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ABSTRACT: The conventional approach to monetary stability is not so much 

different from that related to price stability. As such, it simply supposes that the 

aggregation of prices in the marketplace is necessary and sufficient for 

determining the presence of inflation (or deflation) in the economy. However, 

investigating monetary stability according to this microeconomic approach leads 

to confusion since the aggregation of price data, as suggested in this paper, does 

not explain the source of inflationary (or deflationary) pressure on overall prices. 

Consequently, price instability does not necessarily imply the existence of 

monetary instability, and vice versa. Hence, this paper, besides presenting a new 

macroeconomic approach to monetary stability, explains the true source of 

upward (or downward) pressure on overall prices and then provides policy 

recommendations to prevent monetary instability. 
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1. Introduction  

 

Over the last quarter of the twentieth century, monetary stability moved to the 

foreground, becoming one of the main monetary policy goals in developed 

countries. Thus, the analysis of monetary stability has not only had a long 

tradition in academic teaching, but is also a relevant policy topic. According to the 

conventional approach, monetary stability is not analysed from a macroeconomic 

perspective, but rather from a microeconomic one. Within this framework, 

monetary stability manifests as price level stability, to wit, the stability of an 

index number representing a weighted average of prices for a basket of goods and 

services sold in the marketplace. Monetary stability is therefore considered to be 

connected to price stability, meaning that money’s value, namely its purchasing 

power, is holding steady, inflation (or deflation) is near zero, and the cost of living 

is stable. Conversely, monetary instability is mirrored in price-index fluctuation, 

meaning that an inflationary (or deflationary) pressure on the price level is at 

work. Investigating monetary stability in accordance with this microeconomic 

approach is, however, misleading since the aggregation of price data, which is 

supposed to be established through marketplace trading, does not necessarily 

reflect the purchasing power of money. Accordingly, if a price index is used as an 

indicator of variation in money’s purchasing power (and not only of variation in 

the cost of living), its fluctuation does not show whether the purchasing power of 

money is actually changing in a period characterised by price instability. 

 

The purpose of this paper is to investigate the meaning of monetary stability at the 

domestic level with the aim of explaining the distinction between price instability 

and inflationary increases (or deflationary decreases) in overall prices, so that the 

‘true’ source of monetary instability can be detected. To achieve this purpose, this 

paper starts by explaining how the conventional approach to monetary stability is 

fundamentally flawed both theoretically and practically. Drawing on quantum 

macroeconomics, the third section then presents a new approach to monetary 

stability. This section explains that monetary stability can be understood only if it 

remains founded on macroeconomics, because money’s nature is related to the 

working of the whole economy and its purchasing power depends on the way in 

which it is integrated into the economy. The fourth section explains why and to 

what extent monetary stability does not depend on the stability of a price index, 

but instead on the manner in which money is introduced into an economy at the 

instant when banking intermediation is required for the monetisation of 

production. Following these same analytical lines, the fifth section provides policy 

recommendations to prevent monetary instability and keep overall prices stable. 

The last section provides a brief conclusion summarising our original findings. 

 

 

2. The conventional approach to monetary stability 

 

Orthodox economists analyse overall economic performance from a 

microeconomic perspective, comparing it with the functioning of the market and 
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putting any form of economic agents’ behaviour under scrutiny in an attempt to 

observe the trading process resulting from the interplay of supply and demand. 

Economic analysis is conventionally based on microeconomics, because all sorts 

of macroeconomic events are ‘derived from micro foundations – that is, utility 

maximization by consumers-workers; [profits] maximization by firms; rational 

expectations; and a full specification of imperfections’ (Blanchard, 2009, p. 223), 

from wrong information and nominal rigidities to imperfect competition (see 

Wickens, 2008). From this perspective, the analysis of the economy’s overall 

performance is no longer carried out in compliance with its own logical laws, but 

rather in line with the performance of a specific market or distinct fields of inquiry 

composing the whole economy. This is so because ‘all macro phenomena are the 

aggregate of many micro phenomena’ (Mankiw, 1994, p. 332) in the sense that 

the analysis of the whole economy ‘obeys the same laws’ as the analysis of its 

parts (Hicks, 1939[1965], p. 245). In this conceptualisation, the outcomes of all 

production, exchange and consumption activities are identified with aggregates, 

namely, with microeconomic magnitudes synthesising agents’ behaviour whose 

raison d’être is built on ‘the law of the market’, according to which, at 

equilibrium, every supply is a demand and every demand is a supply. 

 

Within this framework, each (micro or macro) phenomena or each ‘elementary 

event’ is ‘a transaction – an exchange in which one economic [agent] transfers 

goods or services or securities to another [agent] and receives a transfer of money 

in return’ (Friedman, 1987[2004], p. 5). For instance, by assuming that each agent 

disposes of some initial endowments, workers trade labour services for wages in 

the factor market, entrepreneurs intermediate between the factor market and the 

product market (Walras, 1874[1954], pp. 224–5) and bankers intermediate 

between savers and investors (Graziani, 2003[2009], pp. 48–9). ‘Money appears 

in the middle of the trading process’ (Starr, 2012, p. 3) as soon as agents are 

confronted with imperfections, ‘lubricating’ the relevant transactions and thus 

rehabilitating the functioning of the relevant market. This perspective supposes 

that ‘money is a creature of the market’ (Bell and Nell, 2003, p. xi, emphasis in 

the original), to wit, an outcome of a spontaneous selection process carried out by 

agents to choose the ‘best’ object as a medium of exchange in the trading process 

(see Kiyotaki and Wright, 1989; Iwai, 1996). This means that money is no longer 

different from any other object except that it ‘is not really wanted for its own sake 

but only for the ultimate exchanges it will make possible’ (Samuelson, 1968, p. 

8). Analysed more closely, the price of the object representing money is 

determined in the same manner as that of the other objects available in the 

marketplace: by attaching a ‘pure’ number to at least one object with the purpose 

of picturing the starting point for the trading process through which the price(s) of 

the other objects will be established (see Walras, 1874[1954]; Debreu, 

1959[1987]). After its price is determined, money acquires the character of a 

‘universal equivalent’ in the trading process since all other heterogeneous 

products can express their value by means of it (Marx, 1867[1954], p. 67). In so 

doing, money becomes the ‘great social store’ of all objects traded against it 
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(Schumpeter, 1954[1994], p. 289), such that it can exert its function as a medium 

of exchange, carrying value among transactions and across time. 

 

It is important to note in this regard that, while the existence of money is due to 

the existence of a trading process carried out in the marketplace, its quantity is a 

multiple of the initial object chosen as money and as such is steered by the central 

bank (Lavoie and Seccareccia, 2016, pp. 100–2). This means that money is an 

exogenous magnitude and appears in the economy as a ‘net’ asset (from a 

bookkeeping perspective as we will see later on) and in an independent manner 

with respect to the real goods sold in the marketplace. This also means that the 

economy is divided into two sectors, implying that the quantity of real goods and 

their (relative) prices are established in the real sector, while the quantity of 

money and its (relative) price (the price level) are determined in the monetary 

sector. Under these circumstances, variations in the value of money, that is its 

purchasing power, ‘can be assessed with a micro-statistical apparatus which 

aggregates “elementary transactions” into a so-called “equation of exchanges”’ 

(Baranzini and Cencini, 2001, p. xxviii), which pictures a confrontation of the 

aggregate demand with the aggregate supply times the aggregate level of prices 

(Patinkin, 1956[1965], p. xxiii). The exchange equation represents the traditional 

version of the quantity theory of money (see Mastromatteo and Tedeschi, 2015) 

and is conventionally used as a standard reference to explain the price level 

(Woodford, 1998, p. 175; Meyer, 2001, pp. 1–4) – the ratio between the quantity 

of money and the quantity of real goods available in the marketplace at a 

determined period of time (see below for further details regarding the price-level 

measurement). 

 

According to orthodox economists, the price level is directly affected by monetary 

impulses, such that any variation in the money supply provokes a proportional 

variation in the level of prices. This is so because an increase in the exogenous 

money supply, at market equilibrium, leads economic agents to increase their 

expenditures via the so-called real-balance effect (see Patinkin, 1956[1965]). 

Thus, when the quantity of money in the economy has doubled and the price level 

is initially stable, agents dispose of more buying power than before, increasing the 

number of transactions. Such expenditures lead to the greater quantity of money 

being transferred between agents without reducing the amount of it put into 

circulation. To get rid of money, agents then purchase real goods, whose quantity 

has not doubled in the meantime. In other words, the increase in aggregate 

demand is still not compensated for by a proportional increase in aggregate 

supply. However, the increased desire to purchase real goods increases their 

prices. This trading process continues until the price level doubles and a new 

equilibrium is established.  

 

Understood this way, the level of prices is determined through the ‘balancing’ of 

two clearly separated magnitudes: the quantity of money and the quantity of real 

goods. In this picture, if an increase in the quantity of money is not supported by 

an increase in the quantity of real goods, the real-balance effect is usually 
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considered to ‘provide an explanation of how the [economy] behaves in 

disequilibrium’ (Archibald and Lipsey, 1958, p. 1), namely, a logical explanation 

for the impact of monetary instability on nominal magnitudes such as the price 

level. The notion of monetary stability essentially describes an economic situation 

in which the quantity of money is proportional to the quantity of real goods, such 

that the price level becomes measurable and can be kept stable during the 

examination period. In contrast, monetary instability indicates an economic 

situation in which the quantity of money is no longer proportional to the quantity 

of real goods, eliciting an inflationary increase (or deflationary decrease) in the 

price level. To complete the picture, since the quantity of money is considered to 

be the universal equivalent of all real goods sold in the marketplace and as such is 

endowed with the power to purchase those goods, the notion of monetary stability 

also indicates that the value of money, which is ‘diluted’ in its quantity, is 

necessary and sufficient to buy the total quantity of real goods involved in the 

trading process. When the quantity of money is greater than that of goods, ‘too 

much money chases too few goods’ (Bronfenbrenner and Holzman, 1963, p. 599) 

in the sense that agents dispose now of a greater amount of money to buy the 

same amount of real goods, eliciting an increase in the price level and thereby a 

decrease in money’s purchasing power, and vice versa. As money’s purchasing 

power is inversely proportional to the level of prices, at this juncture, we may 

infer that an analysis of the purchasing power of money is not different from an 

analysis of the price level (Fisher, 1911[1912], p. 14). Indeed, we observe that the 

notion of monetary stability, besides involving ‘a stable value of money, [that is] 

the maintenance of purchasing power’, usually ‘means that the average of the 

millions of prices in an economy remains stable. In this case we talk of the 

stability of the price level’, namely of price stability, which ‘ensures that in the 

course of time we can generally buy the same quantity of goods for a given 

monetary unit’ (Tietmeyer, 1988[1993], pp. 28–9, emphasis in the original). On 

this evidence, the notion of price stability has been conventionally used as a 

‘synonym’ for monetary stability (Issing, 2003, p. 1) and as the starting point for 

the analysis of inflation dynamics.  

 

Since monetary stability is considered to be connected to price stability, orthodox 

economists would claim that in a dichotomised economy price stability could be 

granted only through monetary stability – that is to say, ‘only by a strict control 

over the growth of the money supply (determined by the [monetary] sector) 

relative to the growth of real output (determined by the real sector)’ (Cencini, 

1996, p. 20). Over the last quarter of the twentieth century, this way of thinking 

gave rise to a consensus on the importance of achieving price stability through 

monitoring either the growth of a specific monetary aggregate that is right-

correlated with the price level or the policy rate of interest that influences the level 

of prices by means of the aggregate-demand stimulus (Rochon and Rossi, 2016, 

pp. 136–41). Indeed, many central bankers, being persuaded by the fact that 

money is a ‘thing’ that ‘does not really matter’, to wit, a sort of ‘veil’ (Pigou, 

1941, p. 33) that especially impacts nominal magnitudes (and not necessarily real 

ones), design their programme for price stability as the primary long-run focus of 
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their monetary policy (see Mishkin, 2007[2015]), attributing to it two clear 

objectives: ‘eliminat[ing] uncertainty about long-run changes in the price level’ 

and ‘reduc[ing] the expected rate of price inflation to zero’ (Ireland, 1993, p. 25). 

Although these objectives have been convincingly improved upon to keep the 

price level controllable and stable over time, the first one seems doubtfully 

realisable since ‘the future is fluctuating, vague and uncertain’ (Keynes, 1937, p. 

213). The second objective seems to be fully realisable, but central bankers, in 

their attempt to protect the economy from deflation, usually prefer to target an 

inflation rate close to two per cent instead of a zero inflation rate (Bernanke et al., 

1999[2001], pp. 27–30). Needless to say, the implementation of such a monetary 

policy is possible only when it is conventionally considered that nominal and real 

magnitudes are two distinct things and that money appears in the trading process 

already endowed with value. As we will see in the next section, this view, 

however, goes against the logic concerning the nature of money. As the working 

of the modern economy shows, ‘money and output are one and the same thing, 

that is to say, income’ (Rossi, 2006[2014], p. 124), implying that monetary 

stability is granted only when the total amount of real goods sold in the product 

market is completely integrated into the total number of money units issued by 

banks at the instant when the latter have to record in their ledgers the payment of 

workers’ wages on behalf of firms in the factor market. 

 

 

3. A new approach to monetary stability 

 

According to a number of economists, the conventional approach to monetary 

stability is not satisfactory as its scope does not go beyond all events happening at 

the microeconomic level and as such is limited to an analysis of agents’ observed 

behaviour in the trading process. Within this framework, the economy is divided 

into two sectors, implying that money appears in the marketplace in an 

independent manner with respect to real magnitudes. This means that monetary 

instability has a direct impact on nominal magnitudes and not necessarily on the 

economy as a whole. Even though this interpretation seems logical from a 

microeconomic viewpoint, it is wrong from a macroeconomic one. As money’s 

nature is related to the working of the whole economy and its value depends on 

the way in which it is integrated into the economy, a logical analysis of monetary 

stability can be provided only if it remains founded on macroeconomics. 

 

Contrary to what orthodox economists advocate, money ‘matters’ in the sense that 

it is essential for the working of the whole economy. Instead of being an 

‘additional’ component of the economy in the form of an exchangeable object, 

money renders all production, exchange and consumption activities 

distinguishable from each other. In particular, while ‘production is a 

macroeconomic event increasing national income, consumption is […] a 

macroeconomic event decreasing it’ (Cencini, 2005, p. 131). By contrast, an 

exchange or transfer of purchasing power between agents is a microeconomic 

event, since it modifies the distribution of (national) income among market 
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participants without affecting its actual volume (ibid., p. 131). In this regard, the 

outcome of all production, exchange and consumption activities is no longer 

identified with microeconomic magnitudes, but rather with macroeconomic laws 

representing the working of the whole economy or with the logical identities 

deriving from the peculiar nature of money whose raison d’être is found in the 

accounting principle of ‘double-entry bookkeeping through which [(the set of all)] 

banks record all debts and credits for further reference and settlement’ (Rossi, 

2007[2015], p. i). Since the existence of debts and credits recorded in banks’ 

ledgers stems from the payments carried out by banks between at least two non-

bank agents (Hicks, 1967, p. 11), ‘[m]oney and payments are one and the same 

thing. No money, if correctly defined, exists either before or after a given 

payment’ (Schmitt, 1996b, p. 88).  

 

Being the numerical form of any payment, money is nothing but a bookkeeping 

device, namely, a double entry in banks’ books that is simultaneously recorded as 

an asset and a liability at the instant when payments for whatever economic 

reason have to take place among non-bank agents and the resulting debt 

obligations have to be recorded for reference. In the guise of an ‘asset–liability’ 

(Schmitt, 1975, p. 13, our translation), money describes the instantaneous circular 

flow of payments through which it concurrently appears and disappears on (both 

sides of) banks’ ledgers, thereby ‘leaving behind a numerical information about 

the economic results of its instantaneous use’ (Cencini, 2001[2014], p. 27) that 

affects both payers’ and payees’ positions in their bank accounts. Becoming the 

beneficiaries of payments, payees indeed are the owners of deposits that are 

recorded on the liabilities side of banks’ ledgers. These bank deposits are 

perfectly balanced by entries on the assets side of the same ledgers that testify the 

payers’ debt to banks. In such a framework, the remarkable thing is that, while 

‘money exists within payments’, ‘bank deposits exist between payments’, so much 

so that ‘money carries out payments’ and ‘bank deposits finance’ them (Rossi, 

2009, p. 40, emphasis in the original).  

 

For instance, when (the set of all) firms start production from tabula rasa and thus 

need credit to ‘cover the total cost of the planned amount of production’ 

(Graziani, 2003[2009], p. 69), they ask banks for credit lines, possibly taking 

advantage of a low interest rate environment. Since labour is the unique factor of 

production (Keynes, 1936[2007], pp. 213–14), firms then activate their lines of 

credit, asking their banks to pay wages to (the set of all) workers in the factor 

market (note also that wages correspond in this sense to the ‘original’ income 

created in the whole economy). In so doing, banks issue money for the 

corresponding payment to be carried out in the factor market, thus affecting the 

positions of both firms and workers in their bank accounts. Entry (1.0) in Table 1 

shows that, as a result, firms become indebted to banks up to the number of (x) 

money units (m.u.) paid to their workers, such that when paying wages ‘they 

temporarily have at their disposal the goods which have been produced, but do not 

appropriate them in the sense that the goods are subject to a debt that will have to 

be repaid by selling the goods produced’ (Gnos, 2007, p. 118). Further, banks  
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Table 1    The result of both the payment of wages in the factor market and their 

expenditure in the product market  

 

Banks 

Assets     Liabilities 
          

(1.0) * Credit on firms x m.u. 
 

Debt to workers x m.u. 

(2.0) * Credit on workers x m.u. 
 

Debt to firms x m.u. 

(3.0) *** 
 

0 m.u. 
  

0 m.u. 
                

 
Note:  (*) is the accounting entry corresponding to the newly produced real goods. 

(***) is the balance of banks’ ledgers at the end of the day. 

Source:  Cencini and Rossi (2015, pp. 22–37, our elaboration). 

 

become indebted to workers since the latter have gained wages from production 

that are immediately deposited with the former. At this stage, as soon as workers 

spend their wages to buy real goods in the product market, firms can earn the 

respective turnover with which they can reimburse their debt to banks and in turn 

banks can reduce their debt to workers (see entry (3.0)). Obviously, banks once 

again have to issue money for the reciprocal payments to be carried out in the 

product market, affecting the positions of both firms and workers in their accounts 

(see entry (2.0)). Having said that, the power of workers to purchase real goods is 

not generated by banks via a simple emission of money, but rather stems from the 

‘association’ between money and output that occurs in production at the instant 

when wages are paid out through banking intermediation. 

 

To better understand this point, money has to be considered as a flow whose 

instantaneous circulation gives rise to a stock of income representing its object 

(Cencini, 2001[2014], p. 3). Consequently, income exists in the form of bank 

deposits and has a positive duration in time (Rossi, 2007[2015], p. 39). This 

implies that banks issue the flow, but do not create its object since the latter is 

strictly related to production (Cencini, 2001[2014], p. 3). By analogy, when banks 

open credit lines to firms and then prepare to carry out the required payments, 

they declare their availability to provide a bookkeeping device without it being 

endowed with value, which may be referred to ‘nominal money’ (Cencini and 

Rossi, 2015, pp. 18–20). The corresponding banking intermediation required for 

the monetisation of production (the payment of wages) converts nominal money 

into ‘real money’ – money endowed with value, to wit, the power to buy the 

output produced in the same examination period (Schmitt, 2012a, pp. 75–9; 

Cencini et al., 2016, p. 67). To be sure, when production actually takes place, 

banks provide firms with nominal money, whose object is given by ‘absolute 

exchange’ through which the produced output (that is not arbitrarily given in 

agents’ initial endowments) is ‘exchanged against itself, albeit in a different 

form’, as ‘it is transformed into income and deposited with’ banks (Cencini and 

Rossi, 2015, p. 26, emphasis in the original). In this sense, production is nothing 

but an instantaneous event that ‘quantises time’ (Schmitt, 1984, p. 54, our 

translation) since it refers to the very instant when the production cost (labour or 
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workers’ productive effort) is paid for. The payment of wages, besides being a 

banking practice that captures instantaneously a portion of continuous time 

through which workers transform ‘matter’ and ‘energy’ into a homogeneous 

output, is also a banking intermediation that integrates the same produced output 

into nominal money, so much so that the latter is converted into real money, that 

is to say, income (Cencini, 2005, pp. 119–25). As a result, the newly produced 

output is finally defined through the newly issued real money units composing the 

newly paid wages. By defining output through wages, the ‘final’ holders of output 

(consumers–workers) are also the holders of wages, which are immediately 

deposited into bank accounts. Since the holders of wages are now the holders of 

output, workers obtain not just bank deposits from firms, but also a ‘drawing 

right’ over the newly produced output, meaning a power to purchase the real 

goods produced during a given period of time (Cencini, 1995[1997], pp. 22–3). In 

this regard, the payment of wages is an emission that gives value (purchasing 

power) to money, which in turn allows workers (the holders of the income 

expressed in real money units) to obtain the results of their productive efforts 

(Schmitt, 1984, p. 347), to wit, the produced output sold in the marketplace, such 

that firms can recover the reciprocal bank deposits and reimburse their debt to 

banks. 

 

Within such a framework, prices, instead of being determined in the trading 

process, are established in production. Prices indeed appear in the economy in the 

guise of money units at the instant when output is produced and simultaneously 

income is created in the factor market (see Schmitt, 1984, 1996a, 2012b). Being 

expressed in money units, the chronological existence of prices is dependent on 

income transfer and its destruction in the product market. This means that the 

prices established in the factor market constitute the starting point for the setting 

of prices in the product market – the essence of these prices, however, is strictly 

dependent on the behaviour of economic agents (see below for further 

explanation). As such, the notion of ‘price’ denotes a certain number of money 

units that must be paid to obtain a certain amount of real goods sold in the product 

market, whereas the notion of ‘overall (the set of all) price(s)’ indicates the total 

number of money units issued in the economy that must be paid to obtain the total 

amount of real goods produced in it. Obviously, it is in this conceptualisation that 

the notion of monetary stability emerges. Indeed, monetary stability indicates an 

economic situation in which the produced output is totally integrated into money 

as its real content. On the one hand, this means that the total number of money 

units issued by banks to pay workers’ wages on behalf of firms in the factor 

market is endowed with value, so that the corresponding bank deposits have the 

necessary and sufficient power to purchase the total amount of output sold in the 

product market. On the other hand, the total number of nominal (‘empty’) money 

units has been completely converted into the total number of real (‘full’) money 

units via banking intermediation, so much so that there is no empty money 

inflating (or deflating) overall prices during the examination period. This 

economic situation also demonstrates the existence of an identity between total 

demand and total supply, since in this case the total amount of bank deposits 



 
The Meaning of Monetary Stability       9 

expressed in real money units is identical to the total amount of produced output. 

Things turn different, however, when for instance total demand also comprises 

nominal money units. In this case, the identity between total supply and total 

demand still holds, but the composition of at least one of the two terms of the 

identity changes (Cencini, 2012, pp. 61–4; Cencini and Rossi, 2015, ch. 6) since 

the presence of nominal money introduces a numerical difference affecting 

monetary stability negatively. 

 

Having investigated the meaning of monetary stability, we shall now define the 

notion of monetary instability, which generally means that an inflationary (or 

deflationary) pressure on overall prices is at work. In this regard, it is of 

fundamental importance to note that monetary instability does not depict an 

economic situation in which the price level changes over time causing a variation 

in the purchasing power of money, but rather is a macroeconomic event reflecting 

a loss (or gain) in the value of money, which then exerts an upward (or 

downward) pressure on overall prices. By virtue of this, money does not lose (or 

gain) value as prices vary over time, but rather when the content of money units 

that make up overall prices is not completely filled up with the total amount of 

real goods produced in the economy. Stated slightly differently, if overall prices 

remain stable over time, the related prices can nevertheless vary in the 

marketplace, but only on condition that the total number of money units that 

compose their whole does not become greater than the amount of income paid in 

the factor market for the production of the same real goods (Schmitt, 1984, pp. 

379–80; Bailly, 2003, pp. 371–4, 2012, p. 126). Under that condition, if workers 

spend the total amount of income at their disposal in the product market, it is 

possible that they would purchase a smaller amount of real goods than that 

corresponding to the total number of money units they received in the form of 

wages in the factor market (Bailly, 2012, p. 126). If this happens, it logically 

means that firms have imposed a mark-up on the prices of the real goods sold in 

the product market in an attempt to pursue a specific managerial strategy. By so 

doing, they implicitly determine ‘the distribution of income between wages and 

profits’ (Graziani, 2003[2009], p. 26), benefiting from the transfer of purchasing 

power over a fraction of produced output from wage earners. Hence, what firms 

obtain from wage earners in the product market is not only a drawing right over 

the unsold stock of real goods, but also a number of money units corresponding to 

them (Bailly, 2012, p. 126). If the next day firms decide to redistribute their 

profits as interest and dividends to their shareholders or even to pay a State tax 

obligation, the final holders of that income (re-)gain the necessary power to 

purchase the stock of real goods, which has not yet been consumed, and no 

discrepancy between total supply and total demand occurs (Rossi, 2001, p. 150). 

What is now true for the redistribution of profit in the product market is also true 

for the investment of profit in the financial market. Indeed, if firms decide to 

transform their retained profits into financial assets such as bonds or securities 

transferrable on the financial market, no gap between total supply and total 

demand appears in the economy since the bank deposits corresponding to invested 

profits are simply lent to other agents, who finally spend them on the unsold stock 
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of real goods (ibid., p. 149). If, however, firms decide to invest their retained 

profits in the production of investment (capital) goods or in that of consumption 

goods, an inflationary (or deflationary) gap between total supply and total demand 

will emerge. Let us advance a step further and analyse what happens in both 

cases.  

 

Before analysing the first case, it is important to note that retained profits are 

‘extracted’ from income (see Gnos, 1998), so that their amount – say y (out of x) 

m.u. – corresponds to a stock of real goods still available in the marketplace, as 

shown by entry (1.1) in Table 2. In this sense, when firms invest their profits in 

 

Table 2    The result of the investment of profits in the factor market 

 

Banks 

Assets     Liabilities 
     

(1.1) *** Credit on firms y m.u. 
 

Debt to firms y m.u. 

(1.2) ** Credit on firms y m.u. 
 

Debt to workers y m.u. 

(2.0) *** Credit on firms y m.u. 
 

Debt to workers y m.u. 
                

 
Note:  (**) is the accounting entry corresponding to the newly produced investment goods.  

(***) is the balance of banks’ ledgers at the end of the day and corresponds to the 

stock of real goods still unsold in the marketplace. 

Source:  Cencini (2005, pp. 163–8, our elaboration). 

 

the production of capital goods, this gives rise to fixed capital for which an 

increasing amount of income must be ‘sacrificed’ to achieve its growth, eliciting a 

‘forced’ saving (Rossi, 2009, p. 49). From such production, workers certainly 

receive a remuneration, but its amount corresponds to that of invested profits. As 

entry (1.2) shows, when banks have to carry out the relevant payment of workers’ 

remuneration, they cancel the deposits related to invested profits from firms’ 

accounts to make them reappear in the accounts of wage earners in the form of 

wages. In so doing, what workers obtain as a reward for their productive efforts is 

of course an income, which is immediately deposited into their bank accounts (see 

entry (2.0)), but unfortunately the related money units are defined in nominal 

terms only and as such do not confer on wage earners a drawing right over the 

newly produced output – the power to purchase the newly produced capital goods. 

By defining the newly produced output through wages that stem from invested 

profits, the final holders of output are indeed the original holders of profits 

(firms). Consequently, firms, besides becoming the holders of the drawing right 

over the newly produced output, appropriate these capital goods from the instant 

of their production and then accumulate them in the form of fixed capital (which 

would not be the case if they produced these goods by becoming indebted to 

banks). As a result, the banking intermediation required for the monetisation of 

production ‘fails’ to convert nominal money into real money, provoking a 

numerical discrepancy between total demand and total supply, which would 

become more obvious if the amortisation of the fixed capital and the nature of the 
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interest rate were considered (see Cencini and Rossi, 2015, chs 7 and 8, for 

analytical elaboration on these points). 

 

To make the point, it must be noted that, once the income in the form of invested 

profits is spent in the factor market, it reappears in the form of wages whose 

holders spend it again in the product market. Since now the same income is spent 

a second time, total demand numerically increases without a parallel increase in 

total supply (Rossi, 2007[2015], p. 124). Expressed another way, invested profits, 

instead of being fixed within firms as happens with matching capital goods, are 

spent in the payment of wages in the factor market, ‘feeding’ an equivalent 

demand in the product market. The corresponding supply does not increase 

analogously as the newly produced capital goods are appropriated by firms and as 

such are not available in the marketplace. As a consequence, the production of 

capital goods, which is ‘nourished’ by invested profits, gives rise to an emission 

of empty money, which in turn ‘introduces a numerical difference between 

demand and supply on the [product market]. Total demand increases but only in 

nominal terms, as wage earners in the [factor market] are paid with empty money’ 

(Cencini et al., 2016, p. 70). It follows that the total amount of real goods sold in 

the marketplace is now diluted in a greater number of money units (ibid., p. 69), 

eliciting a decrease in money’s purchasing power and simultaneously an 

inflationary increase in overall prices. 

 

After having explained the effects underlying the investment of profits in the 

production of capital goods, we now explain what happens when firms invest their 

profits in the production of consumption goods. To be exact, when firms realise 

that their (fixed) capital is over-accumulated, they decide to stop the production of 

capital goods to produce consumption goods (Schmitt, 1984, ch. 11). In this 

(second) case, when retained profits are invested by firms in the production of 

consumption goods, the resulting workers’ wages are not endowed with value 

since the relevant goods have already been appropriated by firms from the instant 

of their production (exactly as observed for capital goods). In this regard, once the 

newly produced consumption goods are appropriated by firms in the factor 

market, they can then be supplied in the product market. If now the same 

consumption goods are actually sold in the product market, they (re-)appear in the 

marketplace for a second time, eliciting a numerical increase in total supply 

without a parallel increase in total demand (Cencini and Rossi, 2015, pp. 182–3). 

Thus, the newly produced consumption goods, instead of being fixed within firms 

like capital goods, are sold in the product market, feeding an equivalent supply. 

The corresponding demand does not analogously increase as the newly produced 

consumption goods are already appropriated by firms, and thus the sale of these 

goods in the product market is not balanced by an income that should be 

generated ad hoc in the factor market for the purchase of these goods. As a 

consequence, a numerical discrepancy between total demand and total supply will 

emerge. Notably, total supply increases but only in nominal terms since 

consumption goods (re-)appear in the marketplace for a second time. It follows 

that the total amount of real goods sold in the marketplace is now diluted in a 
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smaller number of money units, eliciting an increase in money’s purchasing 

power and concurrently a deflationary decrease in overall prices. 

 

On the whole, monetary instability manifests as inflation or deflation. As we have 

observed, it does not derive from any form of agents’ behaviour, but rather stems 

from the way that banks record in their ledgers the payment of workers’ wages on 

behalf of firms when the latter decide to invest their retained profits in production. 

Having a structural origin, monetary instability therefore should be fought at the 

level of banks’ bookkeeping, by separating the accounting entries concerning the 

remuneration of workers from those related to the transfer of pre-existing income 

(in the form of bank deposits) among agents as well as the formation of (fixed) 

capital within firms. As we will see in the next section, if banking practices do not 

make a necessary distinction in bookkeeping terms between monetary 

intermediation (income creation), financial intermediation (income transfer) and 

capitalisation of profits (fixed-capital formation), it is not possible to address the 

reasons underlying monetary instability. Accordingly, central bankers can run the 

risk of implementing monetary policy strategies with the purpose of fighting 

against inflation (or deflation) but unfortunately without achieving satisfactory 

results, since these strategies aim at influencing microeconomic magnitudes that 

are not the source of monetary instability per se. 

 

 

4. Monetary stability can occur alongside price instability 

 

Price stability is conventionally defined as an economic situation where ‘[the] 

“real” and “nominal” [magnitudes of the exchange equation] are substantially the 

same over the planning horizon’ (Volcker, 1983, p. 5), meaning that the rate of 

inflation is low (near zero) and stable, such that the price level also remains stable 

over time. In line with a number of orthodox economists, this kind of economic 

situation is dependent on monetary stability and is considered to prevail when the 

(percentage) rate of inflation – measured by changes in the consumer price index 

(CPI) – remains below two per cent, to wit, just above zero per cent during the 

examination period (see Bernanke et al., 1999[2001]). For convenience, orthodox 

economists measure inflation through the CPI, associating the latter with a pool of 

aggregated data with the aim of considering the (percentage) rate of CPI change 

as a ‘proxy’ for the inflation rate (Frisch, 1980[1983], ch. 1; Rossi, 2015, p. 251). 

In so doing, they refer to a (representative) basket of goods and services sold in 

the marketplace to offer a statistical measure of variation in the weighted average 

of the prices of all goods and services taken into account (see ILO et al., 2004), 

namely, a ‘suitable’ unit of measure for the level of prices (see Fisher, 

1911[1912]). Obviously, the weighted average of prices is nothing but an index 

number representing the (aggregate) price that (representative) consumers–

workers have to pay if they want to purchase the content of the basket in a given 

time span (ILO et al., 2004, p. 1; Rossi, 2015, p. 251). When in the same time 

span the price index changes, the inflation rate changes too, indicating that an 

upward (or downward) pressure on the price level is at work. In this framework, 
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when the price index increases, money’s purchasing power or consumers–

workers’ buying power (the power of economic agents to buy goods and services 

with what they dispose of in terms of income to maintain a stable living standard) 

decreases, and vice versa (see ILO et al., 2004). 

 

By considering the CPI as a proxy of the price level and analysing the reasons for 

its fluctuation, orthodox economists have developed an analysis of inflation 

dynamics. As we will observe below, this way of analysing monetary instability 

is, however, misleading for two main reasons (see Rossi, 2001, ch. 2, for a survey 

on other technical and analytical reasons). The first concerns the fact that, 

according to orthodox economists, an inflationary (or deflationary) pressure on 

the price level observed through the CPI appears within the (dichotomised) 

economy only when the growth of the money supply does not correspond to the 

growth of produced output. If this occurs, the cause of the CPI fluctuation is 

ascribed to agents’ forms of behaviour, as both demand-pull and cost-push views 

of inflation advocate (see Vernengo, 2006[2014]). In fact, contrary to these views, 

the causes of monetary instability are to be found in the way that banks record the 

payments on behalf of non-bank agents in their ledgers (as noted above). The 

second reason is linked to the fact that orthodox economists consider prices as if 

they were simply established in the trading process instead of explaining the 

monetary origin of prices. In this regard, the CPI takes into account the numerical 

essence of prices in the marketplace, but does not reveal whether the matching 

money units actually integrate a certain amount of goods and services or represent 

only a nominal fraction of them (as explained above). As a consequence, if the 

price index is also used as an indicator of variation in money’s purchasing power 

(and not only of variation in consumers–workers’ buying power), the CPI leads to 

confusion as its fluctuation does not necessarily indicate whether money’s 

purchasing power is changing during a period characterised by price instability.  

 

In light of these considerations, the CPI is not really useful for the investigation of 

monetary (in)stability. Hence, to determine the true causes of inflation (or 

deflation), it is necessary to know the reason for CPI fluctuation and determine 

whether it is actually of an inflationary (or deflationary) character. Fundamentally, 

we must distinguish the notion of monetary stability from that of price stability. In 

so doing, we must emphasise that monetary stability reflects an economic 

situation where money’s purchasing power is stable and therefore does not exert 

any upward (or downward) pressure on overall prices, while price stability 

indicates an economic situation in which consumers–workers’ buying power is 

stable (on the assumption that their compensation does not vary) and therefore 

does not have any impact on the cost of living – the amount of income that 

consumers–workers have to spend to preserve a given standard of living (ILO et 

al., 2004, p. 1). Monetary stability depends exclusively on the banking 

intermediation required for the conversion of nominal money into real money. By 

contrast, price stability is strictly connected to agents’ forms of behaviour and as 

such can be affected either by policies such as firms’ pricing policies and States’ 

tax policies or by technological progress. In this sense, the pricing policies of 
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firms, the tax policies of States and technological progress impact only the 

distribution of income ‘among economic agents, so that some of them earn what is 

lost by others; on the whole the available purchasing power remains unchanged’ 

(Cencini, 1995[1997], p. 51). They thus are not sources of monetary instability. 

 

For example, the (free) choice of firms to impose a mark-up on their goods sold in 

the marketplace (with the aim of increasing their profits and then financing 

investments) elicits an increase not only in the prices of the corresponding goods, 

but also in the CPI as these goods enter the basket that provides the relevant index 

number. Since banking intermediation in the trading process concerns a transfer of 

pre-existing income between non-bank agents that does not hinder the conversion 

of nominal money into real money, the increase in the CPI is not inflationary 

properly speaking (ibid., pp. 52–3). In particular, the increase in the CPI (due to 

the implementation of firms’ pricing policy) modifies the distribution of income 

between economic agents, leading to a rise in the cost of living only for 

consumers–workers (ibid., pp. 52–3). On the one hand, this means that wage 

earners lose a fraction of their buying power even during an economic situation 

characterised by monetary stability. On the other hand, firms obtain a fraction of 

the income spent by workers when the latter buy the relevant goods sold in the 

marketplace. In other words, because in the product market the prices of goods 

and services can vary over time (provided that the overall prices remain equal to 

the income paid in the production of the same goods as explained above), a 

fraction of income in the form of profits is ‘transferred from the pockets’ of 

workers ‘into the pockets’ of firms (Gnos, 1998, p. 44), increasing the buying 

power of the latter or their opportunity to make investments without borrowing 

from banks. 

 

The (democratic) decision of the State to impose an increase in value added tax 

(VAT) to cope with a public deficit and a high public debt provides another 

example leading to the same conclusion. Since in this case all goods and services 

sold in the marketplace are affected in the same fashion by the VAT, the CPI also 

rises, but its variation is not inflationary per se (Cencini, 1995[1997], p. 52). This 

is because banking intermediation in the trading process involves a transfer of pre-

existing income among non-bank agents that does not hamper the conversion of 

nominal money into real money. Again, the increase in the CPI (due to the 

implementation of the State’s tax policy) modifies the distribution of income 

between economic agents, leading to a rise in the cost of living for the 

administered population (ibid., p. 52). On the one hand, this means that the 

administered population (workers) loses a fraction of its buying power even if 

money’s purchasing power remains stable. On the other hand, the State gets a 

fraction of income spent by the administered population when the latter buys the 

goods and services sold in the marketplace and pays the VAT. In other words, as 

in the product market the VAT raises the prices of all goods and services (that can 

vary as time goes by in the same manner as explained above), a fraction of income 

in the form of VAT is transferred from the ‘wallet’ of the administered population 

to the ‘treasure chest’ of the State, increasing the spending power of the latter or 
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its opportunity to contain the public deficit and debt without resorting to the 

issuance of government bonds. 

 

As these examples make it clear, monetary stability can occur alongside price 

instability. To make this demonstration even more persuasive, it can also be 

shown that monetary instability can occur alongside price (in)stability. In this 

sense, if we assume that over a given time span firms do not change their pricing 

policy despite technical progress, we logically point out that the prices of their 

goods and services sold in the marketplace should decrease in correspondence 

with the reduction in production costs. If the decrease in prices concerns those 

goods entering the basket used as a reference for the price-level measurement, the 

CPI should decrease, too. If, however, these prices do not decrease and the CPI 

remains stable during the same time span, this can be due to inflation (Rossi, 

2015, pp. 252–3), which is elicited by a reduction in money’s purchasing power 

according to the banking practice explained above. Against this backdrop, a CPI 

fluctuation can also partially ‘hide’ the existence of inflation. Indeed, if an 

inflationary pressure on overall prices is at work, a decrease in the price index can 

be smaller than expected (ibid., pp. 252–3). 

 

Now, it should be clear that any variation in the price level observed through the 

CPI does not necessarily show that an inflationary (or deflationary) pressure on 

overall prices is at work during the period under scrutiny. This stems in particular 

from the fact that the CPI does not take into account the distinction between 

money’s purchasing power and consumers–workers’ buying power. Given this, if 

central bankers base their analysis of inflation dynamics solely on observed CPI 

fluctuation, they could be misguided and intervene to fight monetary instability. 

For instance, when the CPI indicates an increase in the price level, central bankers 

could review their policy-controlled interest rate with the aim of re-achieving 

price stability (Rochon and Rossi, 2016, p. 139). However, if central bankers 

followed this monetary policy strategy, on the one hand, they could run the risk of 

varying the policy rate of interest even when this was not necessary because 

monetary stability still prevailed in the economy. On the other hand, they could 

influence the behaviour of agents during a period characterised by monetary 

instability (for example, through an indirect increase in the debt-service cost), but 

such a monetary policy strategy would not efficiently fight against inflation (or 

deflation), since the latter would always persist until the moment when the banks’ 

bookkeeping is reformed to separate monetary intermediation from both financial 

intermediation and the capitalisation of profits, as we will briefly explain in the 

next section. 

 

 

5. Policy recommendations to prevent monetary instability 

 

Monetary and price stability are two notions with two different meanings. While 

monetary stability stands for the stability of money’s purchasing power, price 

stability refers to the stability of consumers–workers’ buying power. As noted 
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above, consumers–workers’ buying power can be influenced by any form of 

agents’ behaviour. In contrast, money’s purchasing power derives exclusively 

from the integration of output into money at the instant when workers’ wages are 

paid out by banks on behalf of firms in the factor market. Having said that, 

monetary (in)stability stems from the way that banks carry out payments for non-

bank agents and record the results of these banking intermediations in their 

ledgers. Yet, if this is really so, any effort by central bankers to achieve monetary 

stability through controlling the growth of the money supply with respect to the 

growth of produced output could be vain, as it would only impact agents’ 

behaviour and not the structural origin of inflation (or deflation). To prevent 

monetary instability, let us suggest policy recommendations in the spirit of the 

structural monetary reforms put forward by the proponents of quantum 

macroeconomics (see Cencini et al., 2016), who ask for a structural reform in 

banks’ bookkeeping to eradicate from the whole economy any form of 

inflationary (or deflationary) pressure on overall prices. Since the origin of both 

inflation and deflation resides in the way in which banking intermediation is 

carried out in the (over-)accumulation of capital, the suggested reform precisely 

aims at improving the required banking practice at the instant when firms invest 

their retained profits in the production of capital goods, and banks have to record 

in their ledgers the corresponding payment of workers’ wages. In particular, the 

source of inspiration of this reform is the Bank Act implemented in England in 

1844 (see Bradley, 2015). Although the purpose of the Bank Act was to split the 

Bank of England’s accounting practice into an issue department and a financial 

department to control the volume of notes in circulation and thereby the targeted 

price-index fluctuation, the reform we suggest considers such a twofold 

distinction, but also puts more emphasis on the need to distinguish in bookkeeping 

terms the creation of income from the formation of (fixed) capital by introducing 

a third department in the bookkeeping of (commercial) banks. The reason for 

implementing this reform is the fact that, at the time of writing, the accounting 

entries concerning both monetary and financial intermediations, as well as those 

related to the capitalisation of profits, are recorded in the same banking 

department (Cencini and Rossi, 2016, pp. 188–9), impeding banks from 

distinguishing in bookkeeping terms between income creation and its 

capitalisation. To state it clearly, the problem with the actual banks’ bookkeeping 

‘is that the formation of fixed capital does not lead to the capitalisation of profits’ 

(Cencini, 1996, p. 59) since banks, instead of ‘immobilising’ the reciprocal 

deposits in firms’ accounts, ‘mobilise’ them, so that they can be spent in the 

payment of workers’ wages arising from the investment of firms’ retained profits 

in the production of capital goods (as entry (1.2) in Table 2 showed). By acting in 

this way, banks cancel the deposits mirroring retained profits from firms’ accounts 

to make them reappear in the accounts of wage earners without making any 

distinction between income creation and (fixed-)capital formation, thereby 

boosting monetary instability. 

 

Drawing on the idea of considering the endogenous nature of money as a double 

entry in banks’ books (rather than regarding it as an exogenous magnitude), the 



 
The Meaning of Monetary Stability       17 

proposed reform is intended to restructure the actual banks’ bookkeeping in such a 

manner that pre-existing income is no longer spent in the payment of wages at the 

instant when firms invest their retained profits in the production of capital goods. 

In other words, this reform aims at separating banks’ ledgers into three 

departments to avoid any confusion between monetary and financial 

intermediations and the capitalisation of profits – among money, income, and 

capital (Schmitt, 1984, chs 15 and 16; Cencini and Rossi, 2015, ch. 10). 

Specifically, banks would have to record their accounting entries over three 

distinct departments (rather than in one department as the current banking practice 

requires). First, the issue department would record the result of any money 

emission carried out by banks. Second, the financial department would record the 

amount of credit that banks can lend on the basis of the pre-existing income 

deposited on the liabilities side of their ledgers. Third, the fixed-capital 

department would record the capitalisation of profits that defines ‘macroeconomic 

savings’ – the fraction of income that will never be spent in the factor market 

because it remains definitively fixed in capital goods within firms. In this way, 

banks could finally distinguish in their ledgers all accounting entries concerning 

money, income and capital, so that the transformation of pre-existing income (in 

the form of invested profits) into fixed capital could no longer be confused in 

bookkeeping terms with the creation of income, which could otherwise feed 

‘another’ expenditure in the product market, giving rise to excess demand and 

becoming the source of an inflationary increase in overall prices.  

 

To illustrate this reform from a bookkeeping perspective, let us suppose that on 

any day banks have to carry out the payment of workers’ wages on behalf of firms 

since the latter have started the production of consumption goods from scratch, as 

depicted in Table 3. In this framework, the payment of wages is an emission of a 

number of (x) money units whose result corresponds to two accounting entries 

((1.1) and (1.2)) that are simultaneously recorded on both sides of the issue and 

financial departments. Explicitly, the assets side of the issue department testifies 

to the existence of credit lines whose agreed amount is used by banks to pay 

workers’ wages on behalf of firms, and the liabilities side of the financial 

department indicates the amount of deposits that workers receive as remuneration 

in the factor market. By getting indebted, firms can therefore cope with their 

production costs and pay workers’ wages, which in turn are immediately 

deposited with banks and as such remain at the disposal of wage earners until the 

moment that they are spent on buying the goods and services (but also financial 

assets) available in the marketplace. To expand on this point, if we assume that by 

the end of the same day firms are not in a position to reimburse their monetary 

debt to banks, entry (2.1) records the amount of debt that will have to be repaid 

subsequently. The possibility of reimbursing the firms’ debt in a set period of time 

indeed allows banks to transform the monetary debt of firms into a financial debt 

(entry (2.2)) on which interest will accrue periodically (Cencini and Rossi, 2015, 

p. 229). In this regard, entries (3.1) and (3.2), which represent the balances of the 

respective departments recorded at the daily closing of bank accounts, confirm  
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Table 3    The result of both the payment of wages in the factor market and their 

expenditure in the product market in a reformed banks’ bookkeeping 

 

Banks 

Assets     Liabilities 
        

Issue department (I) 
            

(1.1) * 
 

Credit on firms +x m.u. 
 

Department II +x m.u. 

(2.1) * 
 

Credit on firms –x m.u. 
 

Department II –x m.u. 

(3.1) *** 
 

0 m.u. 
  

0 m.u. 
        

(4.1) * 
 

Credit on workers  +x m.u. 
 

Department II +x m.u. 

(5.1) * 
 

Department II –x m.u. 
 

Debt to workers –x m.u. 

(6.1) *** 
 

0 m.u. 
  

0 m.u. 
        

(9.1) ** 
 

Credit on firms +y m.u.  
 

Department II +y m.u.  

(10.1) ** 
 

Department II –y m.u.  
 

Debt to firms –y m.u.  

(11.1) *** 
 

0 m.u. 
  

0 m.u. 
        

(12.1) * 
 

Credit on workers  +y m.u.  
 

Department II +y m.u.  

(13.1) * 
 

Department II –y m.u.  
 

Debt to workers –y m.u.  

(14.1) *** 
 

0 m.u. 
  

0 m.u. 
        

Financial department (II) 
            

(1.2) * 
 

Department I +x m.u. 
 

Debt to workers +x m.u. 

(2.2) * 
 

Credit on firms +x m.u. 
 

Department I +x m.u. 

(3.2) *** Credit on firms x m.u. 
 

Debt to workers x m.u. 
        

(4.2) * 
 

Department I x m.u. 
 

Debt to firms x m.u. 

(5.2) * 
 

Credit on workers  x m.u. 
 

Department I x m.u. 

(6.2) *** Credit on workers  x m.u. 
 

Debt to firms x m.u. 
        

(7.0) *** Credit on firms y m.u.  
 

Debt to firms y m.u.  
        

(8.1) * 
 

Credit on firms  y m.u.  
 

Department III y m.u.  
        

(9.2) ** 
 

Department I y m.u.  
 

Debt to workers y m.u.  

(10.2) ** 
 

Credit on firms y m.u.  
 

Department I y m.u.  

(11.2) *** Credit on firms y m.u. 
 

Debt to workers y m.u. 
        

(8.3) *** Credit on firms y m.u. 
 

Department III y m.u. 
        

(12.2) * 
 

Department I y m.u. 
 

Debt to firms y m.u. 

(13.2) * 
 

Credit on workers  y m.u.  
 

Department I y m.u.  

(14.2) *** Credit on workers  y m.u. 
 

Debt to firms y m.u. 
        

(8.4) *** Credit on firms y m.u. 
 

Department III y m.u. 
        

Fixed-capital department (III) 
            

(8.2) * 
 

Department II y m.u. 
 

Debt to firms y m.u. 
        

(8.5) *** Department II y m.u. 
 

Debt to firms y m.u. 
                

 
Note:  (*) is the accounting entry corresponding to consumption goods. 

(**) is the accounting entry corresponding to investment goods. 

 (***) is the balance of the relevant department at the end of the day. 

Source:  Cencini and Rossi (2015, pp. 227–38, our elaboration). 
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that money’s emissions and payments ‘coexist’ in the same instant, while income 

has a positive duration in chronological time. 

 

The first merit of this reform is a separation between the issue and financial 

departments allowing banks to record all monetary and financial intermediations 

separately in their ledgers. In light of this, banks can know at any time the exact 

amount of credit that they can lend on the basis of the pre-existing income 

deposited on the liabilities side of their financial department without the need to 

grant a fraction of it through an emission of empty money, which could otherwise 

negatively affect monetary stability. Nonetheless, the fact of knowing the exact 

amount of income that banks can actually lend is not interesting for our 

investigation (see Cencini, 2005, pp. 309–12, for analytical elaboration on this 

point). This is because we are interested in knowing only what happens, in 

bookkeeping terms, when banks pay workers’ wages at the instant when firms 

invest their profits in production to accumulate capital goods in the form of 

(fixed) capital.  

 

To illustrate the second merit of the reform in preventing monetary instability, let 

us consider the following stylised case. If, given the economic situation illustrated 

in Table 3, we suppose that on the next day wage earners spend the total amount 

of bank deposits – say x m.u. – at their disposal to buy the consumption goods 

sold in the marketplace, the matching entries (4.1), (4.2), (5.1), (5.2), (6.1) and 

(6.2) show that banks have to issue a number of money units for payments to be 

carried out. It follows that the corresponding deposits, after being cancelled from 

workers’ accounts, appear on firms’ accounts in the financial department. At this 

moment, however, firms may have imposed a mark-up on the prices of their 

products sold in the marketplace in an attempt to pursue a specific managerial 

strategy. If so, at the end of the same day what firms obtain from wage earners in 

the product market is not only an amount of bank deposits coinciding with profits 

– say y (out of x) m.u. –, but also the power to buy the stock of consumption 

goods still available in the marketplace (as the debt obligation elicited by entry 

(7.0) testifies). Notably, firms can on the third day redistribute these profits to 

their shareholders (in the product market) or lend them to other agents (on the 

financial market) in the hope that the latter all spend the relevant amount in the 

marketplace, so that the stock of unsold consumption goods will be purchased. 

(Note in this regard that the required banking intermediation elicits similar 

accounting entries as (4.1), (4.2), (5.1), (5.2), (6.1) and (6.2), but this time these 

entries concern an amount of y m.u.) If their expectations are confirmed, firms 

again earn an amount of bank deposits corresponding to the turnover in the 

product market with which they can totally repay the bank debt originating from 

the production of the same goods. 

 

If, despite the previous conclusion, we also suppose that firms, instead of 

distributing their entire profits to their shareholders or lending them to other 

agents, decide to invest them in the production of capital goods, the banking 

practice will benefit from the second merit of the suggested structural reform. 
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Indeed, because in accordance with this reform firms can invest their profits 

anywhere and accumulate (fixed) capital without observing any constraint on the 

way in which they pursue their managerial goals, it is especially interesting to 

observe the manner in which banks have to record the resulting payment of 

workers’ wages in their ledgers. To clarify, if firms decide to invest their profits in 

the factor market to form (fixed) capital, banks have to take into account the 

fixed-capital department in which they record the relevant deposits, in order to fix 

definitely these deposits in capital goods within firms. To be sure, the necessity of 

immobilising the deposits matching invested profits within the accounts of firms 

obliges banks to establish a link between the financial and fixed-capital 

departments to separate the accounting entry concerning the transformation of 

profits into fixed capital from that concerning the creation of income (see entries 

(8.1) and (8.2)). Entry (8.1) particularly shows that invested profits have been 

withdrawn from the total amount of the pre-existing income recorded in the 

financial department, because otherwise they could be spent in the payment of 

wages in the factor market, creating an inflationary pressure on overall prices 

when the newly created income is spent (again) by wage earners in the product 

market, numerically increasing total demand without an equivalent increase in 

total supply. 

 

After recording the bank deposits mirroring the invested profits in the fixed-

capital department, entries (9.1), (9.2), (10.1), (10.2), (11.1) and (11.2) show what 

happens when banks have to carry out the payment of workers’ wages for the 

production of capital goods. In this regard, the newly produced output is no longer 

defined through wages deriving from invested profits, but rather from an emission 

of money as if this payment were stemming from tabula rasa (as illustrated by 

entries (1.1), (1.2), (2.1), (2.2), (3.1) and (3.2)). Hence, what workers obtain as 

compensation from firms is not just an income expressed in real money units (that 

is immediately deposited into bank accounts), but also a drawing right over the 

newly produced capital goods – a purchasing power defining the value of the 

newly produced output. As entries (8.3) and (8.5) show, the existence of a debt 

obligation related to the newly produced capital goods means that the latter are no 

longer appropriated by firms, but rather by wage earners. Nonetheless, as capital 

goods are fixed within firms and as such are not available in the marketplace, 

‘workers give up their financial right over fixed capital goods in exchange of 

equivalent rights over the [consumption] goods still stocked with firms’ (Cencini 

and Rossi, 2015, p. 172). By exchanging drawing rights over a fraction of newly 

produced output with firms’ shareholders, workers can on the fourth day finally 

purchase the stock of consumption goods still unsold in the product market (see 

entries (12.1), (12.2), (13.1), (13.2), (14.1) and (14.2)), which is the counterpart of 

the forced saving elicited by entry (8.1). It follows that the newly produced capital 

goods are no longer appropriated by firms ‘as such’, but rather by their 

shareholders, as the debt obligation elicited by entries (8.4) and (8.5) legitimates 

it. Needless to say, this is the result of banks no longer confusing, in bookkeeping 

terms, income creation with its capitalisation since invested profits remain 

immobilised within the bank accounts of firms and thus are not spent in the 
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payment of wages anymore – the essence of these wages is related to an emission 

of money as if their payment started from credit lines that banks opened to firms 

aiming at capitalising (a fraction of) their profits (Rossi, 2007[2015], p. 132). By 

respecting the threefold distinction between money, income and capital, the 

purchasing power of the total number of money units issued in an economy would 

remain sufficient to buy the total amount of output produced in it. This means that 

monetary stability prevails in the economy, since the banking intermediation 

required for the monetisation of production has converted the total number of 

nominal money units into real ones, so that there is no empty money inflating (or 

deflating) overall prices. If, despite monetary stability, the CPI continues to 

fluctuate, this can be ascribed to the transfer of income among economic agents 

whose forms of behaviour influence income distribution in the economy and 

thereby impact the cost of living according to the market dynamics sketched 

above. 

 

 

6. Conclusion 
 

The conventional approach to monetary stability is considered to be similar to that 

related to price stability. As such, it simply assumes that the aggregation of prices 

in the marketplace is necessary and sufficient for determining the presence of 

inflation (or deflation) in the economy. However, investigating monetary stability 

in accordance with this microeconomic approach leads to confusion since the 

aggregation of price data neither provides information about money’s value nor 

explains the source of inflationary (or deflationary) pressure on overall prices. 

Accordingly, price instability does not necessarily imply the existence of 

monetary instability, and vice versa. Based on quantum macroeconomics, this 

paper has shown that the stability of money’s value, to wit its purchasing power, 

does not depend on the stability of prices in the marketplace, but rather stems 

from the way in which money is introduced into the economy. Specifically, 

monetary stability occurs at the instant when firms ask their banks to monetise 

production, and banks have to carry out the corresponding payment of workers’ 

wages and record the result of this banking intermediation in their ledgers. 

Monetary instability occurs when firms invest their retained profits (pre-existing 

income) in production with the aim of forming fixed capital and again banks have 

to carry out the payment corresponding to workers’ remuneration. Yet, the source 

of monetary instability is not the managerial strategy of firms related to the 

expenditure of profits and the accumulation of capital, but rather the manner in 

which banks record the matching payments in their ledgers. Indeed, since at the 

time of writing the accounting entries concerning monetary and financial 

intermediations and the capitalisation of profits are recorded by banks in the same 

department, the banking intermediation required for the monetisation of 

production does not make any distinction between income creation and (fixed-

)capital formation and thereby does not convert nominal money into real money, 

giving rise to an emission of money without it being endowed with purchasing 

power. Such emission of empty money then elicits a loss (or gain) in money’s 
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purchasing power and concurrently an increase (or decrease) in overall prices. To 

prevent the economy from monetary instability and keep overall prices stable 

once and for all, a reform of banks’ bookkeeping is imperative. This paper has 

explained that the banks’ bookkeeping should be divided in three distinct 

bookkeeping departments – the issue, financial and fixed-capital departments – 

for banking intermediation to ensure that the different natures of money, income 

and capital will be respected. By acting in this way, banks would no longer 

confuse, in bookkeeping terms, income creation with its capitalisation since 

invested profits would no longer be reproduced in the form of bank deposits as a 

result of the payment of wages – the essence of which is to be found, first, in the 

issue department and then eventually in the financial and fixed-capital 

departments. It follows that workers’ wages, instead of being composed of 

nominal money, would be made up of real money with stable purchasing power. 

This also would mean that monetary stability prevails since the banking 

intermediation required for the monetisation of production would have converted 

the total number of nominal money units into real ones, and no empty money 

would be inflating (or deflating) overall prices. 
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