workers and let them produce the commodities, and 

make a profit which they transfer to the banks through the payment of the loan interests; and 

the banks provide ex nihilo the bank deposits required to finance the process of production 

and circulation, and pay the deposit interests by means of the creation of new deposits with a 

stroke of a pen in favor of the wealth-owners at zero cost, with the timely backing of both the 

central bank and the government.  

Along the paper, the level of economic activity and employment, the private ownership of the 

economic wealth of society by the wealth-owners, and the functional distribution of income 

between the wealth-owners and the wage workers was assumed as ‘given’. Their 

determination requires a theory of endogenous money and the rate of interest, and a theory 

of aggregate demand and the mark-up market pricing power of the banks and firms. This has 

already been done elsewhere and the reader is referred to the literature. As stated in the 

introduction, the heterodox theory of the monetary production economy provides a cogent 

vision of the inner workings of capitalism. 
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Notation 

Α Change of stock variable 

p Monetary price of real assets, tangible property, capital goods, product 

Ab  Central bank advances to the banks 

Res Bank reserves (high powered money) 

Mwo Bank deposits of wealth-owners 

Mf Bank deposits of firms 

Mg Bank deposits of the government 

Mb Central bank deposits of the banks at the central bank 

Lf Bank loans to the firms 

RA Real assets ( = tangible property + productive assets) 

TPwo Tangible property (of wealth-owners) (real assets) 

Kc Circulating capital ( = monetary price τ productive assets) 

PAf Productive assets or capital goods (of firms) (real assets) 

NW Net worth 

Zf,b Interest on bank loans 

Zb,wo Interest on bank deposits  

Zb,cb Interest on central bank advances  

Qf* 
 

Entrepreneurial profit (* - expected) 

Q cb* Central bank profit (* - unrealized) 

W Wages (labor income) 

PVf Value of product of the firms 

x Physical product (produced and sold by firms) 

Cw Consumption of workers 

Cwo Consumption of wealth-owners 

G Public expenditure by government 

Trcb,g* Transfer of central bank profit to the government (* - unrealized) 
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