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One of the strengths of Modern Monetary Theory (MMT) is that it provides a clean analytical
framework for the analysis of "modern" economies (economies with a free-floating currency
and which controls its central bank). One of the ways in which it does this is to consolidate the
central bank with the fiscal side of the central government. Such a consolidation has extremely

important effects for understanding government default risk, and is controversial as a result.
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UPDATE: This text was incorporated into the eReport Understanding Government Finance (link).
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It should be noted that this is a somewhat abstract issue, and it was generally not the direct
topic of debates. Instead, academic debates revolved around the more concrete implications
of this issue. However, since the concept is consolidation is used a lot within MMT, this topic
provides a natural starting point for addressing those other debates. However, 1 keep the

discussion here relatively short, as I hope to discuss the more substantive issues elsewhere.
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What Is Consolidation?
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Consolidation is a term from accounting, and it is a merger of the accounting statements of
two (or more) entities. Financial analysts use consolidated accounting statements all of the
time, possibly without realizing it. Pretty well every major multinational "corporation” actually
consists of dozens if not thousands of separate legal entities. When analysts look at the
financial statements of a public corporation, what they are looking at are the consolidated

statements of all of the underlying corporate entities.
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What we are interested in here is the consolidation of the central bank and the rest of the
central government, which is the "fiscal arm" of government. I will refer to the fiscal
component of the government as "the Treasury" herein, although it may be labelled "the
Ministry of Finance" in some countries (such as in my home country of Canada). For the
purposes of economic analysis, we typically are only concerned with monetary policy and fiscal
policy, and so we abstract away from the other components of the central government (such

as the judiciary).
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If we used corporate accounting principles, my feeling is that the Bank of Canada and the
United States Federal Reserve would qualify for consolidation with the rest of their respective
Federal Government. The central banks are wholly-owned subsidiaries*, they work within a
framework dictated by the rest of the government, and the top officers are political appointees.

Their "independence" is roughly the same level of autonomy that other subsidiaries have.
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However, governments use a different set of accounting principles, and the Treasury and the
central bank are not consolidated. Therefore, the consolidation accounting has to be applied

by the analyst.
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An example of consolidation is given below, starting from a much simpler starting point than
the full set of national accounts. In it, the Treasury and Central Bank behave in a fashion
similar to the Canadian Federal Government. The main simplification of this framework is
that "bank reserves" no longer exist. In terminology that only applies to the American banking
system, the "required reserve ratio is 0%". (In Canada, a deposit at the central bank is referred
to as a "settlement balance".) T will discuss further how government finances operate in

Canada in later articles.
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First is the balance sheet of the Treasury. I assume that the government has non-specified
fixed assets with a value of $200, a deposit at the central bank**, as well as 100% ownership
of the Central Bank worth $5. The Treasury has $180 in bonds outstanding (which
presumably includes Treasury Bills as well). This leaves the government with Capital (equity)
of $55. [Update: [ added the value of the central bank equity to the balance sheet; I previously
had accounted for the Treasury as a stand-alone entity which is incorrect. Thanks to Joseph

Laliberté for spotting that problem.]
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Treasury MBA

Assets HEDOH

Deposits at Central Bank | $30 o ERIT~ D THE | $30
Fixed Assets $200 [ 7 & $200
Equity in Central Bank | $5 hogRfT O/ | $5
Liabilities =Li-{2F: 1

Government Bonds $180 N $180
Capital $55 B $55

The central bank does not have deposits from private banks ("reserves" or "settlement
balances"). Therefore, the only liabilities of the central bank are currency (dollar bills and
coins) as well as a deposit from the Treasury. The Central Bank operates with only $5 in
Capital. This bank is following standard modern procedure (for the "Anglo" economies - see
the note below on "overdraft economies"), and only has Government Bonds (including
Treasury Bills) as financial assets, and with $2 of fixed capital (a very small currency

museum?).
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Assets KE

Government Bonds $75 NE $75
Fixed Assets $2 [i] 7E & $2
Liabilities =L

Currency $42 WE $42
Deposit from Treasury || $30 MEADTHSE || $30
Capital $5 =N $5

What happens if we consolidate the Central Bank and the Treasury? When we consolidate

two entities, we net out claims between the two. The final result is:
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Consolidated LG BUR
Assets KE

Fixed Assets $202 [ 5 E 2 | $202
Liabilities =L

Currency $42 B $42
Government Bonds | $105 N $105
Capital $55 A $55

The changes include:

e The Central Bank's holdings of Government Bonds are netted out. All we are left is



the $105 in bonds that are held outside of the Central Bank.

e The Treasury's deposit at the central bank is both a liability and an asset to the
consolidated entity, and is netted out to zero.

e Fixed Assets represent all fixed assets on both balance sheets, and is the sum of the
two values. The consolidated Capital is equal to the original Capital of the Treasury,
as it already included the Capital of the Central Bank. (In a real world example,
consolidated balance sheet valuations may be different than is the case for the
unconsolidated entities. This might result from using historical costs versus market
cost to value assets and liabilities. In such a case, Capital would need to be adjusted to
bring the balance sheet back into balance.) [Update: corrected. ]

From the perspective of entities outside the government, all that matters are their (net)
financial assets, which are Currency holdings ($42) and their Government Bond holdings
($105). These amounts are unaftected by consolidation. This is why consolidation makes for
a cleaner economic model - it reduces the number of variables to be tracked, but it does not

affect the position of the non-government sector.
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[Update.] As Neil Wilson helpfully informed me, the United Kingdom publishes a

consolidated set of accounts - the Whole of Government Accounts (link). At the time of




writing, [ am unaware of other developed countries that follow suit.
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Aside: Overdraft Economies
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The above example is one where the central bank buys central government bonds, which is
standard practice in the "Anglo" economies (Canada, United States, United Kingdom,
Australia). This framework is fairly standard for MMT analysis. However, not all central banks
operate in this fashion. An alternative framework is for private banks to borrow directly from
the central bank, possibly in the form of overdrafts (a negative deposit balance). In such an

"overdraft economy", the assets of the central bank are loans to private banks.
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This is discussed in Section 4.3.8 in Professor Marc Lavoie's textbook Post-Keynesian

Economics: New Foundations. This distinction in operating procedures has shown up in

arguments between MMT economists and those in the other wings of the post-Keynesian
school. T will not discuss those arguments here, but it should be noted that consolidation of
the Central Bank and the Treasury in an overdraft economy accomplishes little, as inter-
government claims are greatly reduced. That said, it is unclear how much of a difference this

makes in practice.
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Why Does This Matter?
B ZNHEE RO ?

There is not a whole lot of agreement between various camps of economists around many
topics of government finance. However, there appears to agreement upon the following point:
in a regime where the currency is non-convertible, a central bank can be insolvent (have
negative equity), but it cannot be illiquid (unable to meet payment obligations). (In a regime
where there is a legal obligation for the central bank to convert currency into something
external, such as gold, the central bank could become illiquid.) This means that central banks

in such a regime should be free of default risk.
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Therefore, if we consolidate the Treasury with the Central Bank, the Treasury will inherit this
property. To use mathematical terminology, being able to consolidate the Central Bank with
the Treasury is a necessary and sufficient condition for Treasury bonds being default risk free.
I think it would be safe to argue that there is little consensus about floating currency

governmental default risk, hence there is little consensus about the validity of consolidation.

it o T, Fh7= b BMBA & P RERIT 28 T BB ICd ZoWERED 5 Z L ic
5o B RHGEEZH VS o1 E, PORITE WBEENEEcE 2wl Z i, MBEAD
MHEBT 7N T LY RIPENE NI 2D, BEFHEETH D, FAITIE, XKD XD
CHiC 200 RE7255 LBbhs, Thbb, ZEHEGHOBEZH T 2BIFDOT 7 4 v
FYRZICOWTaveYHABIRLAERON WS L0, EEPELYRFRELL
W RIZOWTH, FHIRTIZIZIE 2 Ve v AP EREZ L S-oTInWTH A I,

The MMT Position
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My interpretation of the Modern Monetary Theory position on this topic can be summarised
as follows. It is not based upon particular references, rather it is my restatement of strands of

thought that I believe is consistent with the existing literature.
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1. The best way to analyse a floating currency government is with the Central Bank and
Treasury consolidated. (This is a positive - "value free" - statement about economic
theory.***)

2. MMT economists have delved into the details of monetary operations in the
developed economies with free-floating currencies, and used this evidence to argue
that consolidation is a valid analytical technique. (This is an empirical statement.)

3. Governments should organise their monetary operations in such a way that

consolidation is never called into question. (This is a normative statement.)
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[ agree with position (1) in my list above; consolidation is the best way of analysing an
economy. The only question is whether it is theoretically justified. Since I do not believe that
default risk is significant, I believe that it is justifiable. The justification of that stance is
relatively complex. I would need to delve into the operational details of monetary and fiscal
operations (following the lines of the research done in statement (2)). I hope to cover these

topics in greater detail in later articles.
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Additionally, it should be noted that the value of consolidation in analysis is aimed more at
the development of models of the economy - either verbal or mathematical. The idea is that
consolidation guides our thinking about how the economy behaves. If one is interested in a
detailed analysis of the structure of the national accounts, consolidation may or may not be
useful. From the point of view of an analyst, the fact that national accounts are typically given
in unconsolidated form is an advantage, as that provides extra information. Diligent equity
and credit analysts would be very happy to be able to get unconsolidated accounts for public
corporations, so that they could get a much better handle on the fortunes of various

subsidiaries. [Update: this paragraph was added in response to comments by Ramanan. ]
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As for (3), the standard MMT proscription is for the government to stop issuing bonds; its
only liability would be money. Although I do not think there would be dramatic effect (with
Quantitative Easing, Japan and the United States is halfway there), the policy environment
would be different (nominal risk-free interest rates would be stuck at 0% permanently).
However, it would be trivial for the government to keep issuing bonds but change operating
procedures and still ensure that the central government would never face the possibility of
default for financial reasons. These procedural changes would have no observable effect on
the economy. It appears that the only reason these changes have not been made is the result

of economic superstitions. [ hope to discuss this issue further in later articles.
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Postscript: Mainstream View
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I have never seen consolidation come up within mainstream economic analysis. There has
been analysis of sovereign default risk, analysis which could be best described as confused.
But if we look at standard Dynamic Stochastic General Equilibrium models, consolidation
would be justified. (I am referring to models similar to those found in Woodford's Interest

and Prices.)

FEROBEF W OPICHFEBIF L I ZEZTTBBENTzD %2 FARR7ZZ D70, V7Y
VT 74N YRT DY ﬁiﬁbﬂf%t@ ZNHRE D72 DTH o, L
L. 147 DSGE (Dynamic Stochastic General Equilibrium models, B2 [ 1) —fi%
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Within these models, fiscal policy is specified as an exogenous set of primary fiscal balances,
and monetary policy consists of the central bank setting an interest rate by trading Treasury
Bills (versus money). (There are typically no bonds within these models, just 1-period
Treasury Bills.) Within the models, the two arms of government are thought of as distinct,
but the accounting are effectively consolidated. What matters within the model are the private

sector holdings of money and Treasury Bills, and inter-governmental claims are not tracked.
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As for default, the word does not even appear in the index of Woodford's 785 page book. The
governmental budget constraint implies that Treasury Bills are rolled over every period
without incident. Within the context of such models, default is unthinkable. This makes the

case for consolidation water-tight.
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Footnotes:

Rl

* There is a certain amount of silliness surrounding the ownership structure of the United
States Federal Reserve floating around on the internet. Private banks do own the equivalent
of preferred shares, but what matters for the purposes of corporate control are common equity.

This class of equity is wholly under the control of the United States Government.
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** In Canada, this is the Consolidated Revenue Fund of Canada (Wikipedia link). Canada

does not deposit government money at private banks, which is a practice that the United
States Treasury uses periodically to smooth cash flows within the American banking system.

Avoiding complications like that is one advantage of using the Canadian system as an example.
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*#* One could reasonably argue that it is very difficult for economic analysis to be "value free".
But in this case, I find it hard to see what ideological positions could bias the relative merits

of accounting treatments within an economic model.
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