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A. Introduction 

24.01 Over the past decades, the basis of the traditional lex monetae has been eroded as a result of 
drastic change in the global economy and world financial markets. In fact, today, major 

currencies are delocalized and traded in a similar way to securities and commodities. This 
means that currency no longer functions as a proper scale for measuring the value of goods 
and services that are traded in the international economy. Today, we live in a world where 
pricing goods or services cannot be adequately expressed in a currency figure, because 

currency itself fluctuates as the subject matter of trade and reflects day-to-day volatility 
in foreign exchange markets. Under the circumstances, the legal and regulatory focus 

for the international trade of goods and services inevitably should change from regulating 

currency to searching for a new means of valuing goods and services. In this chapter, we try 

to explore ways that laws and regulations, or state intervention, can ensure stability in the 
international monetary system in the modern world where the traditional/ex monetae has 

* Professor Emeritus, Hokkaido University. 
** Professor of Law, University ofTokyo. 

506 



In Search of Order in the World Monetary System 

become much less important. We argue that the idea behind the lex monetae should 
nevertheless be maintained in a new form as a fundamental means of stare intervention in 
order to ensure stability in the international economy. 

B. Change of the Role of Currency 

Over the past decades, the role of currency has changed significantly. As currency has 24.02 
become the subject matter of financial transactions, currency has lost its traditional func-
tion as money, which, in turn, led to a world where we no longer have a reliable scale 
for measuring the value of goods and services. Also, payments and settlements for the inter
national trade of goods and services were traditionally made with the movement of curren-
cies, but this has changed drastically. Today, such payments and settlements are made by 
book-entries across bank accounts outside the reach of monetary authorities. With all of 
these developments, the traditional role of currency has declined significantly. 1 

( 1) From Money to the Subject Matter of Trade 

Since the floating exchange rate system came into being in 1973 as a result of the collapse 24.03 
of the Bretton Woods system, 2 the value of any major currency has been expressed in terms 
of its exchange rate to each of other currencies. Thus, unlike under the fixed exchange rate 
system, the value of currency is only relative. This indicates that the international commu-
nity has lost a commonly reliable scale of measuring the monetary value of goods and 
services.3 

The liberalization of capital transfers predated the move from the fixed exchange rate sys- 24.04 
tern to the floating system,4 and in theory, these two events are mutually independent. 
However, since the floating exchange rate system and the liberalization of capital transfers 
were combined, they have had a drastic effect on the international monetary system and 
have brought about a significant change in the role of currency. In the days when traditional 
trade was the primary means of economic interaction among states, foreign exchange was 
mostly for current payments and hence the foreign exchange market was subsidiary to 
international trade. However, today, the foreign exchange market asserts its own existence, 
and major currencies are traded in a similar way to securities and commodities in the global 
financial marker. Of several trillion US dollars in daily foreign exchange transactions, only 

1 This part draws mostly on K Sono, 'The Changing Role of Currency: Toward a Catastrophe or a 
New ysrem?' 38 japanese Annual of Inti Law 82 (J 995), where more extended discussion is found . 

2 ' ee eg PR Krugman and M Obstfeld, International Ecomomics: Theory and Policy (8th inti edn, Pearson 
Addison-Wesley, 2009) pp 515-18. 

3 It is well known that currency as money performs three functions : a medium of exchange, a unit of 
account, and a store of value. See Krugman and Obsrfeld, above n 2, at 352-3. All of these three functions 
have declined. Note chat absence of currency as money does not logically mean lack of a scale for measuring 
the value of goods and services, because certain commodities may function as a unit of account. Thus, here 
we mean that currency has lost its function as a unit of account and, as a relative matter, there are leiS reliable 
figures serving as such a scale today. 

4 See Krugman and Obsrfeld, above n 2. 
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a small per ceo rage relates to current payments for traditional trades of goods and services.5 

Most of the rest are for financial (or capital) transactions. Also, not only the freedom of 

foreign exchange bur rhe freedom of domestic account-holding in foreign currencies is 

commonly recognized in many countries. A a result, roday, currency exchange rates are 
determined by financial tran actions in which currencies are rhe subject matter of rhe trans
actions, and currencies do not serve as a reliable measure of the monetary value of goods 

and services. 

24.05 Moreover, the global financial market has grown so immensely that even concerted inter

ventions by central banks and other state monetary authorities to combat volatility in 
exchange rate movements often prove ineffecdve in the face of massive speculative activities 
by hedge funds and other private investors in the marketplace. The situation is aggravated 

by globally compurerized financial transactions that are often beyond the effective control 

of central banks and other state monetary authorities. 

24.06 Under such uncertain circumstances with volatile change in foreign exchange rates, 
ordinary business by firms in non-financial sectors is extremely difficult to carry on, as seen 

by the turmoil in the present global economy. 6 

24.07 Meanwhile, because fluctuating exchange rates produce risks, various complicated deriva

tives produces have been developed in the marketplace to provide hedging techniques 
again ·r such risk .7 Ironically, the development of the derivatives market has lessened the 

concern over c.he instability of exchange rates to some degree. However, aggressive specula
tive moves in the derivatives market by hedge funds and other investors have resulted in the 
increase, rather than decrease, of the volatility in the currency exchange marker, and the 
widespread failure by commercial banks properly to measure and manage large serrlemenr 
or liquidity risks in the global foreign exchange marker is posing a threat ro world financial 
stability. This siruacion also aggravates the difficulty, for .firms in rhe industrial sectors, 
of productive business planning. Non-financial firms even venrured to participate in the 
speculative games in rhe foreign exchange market, and often failed. 

(2) Blurring Meaning of'Payment' 

24.08 While currency has changed from a means of paymenc ro the subject marrer of financial 
transactions, rhere are other forces that have blurred the meaning of'paymenr'. Indeed, the 

5 At the end of the first half of 2009, the gross market value of foreign exchange OTC derivatives in the 
world total US$2.5 trillion and its notional amount is US$45 trillion, while exchange-traded foreign exchange 
derivatives show the total notional amount ofUS$240 billion. See Bank for International Settlements, OTC 
Derivatives Market Activity in the First Half of 2009 (November 2009) (available at: <http:/ /www.bis.org/ 
publ/occ_hy09Jl.hrrn>). 

6 Ir has been pointed our that, over the long term, exchange rates roughly reflected changes in monetary 
and fiscal poJi<:ies and rheir broad mov.emenrs do not appear to be rhe result of destabilizing speculation. 
See Krugman and Obsrfdd, above n 2, at 555. Even a recent, radical view admits that the rdarive values of 
rhe major currencies have remained secularly unchanged since the end of the Bretron Woods system. SeeP 
Patnaik, The Value OJ Money (Columbia Univetsiry Press, 2009) p 240. Thus, exacdy what effecrs short-term 
volariliry in che foreign exchange market may produce is rhe question, and we admit that different views can 
be expressed on th is difficult question. 

7 For how multinational companies are run today in the face offoreign exchange rate risk and other risks, 
see generally G Be kerr and RJ Hodir k, lntermttiona! Financial Management (Pearson Prentice Hall, 2009). 
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developmenr of electronic fund transfers (EFT) (today, often referred to as 'remittance') 
has revolutionized the means for discharging monetary obligations, and correspondingly, 
the meaning of 'payment' has blurred.8 One might assimilate the application of EFT 
techniques to 'payments' as this process is sometimes called the 'global payment system'. 
Most significantly, an illusion has been created by this label that money 'moves' freely 
beyond national borders through the electronic 'fund transfer' network. In fact, however, 
EFTs are only accounting phenomena without accompanying any move of currencies, and 
they are mostly made among private parties. 9 

(3) Decline of the Role of Currency in Settlements 

Today, since the settlement of monetary obligations is mostly through adjustmenrs in 24.09 

accounts and does not require any settlemenrs in cash, these obligations do not need to be 
expressed in any national currency unit as far as an agreed formula exists for the participants 
as co how they will be recalculated back into national currency units when necessary. Thus, 
for example, before the present euro, the European Currency Unit (ECU), which was a 
monetary but non-currency unit of value, was already used quite popularly as a unit of 
account, eliminating the need of conversion from one currency to another each rime an 
account was settled across national borders within the relevant European region. 10 As long 
as debit and credit book-entry actions across bank accounts continue to be relied on for the 
settlement of monetary obligations, accounts could be kept continuously in such a non

currency unit. 

Thus, in international financial settlements, the weight of currencies has significantly 24.10 
declined. Also, since account settlements do not at all indicate the movement of currencies, 
the extent of credit in accounts can be boosted as long as the banks involved are willing to 
do so. As long as participants have confidence in such an illusion, it may be a matter oflittle 
concern. However, once the confidence in such numerical figures in accounts is shaken, rhe 
reaction will be catastrophic. This is what we have observed in the financial turmoil since 
the autumn of2008. 

C. Decline of State Control 

The drastic change in the marketplace as described in the preceding section has inevitably 24.11 

changed the role of currency, and correspondingly, the power of states to control currency 
(and thus the economy) has become significantly vulnerable. 

8 See generally Committee on Payment and Settlement Systems at the Bank for International Setrlements 
and the World Bank, General Principles for International Remittance Services Qanuary 2007) (retail mar
kets); Bank for International Settlements, New Developments in Large-Value Payment Systems (May 2005) 
(wholesale markets). See also Committee on Payment and Settlement Systems at the Bank for International 
Settlements, The Interdependencies of Payment and Settlement Systems Oune 2008). These reports are 
available at the website of the Bank for International Settlements at: <http://www.bis.org/>. 

9 Ibid. 
10 See Krugman and Obstfeld, above n 2, at 567. More generally for EMS institutions and experience, sn· 

F Giavazzi and A Giovannini, Limiting Exchange Rate Flexibility: The European Monetary System (1989). 
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( 1) Decline of the Lex Monetae 

24.12 Traditionally, an important element of a stare's sovereignty was irs monetary overeignty. 
The economic well-being of a stare rested on the stability of the monetary sy tern whlch rhe 

state was entitled to maintain. Its monetary amhoriry conrrolled the supply of credit, and 
the economy was geared to its maximum potential. In order to accomplish this, restrictive 

legal rules were imposed as rbe lex monetae upon the manner of use of the currency, in 

addition to its definition. Typical of such measures were the legal tender rule, mandacory 
nominalism, home currency rule, and the prohibition of value maintenance clauses. 

24.13 Thus, the lex monetae aims at maintaining monetary order for the state that issued the 

relevant currency. This authority of the lex monetae derives from the exclusive sovereign 
power mar each scare possesses to determine what constitutes legal tender within irs 
territOry, and me nominal value of rhe currency. It is therefore also understood ro mean that 
each state has exclusive authority co replace irs currency with a new currency and co fix the 
conversion rate of the old currency. Other states must recognize that determination. 11 

24.14 However, as noted above, under the present floating exchange rare system, the value of a 
currency is expressed in terms of its exchange rate ro each of or her currencies and it is only 
relative. In addition, major cmrencies have come to be traded in a similar way to securities 

and commodities. The choice of the currency to be used in a transaction is left to the private 
panies. Under such circumstances, the usefulness of rhe traditional rules known a rhe 

lex monetae, which had been developed to sustain the objectives in the management of a 
state's own currency, has declined, and answers to many legal questions are now left ro rhe 

world of the lex contractus. Private parties in rhe marketplace are now expected to deal with 
the risk of currency fluctuation and other changes they face individually. 

24.15 Nevertheless, it must be noted that the arrival of the euro in the European Monetary Union 

in che !are 1990s provided us with an opportunity ro be reminded that the doctrine of 
the lex rnonetae may still perform extremely import:ant funcrjons for the maintenance of 
imernarional monetary order. Tbe successful conversion of national currencies belonging 
ro the European Monetary Union into the euro, guided by a series ofEC Council Regula
tions, and the consequential assurance of the continuity of conrracts, would nor have been 
possible without the support of the doctrine of the lex monetae. 12 

11 FA Mann, The Legal Aspect of Money (5rh edn, Oxford Universiry Press, 1992) pp 272- 3. See also 
Proctor, Mann on th~ Legal Aspect of Money (6rh edn, Oxford Universiry Press, 2005) pp 332-40 (discussion 

on how the lex rno11etae principle has been applied in concrete ca es) . 
12 With regard tO the monetary legislation of the Eu ropean Union for the inuoduction of the euro and 

che replacemem of national curren ies, the lnrernarional Law Associacion ar irs Taipei Conference in 1998 
adopted a resolution, upon recommendarion of its Comminee on lnrernacional Monetary Law, which recog
nized '£he exclusive competence of the lex monetae' in exclusion of any ocher scares' imervemion. See Report 
of the Sixry-Eighth Conference of Inrernarional Law Association 454 (1998). As ro some confusing states 
oflcgal opinions which led co the adoption of rhe above resolution, seeM Gruson, 'T he lntroducrion of rhe 
Euro and irs Implications for Obligations Denominated in Currencies Replaced by rhe Euro', 21 Fordham 
lnr!LJ65, 78-80 (1997). 
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(2) Difficulty of Knowing Derivatives Market 

As noted above, the growth of the derivatives market has been remarkable. One of the 24.16 
major problems is that the size and status of the derivatives market is nor easy to know. 

Financial derivatives are often off-balance-sheet and over-the-counter activities. Moreover, 
derivatives transactions are private contracts, and there would be no foreign exchange 
transaction that is subject to the relevant reporting requirement until they are actually 
executed. Thus, when options are sold and purchased without being exercised, there 
would be no way for the relevant states to know the total picture.13 Consequently, despite 
the ever-expanding scale of these derivatives transactions, undesirable implications of 
derivatives for the stability of the foreign exchange market have received little attention 

until recently. 

(3) Unbundled Linkage to Payment 

Finally, the fact that most international financial settlements do not accompany the 24.17 
transfer of currencies has also raised a problem for states. Traditionally, it was common 

understanding that control over the supply of credit in an economy was in the hands of 
its monetary authority. The amount of currency that was placed in circulation was impor-
tant because of its direct link to 'payment'. Even if EFTs have become the major way of 
financial settlement, monetary authorities could maintain their grip on account settle-
ments if they were confined within one territory. Indeed, these were the bases on which 
state monetary authorities exercised their control over the supply of credit. However, 
the overwhelming spread of account settlements on a global scale often bypasses central 
banks and other state monetary authorities. Credits are freely created according to the 
willingness of the parties involved in the fund transfer system outside the regulatory reach 
of each state's monetary authority, and even without their knowledge, until a crunch sud-
denly surfaces. 

D. In Search of Order out of Chaos: Can States do Anything? 

We believe that the source of the present chaotic situation surrounding currencies and 24.18 

foreign exchange markets is the recognition of the complete freedom of capital rransfers. 14 

Freedom of capital transfers itself might not have caused a problem when the fixed exchange 

rate system was in place. 15 When it was combined with the floating rate system, it changed 
the landscape. 

13 Today, Bank for International Settlements collects and publishes data on OTC derivatives. See above 
n 8. So the size of the derivatives market is estimated. Yet the exact status of this market and the details as 
to how the market operates are far from known. 

14 Joseph E Stiglitz, Nobel Prize laureate, stated: 'I believe that capital account liberalization was the single 
most important factor to the [East Asia] crisis.' J Stiglitz, Globalization and Its Discontents (Penguin Books, 
2002) p 99. 

15 For an argument rhar fixed exchange rates combined with mobile capital can be unstable, see eg 
M Obstfeld and K Rogoff, 'The Mirage of Fixed Exchange Rates', 9 j Economic Pmpectives 73 (1995). See 
generally Krugman and Obstfeld, above n 2, at 557. Also, in this connection, in the 1997/8 crisis, a few 
Asian countries experienced attacks by currency speculators on their pegged or otherwise fixed exchange rates. 
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24.19 One might say char state intervention is unnecessary and private parties acting in the mar
ketplace under the rules of the lex contractus should deal with the problem appropriately. 
We believe, however, that rhe financial crisis since the autumn of2008 shows marker failure 
and raises the need to ask whether states can (and should) do something. 

24.20 Logically, there are rwo ways stares can do something to deal with the pre enr situation so 
as ro regain stability in rhe delocalized currency market. One is ro place some regulations 
on rhe complete freedom of capital transfers. The other is a more indirect approach. For the 
latter, we note two methods. One is to reduce che number of (major) currencies, and the 
other is to rely on common units of account or currency. 

( 1) Rethinking the Liberalization of Capital Transfers 

24.21 The Articles of Agreement of the International Monetary Fund (IMF; 'IMF Agreement') 
encourages members ro liberalize restriction on current payments and transfers (Articles 
VIII and XIV) .16 However, the approach is different for capital transfers. With regard co 
capital transfers, Article VI, Section 3 of rhe IMF Agreement provides, in parr, that 'mem
bers may exercise such controls as are necessary to regulate international capital move
ments'. Thus, by joining the IMF, each member state did not surrender its own sovereign 
power to regulate capital transfers. This was because the primary and original objective 
of rhe IMF under the Bretton Woods system was subsranrialJy to establish and maimain 
a foreign exchange mechanism for current payments so that the flow of trade will nor be 
disturbed. 

24.22 Meanwhile, during the late 1960s, under the influence of the Organisation for Economic 
Co-operation and Developmem (OECD), the IMF rook a posicion ro favour the freedom 
of capital rransfers primarily with the promotion of direct investments in mind. However, 
this was an evenr in chose days when the fixed exchange rate system was still in place and 
room for speculative transactions on currencies was very limited. 

24.23 However, even after the floating system commenced, the principle of the freedom of capjtal 
transfers was carried over without its adequacy being questioned. Moreover, since rhis 
coincided with the rapid expansion of global computer networks, the foreign exchange 
marker has become massive and predominantly speculative. Nevertheless, even during 
the Asian capital marker crisis in 1997/8, the IMF maintained that even short-term 
capital transfers should not be regularedY In such a general atmosphere,. only tho e cur
rencies freely convertible in rhe capical marker have been called 'hard' and often 'major' 
currencies. 

24.24 Viewed this way, it may be worthwhile to re-concentrate seriously on the wisdom of the 
absolute freedom of capital transfers and particularly that of short-term ones. This exercise 

We believe that resulting instability takes a different form and is more difficult to deal with where Boating rates 
and the freedom of capital transfers are combined. 

16 Articles of Agreement of the International Monetary Fund (available at: <http://www.imf.org/external/ 
pubs/fr/aa/index.hrm>) . 

17 See Stiglitz, above n 14, at 89-104. 
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may call nor only for a return to the literal reading of Article VI, Section 3 of the IMF 
Agreement but also for going even beyond it. As we observe immediately below, this 
possibility has already been hinted at in Article XI, Section 2 of the General Agreement on 
Trade in Services (GATS) of rhe World Trade Organization (WTO). 

(2) Unused Power ofiMF to Regulate Capital Movements 

The GATS of the WTO came into force on 1 January 1995, heavily loaded in particular 24.25 

with provisions aimed at assuring the universal freedom of banking services. Article XI, 

Section 2 of the GATS provides that 

Nothing in this Agreement shall affect the rights and obligations of the members of the 

International Monetary Fund under the Articles of Agreement of the Fund, including the 
use of exchange actions which are in conformity with the Articles of Agreement, provided 
that a Party shall not impose restrictions on any capital transactions inconsistently with 

its specific commitments under this Agreement regarding such transactions, except under 
Article XII or at the request of the Fund. 18 (Emphasis added.) 

Article XII, referred to above, is a provision that authorizes a stare to maintain restrictions 
on trade in services in order to safeguard the balance of payments, and such an idea is not 
uncommon to this kind of agreement. However, the last phrase, that is, 'except ... at the 
request of the Fund', calls for a fresh reading and it may not become comprehensible unless 
one can divorce its way of thinking from the past practice of the IMF. 

Above all, Article IV, Section 1 oftheiMF Agreement, which is entitled 'General Obligations 24.26 

of Members', is the key provision for a comprehensive understanding of the original role 
of the IMF in regard to the international monetary system, and this section provides 
that 'each member underrakes to collaborate with the Fund and other members to 
assure orderly exchange arrangements and to promote a stable system of exchange rates'. 
Moreover, the IMF, on its parr, is obligated to adopt 'specific principles for the guidance 
of all members' with respect to their exchange rate policies (Article IV, Section 3(b) of the 
IMF Agreement). 

Meanwhile, a member's right to regulate capital transfers under Article VI, Section 3 of 24.27 
the IMF Agreement, as noted above, is also relevant in Arricle XI, Section 2 of the GATS. 
This GATS provision indicates an important restriction on the member's use of such a 
' right' in that the use must be 'in conformity with' the IMF Agreement. 

Thus, while the importance of international capital flow has grown dramatically, we 24.28 

note rhar the original text of the IMF Agreement itself was in fact constantly flexible to 

accommodate future developments in the international community. It is hoped that this 
encouraging provision in the GATS, which refers to the relationship between the IMF and 
the WTO in such a positive manner, will strengthen our expectation that we can go 
beyond. 

18 General Agreement on Trade in Services (available at: <http:/ /www.wto.org/english/docs_e/legal_e/ 
26-gats_O l_e.htm>). 
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(3) Prescriptions Without Regulating the Freedom of Capital Transfers 

24.29 Imposing regulations on the freedom of capital transfers may not be easy for political 
or other reasons. 19 We must note that, even without being able to do so, there can be plau
sible ways of state intervention. For instance, the extent of speculative transactioos in c:he 
foreign exchange market will be alleviated if the number of currencies involved is reduced. 
The solution in this line of thinking suggests the adoption of a common currency or 
common monetary unit of account. 

24.30 The experiences of the euro may provide an opportunity to reassess afresh how the lex mon
etae could be re-established in a global context. In this context, today, we might note that 
the increasing voice in the East Asian region favours the creation of a common unit 
of account for regional dealings. Also, in East Asia, there is the 'Chiang Mai Initiative' 
comprising a multilateral swap arrangement, and a network of bilateral swap agreements 
with available funds increased to US$120 billion from US$80 billion, which is enough 
to be used against speculative capital movements and for liquidity suppon.20 T here are 
movements to establish monetary unions in other regions as well . Winds may have already 
started blowing in search of a more stable global or at least regional measure of economic 
value. Such movements will definitely make speculations in currencies less attractive in 
those regions and their impacts on the stabilization of monetary measures may spread even 
beyond those regions. 

(4) Reinforcement by SDR 

24.31 Meanwhile, as is well known, a new concept of potential international reserve assets in the 
form ofSDRs (Special Drawing Rights) was introduced in 1969 by the First Amendment 
of the IMF Agreement. Basically, the background for this issuance lies in the inescapable 
fact that the US dollar, which was given the role of the core international currency under 
the Bretton Woods system, is a domestic currency. Thus, the expectation of a continued 
supply of international liquidity by the issuance of more US dollars starred to become 
gradually incompatible wirh the control of c:he US domestic economy, par ticularly after 
1960 when RobertTriffin wrote the famous Gold and the Dollar Crisis. He warned that the 
US holding of gold had become insufficient to fulfil its obligation to convert US dollars to 
gold under the IMF Agreement and that the situation was worsening. 21 

24.32 This was the reason SDRs were devised as an innovative way to supplement international 
liquidity.22 Article XVIII, Section 1 (b) of the IMF Agreement stated, inter alia, that the 
first decision to allocate SDRs should take into account a collective judgement that 

19 The well-known 'rrilemma of rhe exchange rare regime' scares that of three goals char most scares are 
usually said ro share-independence in monerary policy, srabil iry in rhe exd1ange rare, and the fi·ee move
ment of capi cal- only rwo can be reached simultaneously. See Krugman and Obsrfeld, above n 2, at 650. For 
political account and experience, see Sriglirz, above n L4.. 

20 See Joinr Press Srarernenr on A EAN+3 Cooperation in Response ro the Global Economic and Financial 
risis (3 June 2009) (avai lable ar: <hnp://www.mofa.go.jp/region/asia-paci/asean/conferencelasean3/ 

joint0906.pd&) . 
ll R Triffin, Gold and the Dollrlr Crisis: The Future ofConvertibillty (Yale University Press, 1960) . 
12 For rhe background and an explanation of the SO Rsystem, seeP Isard, Globalization and the International 

Financial System (Cambridge University Press, 2005) pp 32-3. 
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there is a global need to supplement reserves. Thus, the SDRs were appropriately called 
'paper gold'. 

Unfortunately, however, the creation of SDRs was rather too late because the USA subse- 24.33 

quendy declared in August 1971 the suspension of the convertibility of US dollars into 
gold, thus marking the end of the original Bretton Woods scheme. If the SDR system had 
been devised much earlier and if their issuance had constantly been increased to assume 
much more weight in international liquidity, it may also have been possible for the IMF to 
step forward to assume a more central role in the world monetary system. 23 

Moreover, after the exchange rate starred to float in 1973, the meaning of 'international 24.34 

liquidity' has gradually blurred because it has become easy to obtain any necessary funds 
from the global capital market. Thus, several attempts within the IMF for the issuance of 
more SDRs were nor favourably received. The reasons for this failure vary, but it well 
reflects the existing confusion about the implication of a new issuance of SDRs under the 
floating exchange rate system. Indeed, the quick development and expansion of capital 
markets seemed to have lessened even the need to discuss whether the supply of interna-
tional liquidity was adequate. 

However, today's crisis in the global financial world brought a remarkable change in the 24.35 

attitude of the IMF towards SDR. In August 2009, the IMF changed its stance and decided 
to allocate US$250 billion SDR anew (more than eight times the amount of the previous 
SDRs) for use as reserve assets of central banks primarily as a means to supply more liquid-
ity for developing countries. Thus, some members may choose to sell part or all of their 
allocation to other members in exchange for hard currency (for example, to meet balance 
of payments needs) while other members may choose to buy more SDRs as a means of re
allocating their reserves. 24 This is quite interesting. Should the SDRs be expected to assume 
the role of a common global unit of currency rather than a unit of account, the compatibil-
ity of SDR with the floating exchange rate system may pose difficult questions. This trend 
may be viewed, nevertheless, as a recurring focus on currency, and ir may raise the need for 
further reconsideration of the role of national currencies. 

E. Conclusion 

In the world where the floating exchange rate system and the freedom of capital transfers 24.36 

are combined, the role of currency as the scale of measuring the monetary value of goods 
and services has seriously declined. Currencies no longer operate as money, and they 
are rather traded as the subject matter of trade in the financial market in a similar way to 

23 lsard, above n 22, expresses a view that the collapse of the Bretton Woods system was not the result of 
reserve shortages and thus it would be misleading to say that SDR or international monetary reform came 
'too late'. Ibid, at 34. 

24 See 'IMF Governors Formally Approve US$250 Billion General SDR Allocation' (IMF Press Release 
No 09/283, 13 August 2009) (available at: <http:/ /www.imf.org/external/np/sec/pr/2009/pr09283.htm> ). 
See also 'IMF Executive Board Backs US$250 Billion SDRAllocation to Boost Global Liquidity' (IMF Press 
Release No 09/264, 20 July 2009) (available at: <http://www.imf.org/external/np/sec/pr/2009/pr09264. 
htm>). 
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securities and commodities, which trade in turn is subject ro day-to-day speculative invest
menr activities. Instability brought: abour by this lack of a scale by which to measure the 

value of goods and services is immense. Correspondingly, rhe significance of state inrerven
tion in the form of the lex monetae has declined drastically. Today, especially after the finan
cial crisis since the autumn of2008, states have been in search of ways ro regain con rrol for 

ensuring stability in the inrernarional monetary system. We suggest what could come in 
the aftermath of the decline of the lex monetae, so that states (and rhus the international 

community) can be more responsible for stability in today's delocalized foreign exchange 
market. Indeed, we have already observed some trends towards new attempts, as noted 

above. Whether these new trends mwards a new type of regulation and inrernarional coor
dination will have an impact on rhe international community and global economy remains 

to be seen. It may be fair to say that, because currency or money is a creature oflaw, stability 
in the international monetary system is contingent and depends upon what states agree 
(in a much broader context) with respect to the manner in which they attempt to manage 
and control their economies. 

516 



25 

AN INSTITUTIONAL THEORY OF MONEY 

Antonio Sdinz de Vicuna* 

A. Introduction 

B. The Functions of Money 

C. An Institutional Theory of Money 

D. The Central Bank 

E. The Banking System and 
Scriptural Money 

25.01 

25.04 

25.17 

25.24 

25.34 

F. The Impact of the Financial Crisis 
on the Institutional 
Theory of Money 

G. Conclusions 

When I was young, I thought that money was the most important thing in life; 
now that I am old, I know it is. 

(Oscar Wilde) 

A. Introduction 

25.38 

25.47 

This chapter aims at presenting a concept of money for the start of the twenty-first century: 25.01 

a concept that the 2007 to 2009 financial crisis has confirmed; namely, that money is no 
more than credit against an obligor, whose acceptance as a store of value and as a means 
of payment by the public is dependent on a comprehensive legal framework that ensures 

stable purchasing power, its availability even in times of banking stress, and its functional 
capability to settle monetary obligations. It is no longer a chattel, but a transferable credit 
within an overall institutional legal framework. 

Two theories have hitherto been paramount in defining the concept of money: the state 25.02 

theory of money, according to which money is what the sovereign defines as such; 1 and 

the societary theory of money, according to which money is what society accepts and uses 
as money, irrespective of government.2 

* General Counsel, European Central Bank. The opinions contained in this chapter are personal to its 
author and cannot be attributed to the ECB. 

1 The main authority in that school of thought being the German author Georg Friedrich Knapp (Staatliche 
Theorie des Geldes, 1905). Many constitutionalists consider coinage as one of the basic powers of the sovereign 
(ius cudendae monetae). 

2 A long-standing school of thought considers money as a commodity. The Latin for 'money', pecunia, 
stands for property in cattle used as money in ancient times. Other chattels have been used for trading in 
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25.03 Both theories are based on money's role in mankind's history until the last quarter of the 
twentieth century. But several processes and events have since taken place that render both 
theories inadequate to define money in the twenty-first century. It is submitted that a new 

theory of money is needed to reflect today's realities. This chapter calls this new concept the 
'institutional theory of money', where the term 'institutional' refers both to the crucial 

importance of the institutional set-up under which money is created and used (that is, the 

role played today by the central banks as liquidity controllers, for which they have become 

independent from the state, the role of financial services as money intermediaries and mul
ripliers, and the role of the state as legislator), and to the legislative framework under which 

they operate, which allows for an overwhelming predominance of dematerialized currency 

(or scriptural money) over the use of cash. 

B. The Functions of Money 

25.04 Traditionally money has served three functions: a measure of value, a store of value, and a 
means of payment. These three functions have changed in the course of the last century. 

25.05 The first monetary function of money is to represent value. It measures the value of goods 
and services by way of a standardized unit; for this it has to be an instrument able to retain 

value over a period of time. 

25.06 In the last quarrer of the twentieth century the historical step of disconnecting money 
from any objective intrinsic value was finally taken. For the 25 centuries from the invention 
of coinage in ancient Mesopotamia3 until the decision by the Nixon administration on 15 

August 1971 to disconnect the US dollar from gold,4 money had an intrinsic value related 
to physical goods, and to metals in particular. 5 The twentieth century started with money 
still being based on gold and silver, and ended with the collapse of the Bretton Woods 
system and thus with the severance of all currencies from objective standards of value. 

The state theory of money is based on the concept that the sovereign has the capacity to 
set and define the value of money. From the establishment of the Bretton Woods system 
in the mid 1940s until 1971, the sovereigns fixed a parity of their national currencies in 
terms of gold or the dollar, which had its value fixed in terms of gold, and kept a system 

of fixed but adjustable exchange rates. This has now been abandoned. New currencies 
post-1971 no longer refer to a gold or silver value.6 The value of money responds to the 

international trade or in primitive socieries. This approach does nor requ ire an authority imposing or regulat
ing irs use as money. Medieval and Renaissance aurhors (Bacrolus and Pufendorf) , when scares did nor yer 
properly exist, defended this socie.rary theory of money; sovereigns took thei r seigniorage by mintiJ1g metal 
coins, wirh the effect rhac metal value did nor correspond co rhe nominal value defined as a mea ure of value 
for exchange, wirh the consequence char not all coins were accepted by traders ar face value. In recent rimes, 
Ascarelli (La Moneta, 1928) supported ch is approach. 

3 Where forrhe fi rst time gold medals were minced for use as means of exchange. 
4 That unilateral announcemenr was followed by central banks al l over the world abandon ing in spring 

1973 rhe existing regime of lixed bur adjustable exchange rates, and led on l Apri l 1978 ro the Second 
Amendment ro the IMP's Articles of Agreemem abolishing rhe gold parity of members' currencies. 

5 ln face, many currency names are taken from the weighr of rhe meral used: pound, mark, peso, ecc. 
6 Currencies based on a currency board arrangement may however reta in a defi nicion in rerms of the 

anchor currency. 
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monetary policy of central banks and to market forces (in many countries still influenced 
by exchange controls and other administrative means). 

This chapter maintains that the concept of money, in a situation of global markets and 25.07 

modern communication technologies, is now inseparable from the institutional set-up of 
the central banks (that is, their independence, mandate, and instrumentaria) and from the 
normative framework under which central banks, credit institutions, financial infrastruc-
tures (for example, payment systems), and markets operate, which ensures the stability 
and the functionality of money. The value of money no longer depends on the will of the 
individual sovereigns. Professor Giovanoli, reflecting on the severance of money from 
gold, wrote7 that '[o]ne could say that, from the monetary standpoint as well, the age of 
Copernicus, in which everything was thought to revolve around the sun (or, in this case, 
gold) has given way to Einstein's era of universal relativity.' This chapter submits that the 
value of money depends on the central banks' monetary policy within a given institutional 
and normative framework. 

The twentieth century ended in Europe with the creation and the introduction of a new 25.08 
currency, the euro, in January 1999. The euro corresponded to the above concepts: it was 
defined so that it was no more than a name and the legislator did not provide any intrinsic 
or objective value for it. Council Regulation (EC) No 974/98 of3 May 1998 on the intro
duction of the euro limits itself to providing that the euro will be the currency of the 
participating member states, the unit being one euro divided into 100 cents.8 The euro is 
thus legally defined without any reference to value. In this, it differed from existing 
European monetary units of account. Its link with the previous national currencies (the 
'recurrent link') was a link with several floating currencies, with no other value than that 
traded in the markets. Its relation to the European currency unit or ecu was defined as 'one 
to one', but without referring to the legal definition of ecu as a sum of specific amounts of 
component national currencies, which had been legally defined at their origin as equivalent 
to a certain amount of gold.9 

As a necessary consequence of the above, the recurrent link for the euro, that is, the conver- 25.09 
sian rates for the replaced national currencies, was legally defined at close of business on 
the eve of the introduction of the euro, on 31 December 1998,10 and such rates were based 
on the marker value of the component currencies on the last business day before the cur-
rency change. Furthermore, the market has throughout these initial periods been totally 
free, as it is today. No particular protective measures were used: exchange control restric-

tions had been totally abolished in the European Union since 1992, and any national 
prohibition on indexation clauses, limitations in the domestic use of foreign currencies, 

7 M Giovanoli, 'Virtual money and Global Financial Markets: Challenges for Lawyers', Yearbook of 
International Financial and Economic Law, 1996. 

8 OJ L 139, 11.5.1998, 1. 
9 The ecu, created in 1978, replaced 'one-to-one' the European Monetary Unit of Account (EUA), which 

had been defined in Regulation (EEC) No 907/73 of the Council of 3 April 1973 establishing a European 
Monetary Cooperation Fund (OJ L 89, 5.4.1973, 2) as equivalent to 0.788867088 grams of fine gold. 

1° Council Regulation EC/2866/ 1998 of31 December 1998 on the conversion rates between the euro and 
the currencies of the Member States adopting the euro (OJ L 359 31.12.1998, 1). Successive enlargements of 
the euro area have entailed corresponding amendments to that Regulation. 
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requirements subjecting access to domestic capital markets by non-resident issuers to 

monetary authorization, became obsolete. The euro was launched in totally open and free 

marker condirions. 11 

25.1 0 The value of the euro since its launch is the result of the monetary policy of the Eurosystem.12 

Neither the member states nor the Community may establish the value of money. 

25.11 The other monetary function of money is its ability to settle monetary debts. Traditional 

legal doctrine-and the public at large- still tends to consider the concept of money as 

synonymous with bankno tes and coins. These are the only physical manifestations of 

money. At the start of the twenty-first century such an approach js no longer valid, in view 

of the overall predominance of dematerialized money, at least in developed economies, 

where cash is used only to settle petty amounts; companies do not use cash for their busi

ness-to-business operations. Cash is used only in retail face-to-face markets, and even these 

face competition from e-money, credit cards, debit cards, online debits, cheques or bank 

transfers compu rer money, 13 mobile phones, 14 and chip cards, which have made the accep

ta nce of cash vi rtually op tional, if not burdensome, costly, and ev.en risky. G lobal financial 

markets settle daily payments in huge amounts where use of cash is impossible. 

25.12 When monetary union in Europe started on 1 January 1999 the euro was launched with

out euro banknotes or coins; monetary law provided that the national banknotes and coins 

would represent non-decimal subdivisions of the euro, and, importantly, introduced a 

provision that gave legal backing to scriptural payments made in euro. 15 Such a provision 

meant that from day one of monetary union the wholesale financial markets, which do not 

use banknotes and coins but operate only with scriptural money, re-denominated into euro 

and functioned in euro. 

25.13 The latest Bank for International Settlements data for 2005, based on amounts transferred 

through payment system ·16 and on cash receipts by credi t institutions, show rhac the 

amount of ave rage daily payments in cash as against non-cash i ab ·olutely marginal, esti

mated to be between 1 and 5 per cent of total amounts of average daily monetary sertle

mems (admi ttedly, the numberofindividual payment transactions in cash is very high-and 

impossible to measure-bur the e are for limiced a mounts). National custom is imporran r 

in determining che lower or higher use of cash in daily activities. 

11 The fact char a few cenual banks conducted market interventions on 31 December 1998 to achieve full 
idemiry of conversion rares wich rhe conversion races pre-announced by rhe European Monetary lnsri rure 
in spring 1998, does nor challenge the idea char it was rhe market chat determined the value of the new 
currency-basically through futures contracts-and nor a governmenr decision . 

12 Th term 'Eu rosystern' refers to rbe ECB plus rhe central banks of rhe EU member scares having adopted 
thecuro. 

13 Eg PayPal,asubsidiary ofeBay, thee-commerce company, isacreditinstirurion e tablished in Luxembourg 
ro safely process internee micro-payments wirhin some 200 national markers and in 18 currencies. 

14 Eg loading a mobile phone's score of credit by phone calls ('purse phones') ; ch ips or barcodes on mobile 
phone SCJeens readable at supermarkets, di cos ski lifts, ere; devices between relecom companies and credit 
cards allowing for rele-use of such cards. See 'The fucure of money', The Economist, 17 February 2007. 

15 Arr 8 ofRegularion (EC) No 974/98. 
16 ' ' raristics on payment and serdcmem sy rems in selected countries' (yearly in US$ bill ion: US CHIPS 

349,871 ; Fedwire 518.547; TARGET 613,61 4;EUR0 1/ TEPI 53,333; UK CHAPS 140 ,003). 
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The statistical monetary aggregate named M 1 has two components: currency in circulation 25.14 

(banknotes and coins) and overnight deposits (sight deposits with credit institutions), 17 

the sum of which reflects today's concept of money as a readily available universal means 
of settling monetary debts. 18 EU statistics19 for M1 reveal that the amount of bank-
notes and coins in circulation compared to the amount of overnight deposits has relatively 
decreased for the last 20 years, reflecting the relative increase in scriptural money against 
cash. 

Table 25.1 Cash and scriptural money 

Ml Of which currency in circulation* Of which overnight deposits 

July 1988 874.3 187.7 (21.5%) 686.5 (78.5%) 

Julyl998 1,648.0 320.7 (19.5%) 1,327.3 (80.5%) 

July 2008 3,838.4 658.8 (17%) 3,179.5 (82.8%) 

* The figures in the table reflect both cash held in the vaulcs and automated teller machines of credit institutions 
and in the hands of the public; credit institutions tend to hold approximately 1 Oo/o of total banknotes and coins 
issued, and therefore the actual figure for cash held by the general public and used for payments is actually some 
1 Oo/o less than the figures in the table. 

The concept of 'legal render' used to be an essential parr of the stare theory of money: rhe 25.15 

sovereign had the power not only to determine the value of money bur to define the means 
of payment and ro impose on creditors the general discharging power of cash. Frederick 
A Mann wrote of money being a chattel determined by the sovereign to have discharging 
power.20 Many laws provide that monetary debts are discharged, unless agreed otherwise, 
by the delivery of legal tender banknotes.21 This is no longer valid, as shown by the fact that 
money is overwhelmingly not a physical token. The concept oflegal tender in the sense of 
a compulsory means of payment in the absence of agreement is today obsolete, as shown by 
the following arguments. 

17 By convention, M 1 also includes overnight deposits with the Treasury. 
18 The figure for overnight deposits includes rhe concept of 'electronic money' or 'e-money', since this 

concept refers to the devices that operate bank deposits in any way. The monetary aggregate known as M2 
includes M l plus short-term deposits with banks. The monetary aggregate M3 includes M2 plus very liquid 
marketable instruments. Both M2 and M3 are relevant for monetary policy, since they are part of overall 
liquidity (for economists: 'broad money'), but cannot be considered within the legal concepts of cash or of 
scriptural money (for economists: 'narrow money') since they are not readily available for the settlement of 
monetary debt. 

19 Figures are expressed in billion euro. Amounts for 1988 and 1998 refer to the euro area as composed at 
the start of monetary union in 1999 (that is, 11 countries), and 2008 data to the euro area as composed in July 
2008 (that is, 15 countries). Data for 1988 were collected before the establishment of the ECB, and therefore 
are estimates not subject to fully harmonized current statistical methodology. 

20 The legal aspect of money (5th edn, Oxford: Clarendon Press, 1992). 
21 Monetary history is rich in showing the various cases where refusal to accept for settlement cash defined 

as money by the sovereign was qualified as a criminal offence, leading in some cases to very severe sanctions 
(eg in thirteenth century China, refusal to accept imperial banknotes was punishable by death; in eighteenth 
century revolutionary France, refusal to accept the assignats led to the guillotine; more lenient but still severe 
sanctions were given by US courts to refusals to accept continental banknotes issued at the time of the War of 
Independence, or greenbacks during the Civil War; etc). 
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• Many modern states prohibit the discharge of certain debts in cash,22 for reasons related 

to tax evasion, the fight against crime, or money laundering. In order to fight against 
corruption, or for internal control or practical reasons, many national laws require pay
ment by bank transfer to or from the state and public authorities such as the following: 
tax collectors, government contractors, civil service salaries, payment of subsidies, ere. 

This begs the question: if the state itself does not accept payment by way of the chattels 
it defines as legal tender, or prohibits citizens from using legal tender among themselves 

in certain transactions or amounts, is this not incompatible with the state theory of 

money? 

• All modern states recognize not only the conrracrual freedom to refuse payment in cash, 

but also the legal value of custom as a subsidiary source of legal obligations when 
contracts are silen t. And market custom does indeed determine how to settle debt 

obligations when parries have not explicitly agreed, very often excluding rhe use of cash: 
think of ilie daily senlemenr figures for wholesale financial markers, stock exchange 
and lnrerner trades, e-commerce, and business-to-business transactions. Even in reraiJ, 

custom may impose conditions on rhe use of cash: for instance a bus fare cannot be 
paid with a €500 nore, in spire of irs legal render scams. Freedom of con aacr, of para

mount importance in coday's economies, encompasses acceptance of means of serrle
menr orher than cash, as reflected in the raristics shown above on scriptural money: 

bank transfers, credit cards, cheques, foreign currency, ere. Marker parries, and nor the 
state, determine settlement means. 

• A survey carried our by rhe European System of Central Banks to ascertain che legal 
scope of rhe concept oflegal render showed that any judicial action aimed at imposing 
on creJirors the acceptance of cash to settle monetary debts, or ar sanctioning a crediror's 
refusal of a paymenr in legal tender,23 is outside the range ofliving memory. Following 
he survey, Communiry monetary legislation in 1998 kept silent and avoided giving any 

su bstan rive inrerp rerarion of the Treary's grant of legal render srarus to euro ban kno res. 

Consumer protection legislation, however, limits the right by merchants to unilaterally 
exclude the use of cash by consumers, in particular in cases of concessions (for example, 
roll highways) or of popular retailers (for example, supermarket chains) . But in rhe oppo
site direction, security regulations impose limits on the use of cash by consumers in some 

cases (for example, petrol stations at night). 

25.16 Two conclusions already seem clear: (1) the legal concept of money cannot be identified 

with physical rokens, and (2) me concept of legal render does nor include a universal legal 

obliga[ion to accept cash for the discharge of money obligations. Metal currency (coins) is 

insignificanr in overall amoum, and, as explained, the discharging character ofbanknore 

and coins cannot, and should not, be imposed by legal means in modern economies, 
where parries-including the stare itself--widely use other more practical means ro senle 

22 Eg in France, invoices for go0ds by professionals beyond €! ,100 have co be settled by cheque, and pay
mem for goods by consumers above €3,000 have to be sertled by law in scriprural money; in Greece, most 
paymenrs by public authorities beyond a cerrain amount must be made in scriptural form; in Spain, salaries 
to public officials have to be paid by uansfer or personal cheque; etc. etc. 

23 Although rhc penal codes in several counrries (eg France, Greece, and Iraly) still penalize such refusals. 
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monetary debts. Without prejudice to consumer protection, the use of cash is just one 
available option. Cash continues to have advantages: anonymity, finality, and convenience 

for small payments, etc and therefore there will always be demand for cash. But cash has 
risks (robbery, counterfeiting, destruction, etc), logistical costs, and disadvantages from 
a general interest perspective (tax evasion, crime proceeds, corruption, no audit trail, etc). 
Scriptural money has won the day with regard to the basic function of money as a means 

of payment. 

C. An Institutional Theory of Money 

Money is issued by central banks in the context of monetary policy.24 This is done by way 25.17 

of crediting accounts held by credit institutions with the central bank. Money created by 

central banks is therefore a liability that appears on their balance sheets. It consists of the 
central bank's duty as deposit-taker to allow the deposit-holder (that is, the commercial 
banks) to withdraw amounts by way of transfer or cash withdrawal (that is, stocks of 

banknotes). When credit institutions require the mobilization of such credit accounts with 

the central bank by withdrawing cash, the accounts are debited for the amount of cash 
physically given to the banks. There is a move on the liability side of the central bank bal-
ance sheet from 'Deposits' to 'Banknotes in circulation'. Commercial banks store such 
withdrawn banknotes, and supply them to their clients on request. The conditions under 
which money is created as described above are the object of the central banks' monetary 

policy. 25 

Thus, money is primarily a credit against a central bank. It can take the form of a credit 25.18 
balance on a bank's deposit account with its central bank, or of cash. Banknotes are bearer 

instruments that physically represent a legal claim against a central bank. 26 Such a claim has 
no maturity and is not redeemable. In the case of the euro banknotes, the claim is against 
the whole Eurosystem, since euro banknotes are issued on a joint and several liability 
basis by all Eurosystem members, and thus, regardless of which central bank issued a euro 

banknote, the other Eurosystem members have a legal duty to accept it. 

Money is also the credit balance of sight deposits made by the public with credit institutions. 25.19 

These have also the legal nature of being claims against a bank, in this case a commercial 
bank,27 but are considered 'money' because such claims can be transformed on demand 

into banknotes, that is, into claims against the central banks. Credit institutions have access 

24 Coins are formally issued by the Treasury in most countries, but put in circulation by central banks. 
25 The amount ofliquidity created, the interest rate applicable, how to select the banks that will receive the 

new money (tender, eligibility conditions, etc), the legal' format in which money is given to banks (eg loan, 
reverse repurchases-repo operations), the period for which the money is given, the collateral guarantees 
required (ie which assets guarantee reimbursement at the end of the period), etc. 

26 Decision ECB/2001/15 of6 December 2001 on the issue of euro banknotes (OJ L 337, 20.12.2001, 52). 
27 The term 'commercial banks' is used here as shorthand for all kinds of credit institution, ie licensed 

and supervised entities the business of which is the taking of deposits and the lending on its own account, 
encompassing investment banks, savings banks, cooperative banks, retail banks, mortgage banks, e-money 
issuers, etc. 
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to central bank money, and therefore, in a well-functioning financial system, a credit claim 
against a bank is considered and used as 'money'. 

25.20 However, economists differentiate between 'central bank money' and 'commercial money', 

the first being central banks' liabilities, the second being liabilities of ordinary banks. This 
second category entails a credit risk, namely, the risk that the bank concerned may not be 

able to honour its liabilities.28 However, central banks are always able to create liabilities, 
and therefore no such risk exists. Nevertheless, both classes of money are undifferentiated 

and fungible for the general public, who normally do not have access to central bank 

money.29 

25.21 This is why the institutional set-up and the normative framework have become of essence. 

They have to ensure: 

• stability in the value of money; 
• fungibility and equivalence of claims against the currency issuer and against credit 

institutions; 
• the functionality and availability of money as a means of exchange. 

25.22 The term 'institutional' is borrowed and adapted from the academic school oflnstitutional 
Economics, sometimes referred to as New Institutionalism, arising within the law and 
economics movement.30 It uses the concept of'institution' to encompass structures, orga
nizations, rules and customs, shaping economic behaviour with a high degree of resilience 

and permanence. In this chapter, it refers to the role and legal set-up of the currency issuer, 
the central bank, and the legal framework under which the 'other issuers' of money, the 
commercial banks, perform such monetary function; it also refers to the legal and regula
tory framework under which scriptural money circulates within the financial system. 

25.23 The institutional set-up of central banks is crucial because it affects the value of money in 
a world where money is no longer anchored to external commodities or physical assets. 
Whether the banking sector is able to issue money which is reliable and fungible with cen

tral bank money depends on the legal construction under which scriptural money operates. 
Finally, only when the legal, regulatory, and technical aspects of payments infrastructures 
are sound and reliable, may scriptural money flourish. 

D. The Central Bank 

25.24 The value of money (that is, of the claim against a central bank or against a credit institution) 

is its purchasing power. If the purchasing power of a currency decreases over the course of 

28 Eg because of not having sufficient eligible assets to place them as collateral in liquidity-supply central 
bank operations. 

29 orne central banks traditionally keep accounts with non-banks (eg central bank employees, stare 
agencies or bodies, ere). 

30 The law and economics movement is said to have started with the 1924 publication of 'Legal Founda
tions of Capiralism' by etonomics Nobel Prize winner John R Commons, and has given birth co a series 
of economics Nobel Prize winners (eg Douglas North, Daniel Kehlmann, and Herbert Simon). 
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time, public confidence in the currency decreases as well, and markets will reflect depreciation. 
The intrinsic or extrinsic values that a metal equivalent gave to money in the past have 
been replaced today by the surge of institutionalframeworks destined to ensure the perma
nence over time of the purchasing power of money. The central banks of Europe have all 
adapted their objectives, tasks, instruments, and decision making to the primary objective 
of price stability. An increase in the price index is tantamount to a reduction in the purchas
ing power of a currency; that is, a depreciation of its value. In doing this, the central banks 
ofEurope have followed a universal trend, which arose in the 1980s following the demise 
of Keynesian economics and the acceptance of monetarist theories. Monetary policy 
is no longer a tool in the hands of government, bur one of the necessary elements for 
currencies. 

Indeed, the purchasing power, or the value of money, is the consequence of monetary 25.25 
policy. Excess money supply means an increase in prices and thus reduction of purchasing 
capacity. This puts the centre of gravity in the monetary system's institutional framework. 
Once the connection to gold or to any objective standard of value has disappeared, a cur-
rency is admitted and trusted by society and markets only when there is an institutional 
framework that ensures preservation of purchasing capacity, that is, price stability. 

Modern economies are open to the world. Therefore, there is a relationship between a 25.26 
currency's internal purchasing power (that is, the capacity to acquire goods and services 
with prices denominated in the national currency), and its external purchasing power (that 
is, acquisition of goods and services invoiced in a foreign currency), which is more or less 
important depending on the degree of openness of the economy and of uade with the 
outside world. 

Because of this, central banks are normally also given the capacity to influence the curren- 25.27 
cy's exchange rate by holding and managing national foreign reserves. This is then another 
central bank tool, in addition to monetary policy, to achieve internal price stability. 

Money is then defined as a direct or indirect credit claim against a central bank which can 25.28 
be used by the public as a general means of exchange and as a store of value, which is origi-
nated and managed by central banks in a manner that preserves its availability, functionality, 
and purchasing value. 

This institutional theory of money entails that the amount of money-whatever its form, 25.29 

physical or scriptural-must be under the control of the central bank. The central bank has 
to be in a position to manage money supply, and for this take into account the monetary 
transmission mechanism, 31 so as to ensure price stability in the real economy. Crucially, 
therefore: 

• the central banks must have as their primary objective price stability; any other objectives 
must come second; 

31 The term 'monetary transmission mechanism' basically refers to the impact of financial intermediation 
on the effect on price levels of interest rate movements by the central bank. 
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• central banks must have sufficient functional capacity and the means to achieve price 
stability; the weight of markets is such that monetary policy has to rely on market opera
tions, and not on authoritarian means; 

• central banks have to have auronomous decision making: no external authority should 
be able to deviate central banks from their crucial monetary role of preserving the 
purchasing power of the currency: this justifies the need for statutory central bank 

independence; 

• central banks need to be able to influence legislation in the specific domain that affects 
money, in particular the legal framework under which financial intermediaries and 

infrastructures operate; 

• central banks need to ensure the smooth functioning of financial infrastructures, so chat 
scriptural paymenrs are fully reliable; this is achieved by the oversight functions allocated 

to central banks. 

25.30 The above central bank role in a world of floating and dematerialized currencies explains 
the social proragonism that cenrral banking has received in the course of the last years, 

unparalleled to the rather instrumenral role of cen rral banks in the past, either as rhe inter
face between metals and currency under the gold standard, or as a subordinate branch of 
government for the monetary side of economic policy during the Keynesian decades . 

25.31 The role of the state is nowadays limited to setting the legal framework that corresponds 
to rhe above parameters. In the EU, all member states32 have by the end of the rwenrieth 
century adapted the statutes of their central banks to the above features, including the 
12 new member states. With regard co money, the stares are able only to define the name of 
the currency and its initial recurrent link; in some case tares may have a say in the stan

dardization of cash.33 But the value of currency, its purchasing power, depends on the 
amount of money and other factors taken into account by central banks in their monetary 

policy, without state intervention. 

25.32 Significantly, the state, the political authorities, under the modern role for central banks, 

are required precisely not to inrervene in monetary policy matters. Central banks needed to 
evolve from being state agencies subordinated to Ministries of Finance and government 

polic.ies, into being independetH in order to become an imegral or essential part of what a 
currency is: in a sense, both central bank and currency are a toto, the one cannot be under

stood without the other. Public trust in currency is public trust in its cenrral bank. The facr 

rhat the central bank belongs to a state is-from thar perspective-irrelevant: ic could be a 
supranational body or a private entity.34 It is a body with the instruments and capacity 

32 Excepr Denmark for political reasons; irs currency is however pegged to me euro under rhe ERM II. 
33 orne stares require governmenral approval for the design of national banknores. 
34 Many cemral bank were born private, and remained private for a long while. ln Europe, cemral banks 

starred co be nationalized thanks ro either Marxist approaches ro credit (eg the Ban que de France was national
ized in 1936 by the Popular Front Government), or socialist ideology (eg the Bank of England was national
ized by the Labour Governmenr in 1946), or Keynesian conomics (eg rhe Banco de Espana was nationalized 
by rhe Franco Government in 1962 in order to put monetary policy in the same hands as fiscal and economic 
policies). orne European cenrral banks are nor 100% owned by rhe scare (eg rhe Banque Nationale de 
Belgique!Na ionale Bank van Belgie is 50% listed and owned by the public; the Osrerreischische National bank 
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needed to maintain the availability, functionality, and purchasing power of the currency. 
And the EU Treaty requires not only central bank independence, but even changes one of 
the most traditional functions of central banking as the banker of Government: the Treaty 
squarely prohibits central banks from financing the public sector, since this may have 
expansionary monetary policy consequences. 

Moreover, this institutional theory of money entails not only a duty for stares to abstain 25.33 

from interfering with the monetary policy of the central bank, but a positive duty to add 
their bit to ensure the success of monetary policy: sound fiscal policies. The fiscal policy 
of the state is made subordinate to the superior objective of monetary stability. In Europe 
this is achieved by way of the fiscal regulations known as the Stability and Growth Pact, 
providing for overall restrictions on budgetary deficits and for monitoring tools. 35 

E. The Banking System and Scriptural Money 

Money is no more than a claim, either against the central bank (banknotes or deposits) or 25.34 

against a licensed credit institution. A payment is no more than a transfer of such a claim. 
A physical delivery ofbanknotes is a transfer of the claim against the issuing central bank. 
A scriptural payment is no more than a novation of both debtor and creditor, whereby the 
bank with liability for the sender's deposit is replaced by the liability of the receiver's bank; 
following such novation, the sender ceases to be a creditor against his bank for the amounts 
sent, and the receiver becomes a creditor for the received amounts vis-a-vis his bank; a 
transfer from bank account A to bank account B of € 100 means that the receiver's bank 
will owe €100 to him.36 

This perspective frees one from the straitjacket of perceiving money as an object, as con- 25.35 
ceived in FA Mann ' s famous treatiseY The institutional theory of money assumes that 
money is merely a contractual claim, the value of which is the result of a function, per-
formed by a separate entity independent from the state, the new central banks; whose 
mobilization or functionality is the result of technological means (for example, plastic 
cards, internet, cellular telephones) and of a legal framework that ensures irs safe use; and 
whose availability is ensured by central banks in the context of their liquidity management. 
In defining the instruments and the operation of monetary policy, the central banks have 
sophisticated methods for assessing rhe impact of their decisions on the banking sector 
and, through it, on the level of prices, known as the monetary transmission mechanism. 

is 30% owned by employer and employee organizations, banks, and insurance companies; the Banca d'Italia 
is almost entirely owned by banks). The 12 Federal Reserve Banks in the USA are owned by their respective 
supervised credit institutions (only the Federal Reserve Board is a federal agency). 

35 The Stability and Growth Pact consists of Council Regulations (EC) Nos 1055/2005 of27 June 2005 
amending Regulation (EC) 1466/1997 on the strengthening of the surveillance of budgetary positions and 
the surveillance and coordination of economic policies (OJ L 174 7 .7.2005, 1) and 1056/2005 of 27 June 
2005 amending Regulation (EC) 1467/1997 speeding up and clarifYing the implementation of the excessive 
deficit procedure (OJ L 174 7.7.2005, 5), and the Resolution of the European Council on the Stability and 
Growth Pact Amsterdam, 17 June 1997 (OJ C 236, 2.8.1997, 1). 

36 See a modern description with references to payment legislation in 'Payment Finality and Discharge in 
Funds Transfers' by Professor Benjamin Geva, Chicago-Kent Law Review, 83/2 (2008). 

37 Either as property (coins) or as choses in action (banknotes). 
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The legal framework is instrumenral in shaping the monetary transmission mechanism. 
Financial systems may be more capical marker-oriented or more banking-oriented; they 
may offer a certain kind of financial instrument or alternatives; etc. All this is the result of 

legislarion, on which central banks should have an important say. 

25.36 Money being mosrly dematerialized and having the legal nature also of claims against 
financial imermediaries, its conceptual definicion cannot focus only on the central bank. 
It requires a legal and insrimtional framework chat ensures public trust in scriptural money, 
as a precondition to achieving price stability. Such a legal and institurional framework 
encompasses: 

25.37 

• prudential rules for credit institutions, ensuring their solvency, as well as a robust super

visory system; 
• compulsory establishment of deposit insurance schemes, ensuring deposits and the 

liquidity of payment intermediaries (up to certain amounts); 
• introduction of real-time settlement systems, facilitating intra-day settlement: such sys

tems are based on liquidity pre-deposited with the central bank (that is, reserve require
ments) or on intra-day liquidity-supply operations against pre-deposited collateral; 

• regulation of payment systems, ensuring finality, sound standards and interoperabiliry, 
con umer protection, and the liability of intermediaries; 

o oversight of payment systems by central banks; 
o regulation of e-money and e-payments, protecting users; 
• legislation on electronic commerce, ensuring the validity of e-trades, introducing e-sig

natures, and protecting parties. 

In today's globalized economy, the interoperability of national systems, and also interna
tional systems, has become important. In Europe, the TARGET-2 system is an international 
system based on a single platform owned and managed by the Eurosystem, encompassing 
the ECB and 21 national central banks; also worth mentioning is the enormous effort 
towards the interoperability of national retail payments derived from the Single Euro 
Paymencs Area (SEPA) project implemented since 2008,38 that has achieved a high degree 
of standardization in instruments for scriptural payments (for example, cards, credit trans
fers, and direct debit). On a global scale, it is worth mentioning the Continuous Linked 
Serdemenc (CLS), a system to settle foreign exchange payments by providing a payment vs 
payment mechanism. 

F. The Impact of the Financial Crisis on the Institutional 
Theory of Money 

25.38 The financial crisis unfolded since August 2007 throughout the world reinforces the above 
vision of money as a system of transferable credjt claims whose reliability (in terms of stable 
value and availability) and functionality is dependent on a comprehensive institutional 
framework that is resilient. 

38 See: <http:/ /www.europeanpaymentscouncil.eu/>. 
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Central banks throughout the world have used their existing tools to relieve the liquidity 25.39 
shortages, sometimes in an innovative fashion. Central banks, whilst maintaining their 
primary objective of price stability, stepped up their function as system liquidity managers, 
ensuring market liquidity during this period.39 

Central banks replaced the money market when, following the collapse ofLehman Brothers 25.40 

in September 2008, money markets dried up. They became not only liquidity suppliers but 
also liquidity intermediaries, by keeping in their books their counterparts' unused liquidity 
under the standby deposit facility. At the same time, central banks had to adapt their mon-
etary policy instruments to facilitate the flow ofliquidity to the real economy, by introduc-
ing unconventional measures,40 and counteracting the contraction of commercial lending. 
The fact that financial services are globalized is reflected by the new international opera-
tional reach of central banks: in order to serve liquidity needs in foreign currencies, the 
major central banks entered into a set of swap or repurchase agreements with other central 
banks, so as to ensure availability of the necessary currency for their counterparts.41 This is 
a historical novelty, since hitherto these operations were undertaken only to impact foreign 
exchange market rates, and not for liquidity management. 

In a situation of normality, central banks focus only on monetary policy and its price stabil- 25.41 
ity objective. The financial turmoil 2007 to 2009 has triggered a development for central 
banks, whereby active system liquidity management has become an important element 
of money supply, properly not replacing their primary objective of price stability but 
adding a necessary complement to ensure the desired impact of monetary policy in the real 
economy. 

If one looks into the split between cash and scriptural money, the crisis period has shown 25.42 
a certain temporary increase in the absolute amounts of issuance and storage of euro 
banknotes, in particular during the weeks following the collapse of Lehman Brothers 
where trust in the banking system was shaken. Indeed, there was a significant increase 
in the quantity of banknotes in circulation both for US dollar banknotes and for euro 
banknotes, reversing a relative trend towards scriptural money.42 

39 The Eurosystem increased its consolidated balance sheer 90% during the period June 2007 to December 
2008, whilst the Federal Reserve System increased it some 160%, and the Bank of Japan some 25% between 
June 2008 and March 2009-see ECB Monthly Bulletin (October 2009). Most of this increase occurred in 
the last three months of2008, following the collapse of Lehman Brothers. Interest rates were reduced in all 
three major central banks during the period, so as to facilitate access to central bank liquidity; for several of these 
reductions, the three major central banks acted in a coordinated fashion. 

40 Eg introducing outright asset purchases, special lending facilities, or by extending the scope of eligible 
collateral so as to ensure liquidity flows to the real economy. 

41 Eg the ECB entered into a swap agreement with the Federal Reserve Bank of New York following 
which EU-based banks could access US dollar liquidity from the Eurosystem by using EU-located collateral. 
Similarly, during this period the ECB put in place eight bilateral central bank agreements to facilitate access 
to euro liquidity outside the euro area. 

42 In the first half of October 2008, the increase of euro banknotes in circulation compared with the 
same month in 2007 was €35 to €40 billion, of which €26 billion was hoarded in €500 banknotes, which 
function as a store of value as a substitution for bank deposits. However, a great portion of that demand 
came from outside the euro area, particularly in central and eastern Europe. A similar phenomenon occurred 
with US dollar banknores, with a significant increase in Latin American holdings of high-denomination 
banknotes. These trends were reversed in the course of2009 towards normal levels. 
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25.43 Except in one case there have been no bank runs throughout the crisis.43 The institutional 
set-up in modern financial economies should have sufficed to avoid any bank run: as 
explained above, central banks worldwide have adapted their monetary policies to cater 
for liquidity shortages in the banking system since the first symptoms of the credit squeeze 
in August 2007; furthermore, as lenders of last resort many central banks have by now 
provided emergency liquidity to solvent banks when needed;44 finally, deposit guarantee 
schemes in place should have reassured bank depositors that their money is safe. 

25.44 Throughout the world, governments have taken additional action45 in order to ensure the 
stability of the financial sector, injecting temporary capital into banks, guaranteeing their 
bond issuances and acquir i_ng rheir bad assets. Globally, the G-20 has led reform in the 
supervisory architecture for financial services. The Basel Committee on Banking Super
vision has started a review of the Basel II arrangements with the aim of better address
ing the liquidity risks of credit institutions; hitherto the main objective was bank solvency, 
and the crisis has made bank liquidity management the top priority. The list oflegislacive 
reforms triggered by the 2007 to 2009 crisis is enormous: from credit ratings to managers' 
remuneration, from countercyclical accounting to dynamic provisioning, from deposit 
guarantee schemes to orderly banking resolution, from off-balance-sheet accounting to 

regulating the shadow banking system, from derivatives trading to securitization, etc. 

25.45 Remarkably, following the crisis and several authoritative reports on its causes,46 all major 
financial economies are putting in place a new dimension of financial oversight: systemic 
risk surveillance, also known as macro-prudential supervision. This new function, hitherto 
exercised by central banks alone as an ancillary function to their monetary stability task, 
needs now to be enhanced and its methodologies developed, so as to cover all sectors of the 
financial market and external developments, and all kind of systemic risks, and co take 
measures aimed at identifying and pre-empting future crises. At the global level, this new 
function is now vested by the G-20 leaders in are shaped Financial Stability Board47 and in 
the International Monetary and Financial Committee of the IMF. 

25.46 Thus, in the overall focus of the institutional reaction to this crisis the general interest 
that has motivated public interventions on a global and massive scale is precisely the 
preservation of trust in the financial system as a whole. This, incidentally, has a facet that 
concerns roday's concept of money: the whole set of measures, whilst aimed at the macro
economic objectives of preserving employment and growth, has the effect of protecting the 

43 The Northern Rock bank case in the UK in late 2007. 
44 Northern Rock was a solvent bank, but suffered liquidity mismanagement when the mortgage bond 

marker stopped in August 2007 which impacted its capacity to refinance. Some publ ic commun icae,ions by 
the Bank of England at that time did not hel p public trust in Northern Rock. In some respects, it was an 
isolated case. 

45 By way of stare guarantees for securi ties issued by credit institutions; by acquisition programmes for 
damaged assets; or by re-capitalization schemes. 

46 The Laro iereReporr (<http:// ec.euwpa.eu/commission_barroso/presidenr/pdf/staremenr_20090225_ 
en .pdf>); the F A-Turner Review (< http://www.fsa .gov. uk/pubs/other/rumer_review.pdf>); rhc House 
of Lords Report (<lm p://wvvw.publicarions.parliament.uk/pa/ld200809/ldselecr/ldeucom/1 06/10604. 
htm>), the House of Commons Rep orr ( <http:l/www. pu bl icarions. parliament. uk/ pal cm200809/ cmselect/ 
cmtreasy/767/767 .pdf>). 

47 See: d mp:/ /www.fi nancialsrabilityboard.org/>. 
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reliance on and the continued use of scriptural money, for which a trustworthy banking 
system's functioning is vital. One of the consequences, if not the objectives, of govern
ments' and central banks' massive reactions to the crisis is to protect the deposits in banks, 
that is, scriptural money, as a fundamental pre-requisite to a well-functioning real economy 
where adequate liquidity is of essence. That is clear, for instance, in the upgrade of the 
deposit guarantee schemes in Europe; but also in all efforts being made by central banks 
and by governments regarding the liquidity of the banking system. The financial crisis 
2007 to 2009 has proven the institutional theory of money: money is no more than a credit 
claim that creditors are ready to accept because it is generally transferable as a means of 
exchange, or may be in the bank without risks as a store of value, thanks to a legal and regu
latory framework organizing: (1) its creation in a manner that preserves over the course of 
time its purchasing power; (2) its availability (even in times of crisis); and (3) its functional
ity for daily use by all economic agents. 

G. Conclusions 

It is submitted that neither the state theory of money as defined by German doctrine and 25.47 
taken up by FrederickA Mann in his reference bookLegalaspectofmoney, nor the societary 
theory of money as defined by Ascarelli, are adapted to today's world, where money is a 
dematerialized concept-basically just a name-without intrinsic or extrinsic value, hav-
ing the legal nature of a contractual claim against either the central bank or against a credit 
institution, where the institutional and normative framework is the conceptual centre of 
gravity. It is because of this institutional and legal framework that economic agents give 
credibility to a medium of exchange that has no pre-determined established value, which is 
no more than a concept, where its physical representation, banknotes and coins, are not 
redeemable. Money is no more than legal claims, credit claims, against either central or 
commercial banks, but within a framework that ensures stability of purchasing power, 
availability, and functionality. As money consists merely of claims, it requires a sound 
set-up on which society can rely, using such claims to settle with confidence a myriad 
of monetary debts every day, with the assurance that the system is legally sound, and is 
managed by institutions that are free from variable political interferences and only aim at 
price stability (that is, constant purchasing power) within a stable financial system. 

In support of the old state theory of money, it has been argued that it is for the state to 25.48 

organize the monetary system and to adopt legislation, both for central banks and for the 
banking and payment systems,48 as well as civil and monetary law. However, the original 
state theory of money is based on the sovereign's power to establish the value of money, in 
terms of gold, silver, copper, US dollars, pounds sterling, or other. The sovereign no longer 
has this power. States are deprived of the capacity to determine the value of money, of 
the capacity to influence the central banks in any direction, and even of the hitherto long
established right to be financed by the central bank. Central banks are state bodies, but they 

48 Rosa M Lastra, Legal Foundations of International Monetary Stability (Oxford: Oxford University Press, 
2006) 21. 
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could as well be private or supranacional: they just need ro be independent, equipped 
wirh the necessary rools, have a clear mandate to preserve the purchasing power of money, 
and be able to perform within a framework that procures financial stability. 

25.49 This institutional theory of money recognizes the parameters of to day's economies: money 

is just a non-redeemable claim against a cemral bank or a credit in rirution, where scrip
tural money can prevail over cash because the institutional set-up facilitates the availability, 
functionality, and reliability of this dematerialized asset; where there is neither an inrrinsic 

nor extrinsic pre-set value for that asset, but where such value depends on the monetary 

policy of an independent and capable central bank. It is a world without objective anchors 

for money> ocher chan rhein rirurional and normative framework. 
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