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An Open Letter to the Dean and all Economics Professors of the School of Business and Economics at 

Maastricht University (UM) 

RE: Evidence suggests that UM’s teaching on how banks work is flawed – and why this matters a lot!  

 

Dear Prof. Møllgaard,  
Dear Economics Professors,  
 
We are a student-driven initiative at Maastricht University 
that is eager to improve the economics curriculum. With 
this open letter, we want to bring your attention that what 
is currently being taught by our economics department 
regarding banks and money creation is contrary to existing 
evidence and does not fit with the high-quality education 
that our university strives to offer. Professors and textbooks 
at our university teach the commonly held but faulty views 
of “loanable funds” and/or “money multiplier”, even 
though central banks and commercial banks openly argue 
that those concepts are misleading. It is striking that the 
concept of endogenous money was taught as the norm in 
the 1950s-60s, but it seems that the knowledge on the 
operational realities of banks’ functioning has passed into 
oblivion, particularly in relation to economics courses. 
 
We’d like to present peer-reviewed evidence to 
demonstrate that both the approaches of “loanable funds” 
and “money multiplier” are incorrect and unproven, and 
that teaching these concepts has implications for UM’s 
education in economics. Based on that, we would like to ask 
you to take the lead in making sure the curricula of all 
related courses in economics stay fact-based and reflect the 
most up to date evidence of the processes that are at play 
in the modern economy. 
 
What is currently taught 
The “loanable funds” approach (also referred to as 
“financial intermediation theory”) states that banks are 
merely intermediaries like other non-bank financial 
institutions, collecting savings in the form of deposits that 
are then lent out to willing borrowers. It implies two crucial 
things. First, that money is a scarce resource and, second, 
that savings are necessary to grant loans, from which 
follows that savings finance investment.  
 
According to the “money multiplier” approach (also 
referred to as “fractional reserve theory”), individual banks 
are mere financial intermediaries that cannot create money 
individually, but collectively end up multiplying reserves 
through systemic re-lending and thereby create money. 
However, the amount of money that could be created is 
limited by the amount of reserves, which is 
supply-determined by the central bank.  
 

How banks actually work 
Banks individually create money ‘out of nothing’ by granting 
a loan. By granting a loan the individual bank extends its 
balance sheet by creating simultaneously a loan (asset) and 
a deposit (liability). Once a loan is repaid, that money is 
destroyed again, i.e. erased from the bank’s balance sheet 
and drained from the monetary circuit. As such, money 
creation is neither constrained by savings nor by reserves, 
but rather by demand for loans as well as by profitability 
and solvency considerations of the banks. What is scarce is 
not money nor deposits, but ‘good’ borrowers. This is 
perfectly depicted in the “credit creation” theory (also 
referred to as “endogenous money theory”).  
 
Central banks’ publications contradict the textbooks 
Central banks such as the Bank of England or the Deutsche 
Bundesbank contradict both views in recent publications, 
from which we want to present but a few. Their take differs 
from that of the textbooks used by our university, of which 
representative quotes are presented at the end of this 
letter. McLeay et al. of the Monetary Analysis Directorate of 
the Bank of England (2014, p.14) clearly denied the veracity 
of  “loanable funds” and “money multiplier” by stating:  
“Money creation in practice differs from some popular 

misconceptions — banks do not act simply as 

intermediaries, lending out deposits that savers place 

with them, and nor do they ‘multiply up’ central bank 

money to create new loans and deposits” […] 

Whenever a bank makes a loan, it simultaneously 

creates a matching deposit in the borrower’s bank 

account, thereby creating new money.”.​  
Likewise has the Deutsche Bundesbank (2017, p.13) put it in 
one of their monthly reports:  
“[…] a bank’s ability to grant loans and create money has nothing 

to do with whether it already has excess reserves or 

deposits at its disposal. [...] From the perspective of 

banks, the creation of money is limited by the need for 

individual banks to lend profitably and also by micro and 

macroprudential regulations. Non-banks’ demand for 

credit and portfolio behavior likewise act to curtail the 

creation of money.”. 

Economists and textbooks conclude from the “loanable 
funds” theory that savings finance investment. A working 
paper by Kumhof and Jacab (2015, p.II) published by the 
Bank of England contradicts this conclusion:  
“[…] if the loan is for physical investment purposes, this new 

lending and money is what triggers investment and 

therefore, by the national accounts identity of saving 

and investment (for closed economies), saving. Saving is 

therefore a consequence, not a cause, of such lending. 
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Saving does not finance investment, financing does. To 

argue otherwise confuses the respective 

macroeconomic roles of resources (saving) and 

debt-based money (financing).”.  

Those statements from central banks debunk the textbooks 
in use at our university as incorrect on those points and on 
all conclusions based on it. However, we’d also like to 
present empirical evidence from an experiment at a 
commercial bank.  
 
Empirical Evidence from a commercial bank 
Richard Werner (2014) conducted an empirical test, 
whereby money was borrowed from a cooperating bank 
whilst its internal records were being monitored. Similar to 
the statements above, the result was, that: 
“[i]n the process of making loaned money available in the 

borrower's bank account, it was found that the bank did 
not transfer the money away from other internal or 
external accounts, resulting in a rejection of both the 
fractional reserve theory [“money multiplier”] and the 
financial intermediation theory [“loanable funds”]. 
Instead, it was found that the bank newly ‘invented’ the 
funds by crediting the borrower's account with a 
deposit, although no such deposit had taken place. This 
is in line with the claims of the credit creation theory.”. 
(Werner, 2014, p.16) 

The director of the cooperating bank, Mr. Rebl, also 
confirmed the results.  
 

 
(Werner, 2014, p.18) 
 
The empirical results are at least representative for the 
commercial banking system in the EU since all banks 
conform to identical European bank regulations. However, 
there is little reason to assume that the fundamental logic 
does not apply to banks in other economic areas.  
 
Implications for UM’s education in Economics 
The consequences of teaching “loanable funds” and 
“money multiplier” are far-reaching for both economic 
theory as well as recommended and implemented policies.  
First, economic theory based on “loanable funds” and 
“money multiplier” is not supported by empirical evidence.  

Second, any economic theory that fails to explain the 
underlying processes correctly cannot provide a 
comprehensive understanding of phenomena in the 
economy, such as the great financial crisis. Ultimately, 
theories that lack an adequate understanding of money are 
likely to lead to the inference of faulty conclusions and 
policy recommendations, for example, in regard to bank 
regulation, business cycles or crowding-out of investment. 
In so far as UM students, at some point in their future 
career, are likely to have the responsibility to give policy 
recommendations or even to reach an important economic 
decision, their education of banking and money creation at 
our university does not equip them to do so. Lastly, since all 
three banking theories at hand contradict one another, 
neither the “loanable funds” nor “money multiplier” theory 
can be considered as useful simplifications. Rather, they 
need be considered as plain misrepresentations of 
commercial banks’ operations.  
 
Thus, we earnestly suggest that you - as dean and 
economics professors - consider conducting an independent 
investigation on the veracity of the “loanable funds” and 
“money multiplier” theories, as well as of any supporting 
empirical evidence, in an open arena where students and 
teachers are encouraged to engage in conversation about 
the progress and outcomes of your inquiry. If this inquiry 
leads you to come to the same conclusions as we have, we 
trust that you will adjust the curriculum. We see this to be 
in line with UM’s dedication to academic skepticism that 
has led it to deserve its celebrated reputation and 
international respect by following the principles of scientific 
inquiry.  
 
Below, we present evidence that the textbooks currently 
used don’t reflect the facts on how banks work. We 
therefore argue that these books shouldn’t be used until 
the errata have been pointed out and corrected.  
 
We would be very enthusiastic about discussing this letter 
and possible opportunities for progressive change with you. 
We thank you for considering this letter. 
 
Yours sincerely,  
 
PINE UCM   
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Representative Quotes from Books currently in use at our University: 

Please find quotes from your own literature/ textbooks in use (do a quick search on the words "money multiplier" / 
“fractional reserve theory” or "loanable funds" / “financial intermediation”). 

(Please check the following source for relevant quotes and textbooks that other groups already used!) –>not to be printed!) 

https://docs.google.com/document/d/12tUHJD3UKKmWoo1lWi7N4SZB5sqzgk23gMrzu4wLnIo/edit?usp=sharing 

�​ Part above (in red) NOT TO BE PRINTED!!! (Only your quotes) 

Mishkin (2016) - The Economics of Money, Banking, and Financial Markets 
 
“A financial intermediary does this by borrowing funds from lender-savers and then using these funds to make loans to 

borrower-spenders. The ultimate result is that funds have been transferred from […] the lender-savers […] to the 
borrower-spender with the help of the financial intermediary (the bank). […] The process of indirect financing using 
financial intermediaries, called financial intermediation, is the primary route for moving funds from lenders to 
borrowers.” (p. 80) 

 
Szirmai (2015) - Socio-Economic Development 

"One of the typical problems of developed economies is the match between the willingness to save and the willingness to invest. 
Financial intermediaries play an important role here. Savings are often deposited with financial institutions such as 
banks [...]. Through long and complex chains of financial institutions and financial markets, these savings are finally 
channeled to investors." (p. 291) 

Acemoglu et. al (2016) – Economics 

"Banks and other financial institutions are the economic agents connecting supply and demand in the credit market. Think of it 
this way: when you deposit your money in a bank account, you do not know who will ultimately use it. The bank pools 
all of its deposits and uses this pool of money to make many different kinds of loans [...].  Banks are the organizations 
that provide the bridge from lenders to borrowers, and because of this role, they are called financial intermediaries. 
Broadly speaking, financial intermediaries channel funds from suppliers of financial capital, like savers, to users of 
financial capital, like borrowers." (ch. 24.2) 

Blanchard et al. (2017) – Macroeconomics, a European perspective 

​ “Modern economies are characterised by the existence of many types of financial intermediaries – institutions that 
receive fund from people and firms and use these funds to buy financial assets or to make loans to other people and 
firms. The assets of these institutions are the financial assets they own and the loans they have made. Their liabilities 
are what they owe to the people and firms from whom they have received funds. Banks are one type of financial 
intermediary.” (p. 75) 

 

Varian (2014) - Intermediate Microeconomics 

"The amount of borrowing or lending in an economy is influenced to a large degree by the interest rate charged. The interest rate 
serves as a price in the market for loans. We can let D(r) be the demand for loans by borrowers and S(r) be the supply of 
loans by lenders. The equilibrium interest rate, r∗, is then determined by the condition that demand equal supply: D(r ∗ 
) = S(r ∗ )." (p. 306) 

Feenstra & Taylor (2014) - International Macroeconomics 

"[...] a country ´s central bank controls the money supply. Strictly speaking, by issuing notes [...] and private bank reserves, the 
central bank controls directly only the level of M0. However, [...] central bank's policy tools are sufficient to allow it to 
control the level of M1 indirectly, but accurately. (p. 77) 

 

https://docs.google.com/document/d/12tUHJD3UKKmWoo1lWi7N4SZB5sqzgk23gMrzu4wLnIo/edit?usp=sharing
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Mail to be sent with the letter, here: 
https://docs.google.com/document/d/1NJ8x4DBzQR1SpWedOlf_QGVEXD48tyP68paaLduyEa4/edit 

Download and edit.  

 

https://docs.google.com/document/d/1NJ8x4DBzQR1SpWedOlf_QGVEXD48tyP68paaLduyEa4/edit

