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Well Paul, in that paper you will find references to the extensive theoretical and empirical literature 
from which that assertion was derived. I could start with non-Neoclassical authors like Schumpeter, 
but let’s lead with someone from within The Citadel (as Alan Kirman once called the Neoclassical 
orthodoxy: Alan Kirman, 1989, p. 126): Eugene Fama. The “assertion” that the change in debt was 
the main source of funding for investment was confirmed by Fama and French in a pair of empirical 
papers: 

The source of financing most correlated with investment is long term debt. The correlation 
between I and dLTD is 0.79… These correlations confirm the impression ... that debt plays 
a key role in accommodating year-by-year variation in investment.”  (Eugene F. Fama and 
Kenneth R. French, 1999, p. 1954) 

“Debt seems to be the residual variable in financing decisions. Investment increases debt, 
and higher earnings tend to reduce debt.” (in an unpublished draft of the same paper). 

Or consider Alan Holmes’s crucial paper in 1969, in which he fought an unsuccessful campaign 
against the later experiment in Monetarism (far from being a “strict Monetarist”, as Paul jibes at one 
point, I and my Post-Keynesian colleagues and forebears take money seriously while simultaneously 
being trenchant critics of Friedman’s simplistic Monetarism—see for example Nicholas Kaldor, 
1982). Holmes, then Senior Vice-President of the New York Federal Reserve, noted that the key 
Monetarist policy prescription of regulating the economy by “a regular injection of reserves” was 
based on “a naïve assumption” about the nature of the money creation process: 

The idea of a regular injection of reserves—in some approaches at least—also suffers from 
a naïve assumption that the banking system only expands loans after the System (or 
market factors) have put reserves in the banking system. In the real world, banks extend 
credit, creating deposits in the process, and look for the reserves later. (Alan R. Holmes, 
1969, p. 73) 

Holmes would turn in his grave at Krugman’s naïve assertion, half a century later, that banks need 
deposits before they can lend: 

If I decide to cut back on my spending and stash the funds in a bank, which lends them out 
to someone else, this doesn’t have to represent a net increase in demand. (Paul Krugman, 
2012) 

As Randy Wray observed, that is “the description of a loan shark, not a bank”—or of a hypothetical 
world in which banks need deposits before they can lend. In the real world, as Holmes points out 
above, bank lending creates deposits. That’s why banks matter in macroeconomics, and it’s not 
“Banking Mysticism” to point this out: it is “Banking Armchair Theorism” to ignore them in 
macroeconomics. 

Neoclassical economists have ignored this point for decades, which is why you have to look to the 
non-Neoclassical literature to truly understand money creation and the crucial role of banks. 
Schumpeter put it clearly during the last Depression: he described the view that Krugman puts 
today, that investment (which is what the most important class of borrowers do) is financed by 
savings, as “not obviously absurd”, but clearly secondary to the main way that investment was 
financed, by the “creation of purchasing power by banks … out of nothing”. This is not “Banking 
Mysticism”: this is double-entry bookkeeping: 
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Figure 3: Aggregate Private and Public Debt 

 

Yet Neoclassical economists like Krugman continue to assert that the aggregate level of private debt, 
and changes in that level, are macroeconomically irrelevant, when even casual empiricism implies 
that changes in the aggregate level of private debt are associated with Depressions. 

So while I welcome any Neoclassical economist at the forthcoming INET conference taking up 
Krugman’s call (“I hope someone in Berlin presses Keen on all this”), in reality Paul, empirically 
oriented non-Neoclassical economists like myself are the ones challenging the unsupported 
assertions of Neoclassical economics—not the other way round. 
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