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CHAPTER One 

DEFINITION, STAGES IN THE DEVELOPMENT OF MONEY & BARTER 
SYSTEM 

 

1 Money 
Money is any item or verifiable record that is generally accepted as payment for goods 
and services and repayment of debts in a particular country or socio-economic context. 
The main functions of money are distinguished as: a medium of exchange; a unit of 
account; a store of value; and, sometimes, a standard of deferred payment. Any item or 
verifiable record that fulfills these functions can be considered as money. 

Money is historically an emergent market phenomenon establishing commodity money, 
but nearly all contemporary money systems are based on money. Flat money, like any 
check or note of debt, is without use value as a physical commodity. It derives its value by 
being declared by a government to be legal tender; that is, it must be accepted as a form 
of payment within the boundaries of the country, for "all debts, public and private". 

The money supply of a country consists of currency (banknotes and coins) and, 
depending on the particular definition used, one or more types of bank money (the 
balances held in checking accounts, savings accounts, and other types of bank accounts. 
Bank money, which consists only of records (mostly computerized in modern banking), 
forms by far the largest part of broad money in developed countries. 

Measure of value 
A unit of account (in economics), is a standard numerical monetary unit of measurement 
of the market value of goods, services, and other transactions. Also known as a 
"measure" or "standard" of relative worth and deferred payment, a unit of account is a 
necessary prerequisite for the formulation of commercial agreements that involve debt. 

Money acts as a standard measure and common denomination of trade. It is thus a basis 
for quoting and bargaining of prices. It is necessary for developing efficient accounting 
systems. 

Medium of exchange 
Money enables anyone who has it to participate equally in market. When consumers use 
it to purchase something, they are essentially making a bid in response to an asking price. 
That is what brings order and predictability to the marketplace. Producers know what to 
produce and how much to charge and consumers can plan their budgets around 
predictable pricing. 
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When money, as represented by a currency, is no longer viable as a medium of exchange, 
or its monetary units can no longer be accurately valued, there is no predictability, no 
ability to plan, no ability to gauge supply and demand. In short, the markets become 
chaotic. Prices are bid up for fear of scarcity and the unknown, and supply is diminished 
from hoarding and the inability of producers to replace it quickly enough. 
 
Representative 
In 1875, the British economist William Stanley Jevons described the money used at the 
time as "representative money". Representative money is money that consists of token 
coins, paper money or other physical tokens such as certificates that can be reliably 
exchanged for a fixed quantity of a commodity such as gold or silver. The value of 
representative money stands in direct and fixed relation to the commodity that backs it, 
while not itself being composed of that commodity. 
 
Fiat 
Fiat money or fiat currency is money whose value is not derived from any intrinsic value 
or guarantee that it can be converted into a valuable commodity (such as gold). Instead, 
it has value only by government order (fiat). Usually, the government declares the fiat 
currency (typically notes and coins from a central bank, such as the Federal Reserve 
System in the U.S.) to be legal tender, making it unlawful not to accept the fiat currency 
as a means of repayment for all debts, public and private. 
 

Coinage 
These factors led to the shift of the store of value being the metal itself: at first silver, 
then both silver and gold, and at one point there was bronze as well. Now we have 
copper coins and other non-precious metals as coins. Metals were mined, weighed, and 
stamped into coins. This was to assure the individual taking the coin that he was getting a 
certain known weight of precious metal. Coins could be counterfeited, but they also 
created a new unit of account, which helped lead to banking. Archimedes' 
principle provided the next link: coins could now be easily tested for their fine weight of 
metal, and thus the value of a coin could be determined, even if it had been shaved, 
debased or otherwise tampered with. 

In most major economies using coinage, copper, silver and gold formed three tiers of 
coins. Gold coins were used for large purchases, payment of the military and backing of 
state activities. Silver coins were used for midsized transactions, and as a unit of account 
for taxes, dues, contracts and fealty, while copper coins represented the coinage of 
common transaction. This system had been used in ancient India since the time of 
the Mahajanapadas. In Europe, this system worked through the medieval period because 
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there was virtually no new gold, silver or copper introduced through mining or 
conquest.  Thus the overall ratios of the three coinages remained roughly equivalent. 

Paper 
In pre modern China, the need for credit and for circulating a medium that was less of a 
burden than exchanging thousands of copper coins led to the introduction of paper 
money, commonly known today as banknotes. 
This economic phenomenon was a slow and gradual process that took place from the 
late Tang dynasty (618–907) into the Song dynasty (960–1279). It began as a means for 
merchants to exchange heavy coinage for receipts of deposit issued as promissory 
notes from shops of wholesalers, notes that were valid for temporary use in a small 
regional territory. In the 10th century, the Song dynasty government began circulating 
these notes amongst the traders in their monopolized salt industry. The Song 
government granted several shops the sole right to issue banknotes, and in the early 12th 
century the government finally took over these shops to produce state-issued currency. 
Yet the banknotes issued were still regionally valid and temporary; it was not until the 
mid-13th century that a standard and uniform government issue of paper money was 
made into an acceptable nationwide currency. The already widespread methods 
of woodblock printing and then Pi Sheng's movable type printing by the 11th century was 
the impetus for the massive production of paper money in pre modern China. 

At around the same time in the medieval Islamic world, a vigorous monetary 
economy was created during the 7th–12th centuries on the basis of the expanding levels 
of circulation of a stable high-value currency (the dinar). Innovations introduced by 
Muslim economists, traders and merchants include the earliest uses of credit, 
cheques, promissory notes, savings accounts, transactional accounts, 
loaning, trusts, exchange rates, the transfer of credit and debt, and banking 
institutions for loans and deposits. 

In Europe, paper money was first introduced in Sweden in 1661. Sweden was rich in 
copper, thus, because of copper's low value, extraordinarily big coins (often weighing 
several kilograms) had to be made. The advantages of paper currency were numerous: it 
reduced transport of gold and silver, and thus lowered the risks; it made loaning gold or 
silver at interest easier, since the specie (gold or silver) never left the possession of the 
lender until someone else redeemed the note; and it allowed for a division of currency 
into credit and specie backed forms. It enabled the sale of stock in joint stock companies, 
and the redemption of those shares in paper. 

However, these advantages held within them disadvantages. First, since a note has no 
intrinsic value, there was nothing to stop issuing authorities from printing more of it than 
they had specie to back it with. Second, because it increased the money supply, it 
increased inflationary pressures, a fact observed by David Hume in the 18th century. The 
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result is that paper money would often lead to an inflationary bubble, which could 
collapse if people began demanding hard money, causing the demand for paper notes to 
fall to zero. The printing of paper money was also associated with wars, and financing of 
wars, and therefore regarded as part of maintaining a standing army. For these reasons, 
paper currency was held in suspicion and hostility in Europe and America. It was also 
addictive, since the speculative profits of trade and capital creation were quite large. 
Major nations established mints to print money and mint coins, and branches of their 
treasury to collect taxes and hold gold and silver stock. 

At this time both silver and gold were considered legal tender, and accepted by 
governments for taxes. However, the instability in the ratio between the two grew over 
the course of the 19th century, with the increase both in supply of these metals, 
particularly silver, and of trade. This is called bimetallism and the attempt to create 
a bimetallic standard where both gold and silver backed currency remained in circulation 
occupied the efforts of inflationist. Governments at this point could use currency as an 
instrument of policy, printing paper currency such as the United States Greenback, to pay 
for military expenditures. They could also set the terms at which they would redeem 
notes for specie, by limiting the amount of purchase, or the minimum amount that could 
be redeemed. 

By 1900, most of the industrializing nations were on some form of gold standard, with 
paper notes and silver coins constituting the circulating medium. Private Banks and 
governments across the world followed Gresham's Law: keeping gold and silver paid, but 
paying out in notes. This did not happen all around the world at the same time, but 
occurred sporadically, generally in times of war or financial crisis, beginning in the early 
part of the 20th century and continuing across the world until the late 20th century, 
when the regime of floating fiat currencies came into force. One of the last countries to 
break away from the gold standard was the United States in 1971. 

No country anywhere in the world today has an enforceable gold standard or silver 
standard currency system. 

2 Barter System 
A barter system is an old method of exchange. This system has been used for centuries 
and long before money was invented. People exchanged services and goods for other 
services and goods in return. Today, bartering has made a comeback using techniques 
that are more sophisticated to aid in trading; for instance, the Internet. In ancient times, 
this system involved people in the same area, however today bartering is global. The 
value of bartering items can be negotiated with the other party. Bartering doesn't involve 
money which is one of the advantages. You can buy items by exchanging an item you 
have but no longer want or need. Generally, trading in this manner is done through 
online auctions and swap markets. 



5 Money Banking 

 

History of Bartering 

The history of bartering dates all the way back to 6000 BC. Introduced by Mesopotamia 
tribes, bartering was adopted by Phoenicians. Phoenicians bartered goods to those 
located in various other cities across oceans. Babylonian's also developed an improved 
bartering system. Goods were exchanged for food, tea, weapons, and spices. At times, 
human skulls were used as well. Salt was another popular item exchanged. Salt was so 
valuable that Roman soldiers' salaries were paid with it. In the middle Ages, Europeans 
traveled around the globe to barter crafts and furs in exchange for silks and perfumes. 
Colonial Americans exchanged musket balls, deer skins, and wheat. When money was 
invented, bartering did not end, it become more organized. 
Due to lack of money, bartering became popular in the 1930s during the Great 
Depression. It was used to obtain food and various other services. It was done through 
groups or between people who acted similar to banks. If any items were sold, the owner 
would receive credit and the buyer's account would be debited. 

3 Stages in development of money and Barter system 
Money, in and of itself, is nothing. It can be a shell, a metal coin, or a piece of paper with 
a historic image on it, but the value that people place on it has nothing to do with the 
physical value of the money. Money derives its value by being a medium of exchange, a 
unit of measurement and a storehouse for wealth. Money allows people to trade goods 
and services indirectly, understand the price of goods (prices written in dollar & cents 
correspond with an amount in your wallet) and give us a way to save for larger purchases 
in the future. 

Money is valuable merely because everyone knows everyone else will accept it as a form 
of payment - so let's take a look at where it has been, how it evolved and how it is used 
today. (To learn more about money itself, 

Money, in some form, has been part of human history for at least the last 3,000 years. 
Before that time, it is assumed that a system of bartering was likely used. 

Bartering is a direct trade of goods and services - I'll give you a stone axe if you help me 
kill a mammoth - but such arrangements take time. You have to find someone who thinks 
an axe is a fair trade for having to face the 12-foot tusks on a beast that doesn't take 
kindly to being hunted. If that didn't work, you would have to alter the deal until 
someone agreed to the terms. One of the great achievements of money was increasing 
the speed at which business, whether mammoth slaying or monument building, could be 
done. 
 
Slowly, a type of prehistoric currency involving easily traded goods like animal skins, salt 
and weapons developed over the centuries. These traded goods served as the medium of 
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exchange even though the unit values were still negotiable. This system of barter and 
trade spread across the world, and it still survives today on some parts of the globe. 
 
Asian Cutlery 
Sometime around 1,100 B.C., the Chinese moved from using actual tools and weapons as 
a medium of exchange to using miniature replicas of the same tools cast in bronze. 
Nobody wants to reach into their pocket and impale their hand on a sharp arrow so, over 
time, these tiny daggers, spades and hoes were abandoned for the less prickly shape of a 
circle, which became some of the first coins. Although China was the first country to use 
recognizable coins, the first minted coins were created not too far away in Lydia (now 
western Turkey). 
 
Coins and Currency 
In 600 B.C., Lydia's King Alyattes minted the first official currency. The coins were made 
from electrum, a mixture of silver and gold that occurs naturally, and stamped with 
pictures that acted as denominations. In the streets of Sardis, circa 600 B.C., a clay jar 
might cost you two owls and a snake. Lydia's currency helped the country increase both 
its internal and external trade, making it one of the richest empires in Asia Minor. It is 
interesting that when someone says, "as rich as Croesus", they are referring to the last 
Lydian king who minted the first gold coin. Unfortunately, minting the first coins and 
developing a strong trading economy couldn't protect Lydia from the swords of the 
Persian army. 
 
Not Just a Piece of Paper 
Just when it looked like Lydia was taking the lead in currency developments, in 600 B.C., 
the Chinese moved from coins to paper money. By the time Marco Polo visited in 1,200 
A.D., the emperor had a good handle on both money supply and various denominations. 
In the place of where the American bills say, "In God We Trust," the Chinese inscription 
warned, "All counterfeiters will be decapitated." 

Europeans were still using coins all the way up to 1,600, helped along by acquisitions 
of precious metals from colonies to keep minting more and more cash. Eventually, the 
banks started using bank notes for depositors and borrowers to carry around instead of 
coins. These notes could be taken to the bank at any time and exchanged for their face 
values in silver or gold coins. This paper money could be used to buy goods and operated 
much like currency today, but it was issued by banks and private institutions, not the 
government, which is now responsible for issuing currency in most countries. 

The first paper currency issued by European governments was actually issued by colonial 
governments in North America. Because shipments between Europe and the colonies 
took so long, the colonists often ran out of cash as operations expanded. Instead of going 
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back to a barter system, the colonial governments used IOUs that traded as a currency. 
The first instance was in Canada, then a French colony. In 1685, soldiers were issued 
playing cards denominated and signed by the governor to use as cash instead of coins 
from France. 

Money Travels 
The shift to paper money in Europe increased the amount of international trade that 
could occur. Banks and the ruling classes started buying currencies from other nations 
and created the first currency market. The stability of a particular monarchy or 
government affected the value of the country's currency and the ability for that country 
to trade on an increasingly international market. The competition between countries 
often led to currency wars, where competing countries would try to affect the value of 
the competitor's currency by driving it up and making the enemy's goods too expensive, 
by driving it down and reducing the enemy's buying power (and ability to pay for a war), 
or by eliminating the currency completely. 
 
Mobile Payments 
The 21st century gave rise to two disruptive forms of currency: Mobile payments and 
virtual currency. A mobile payment is money rendered for a product or service through a 
portable electronic device such as a cell phone, smartphone or PDA. Mobile payment 
technology can also be used to send money to friends or family members. Increasingly, 
services like Apple Pay and Samsung Pay are vying for retailers to accept their platforms 
for point-of-sale payments. 
 
Virtual Currency 
Bit coin, invented in 2009 by the pseudonymous Satoshi Nakamoto became the gold 
standard--so to speak--for virtual currencies. Virtual currencies have no physical 
coinage. The appeal of virtual currency is it offers the promise of lower transaction fees 
than traditional online payment mechanisms and is operated by a decentralized 
authority, unlike government issued currencies. 
 
 
The Bottom Line 
Despite many advances, money still has a very real and permanent effect on how we do 
business today. 
 
  

https://www.investopedia.com/terms/i/iou.asp
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CHAPTER Two 

CHARACTERISTICS OF BARTER SYSTEM 
 

1 Barter System 
Barter is a system of exchange where goods or services are directly exchanged for other 
goods or services without using a medium of exchange. 

2 Characteristics of Barter System 
In barter system goods can be exchanged against good and there is no involvement of 
money in such system. Barter system is old & out dated system and currently there is no 
effective existence of this system. 

1) No Role of Money 
In barter system, money does not play any role and such system works without 
money. In old days, when there was no concept of money, barter system was the 
only option for trade. This system became obsolete on introduction of money. 
 

2) Goods Exchanged for Goods 
In barter system goods were exchanged against good, keeping in view modern 
money in mind, we can say that goods were used as money. 
 

3) Intensity of Want & Negotiation 
Barter system is based on the intensity of want for a good and negotiation 
between two parties for exchange of goods. Barter system does not support the 
proper market concept of free economy. 
 

4) Limited & Essential Goods Concept 
Barter system only supports the production of limited and essential goods, which 
can easily be exchanged with other goods. There is no effective market for non-
essential or luxury goods. 
 

5) Effective for Limited Population 
Barter system is only effective for limited population, where people know the 
need of other and producing the required goods according demand. Barter system 
does not support large production, and people would produce the goods which 
can be exchanged. 
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6) Stability in Economy 
Stability in the economy is one of the important characteristics of barter system. 
There is no artificial shortage and inflation in the barter system. In barter system 
demand & supply does not depends on the prices and therefore it function in 
stable and smooth way. 

3 Disadvantages and Advantages of Bartering 
Just as with most things, there are disadvantages and advantages of bartering. A 
complication of bartering is determining how trustworthy the person you are trading 
with is. The other person does not have any proof or certification that they are 
legitimate, and there is no consumer protection or warranties involved. This means that 
services and goods you are exchanging may be exchanged for poor or defective items. 
You would not want to exchange a toy that is almost brand new and in perfect working 
condition for a toy that is worn and does not work at all would you? It may be a good 
idea to limit exchanges to family and friends in the beginning because good bartering 
requires skill and experience. At times, it is easy to think the item you desire is worth 
more than it actually is and underestimate the value of your own item. 
 
On the positive side, there are great advantages to bartering. As mentioned earlier, you 
do not need money to barter. Another advantage is that there is flexibility in bartering. 
For instance, related products can be traded such as portable tablets in exchange for 
laptops. Or, items that are completely different can be traded such as lawn mowers for 
televisions. Homes can now be exchanged when people are traveling, which can save 
both parties money. For instance, if your parents have friends in another state and they 
need somewhere to stay while on a family vacation, their friends may trade their home 
for a week or so in exchange for your parents allowing them to use your home. 

Another advantage of bartering is that you do not have to part with material items. 
Instead, you can offer a service in exchange for an item. For instance, if your friend has a 
skateboard that you want and their bicycle needs work, if you are good at fixing things, 
you can offer to fix their bike in exchange for the skateboard. With bartering two parties 
can get something they want or need from each other without having to spend any 
money. 

Disadvantages of Barter System 
Despite its usefulness there are certain disadvantages of barter system as given below: 

 Lack of Double Coincidence of Wants 
For a successful transaction of goods, satisfaction of both the parties is must. It 
means that a person having some good and looking for its exchange with the 
other good must get that. For example a person has a piece of cloth and he wants 
to exchange it with wheat, first of all he will have to search for such a person who 
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possesses it and secondly he is willing for exchange. This exercise usually takes a 
long time and consumes energy therefore the system did not succeed. 
 

 Lack of Common Measure of Value 
The second important drawback is the lack of common measure of value. If two 
persons come across each other to willingly exchange their goods, then what will 
be the common yardstick to measure the value of different goods for the purpose 
of exchange? For example if one person has meat and the other has fruit, then 
how would this exchange take place as both these goods are measured in 
different units. Furthermore for every new transaction the determination of value 
will be required afresh. 
 

 Indivisibility of Goods 
In this system sometimes indivisibility of certain goods becomes a problem due to 
which exchange of different goods do not take place. For example a person having 
cycle and he wants to avail some cloth, oil and rice. Now how would he distribute 
his cycle to avail different units of different commodities? As a matter of fact the 
cycle in parts is of no value for those who possess the cloth, oil and rice. 
 

 Lack of Store of Value 
It means people cannot store the value of goods because majority of goods when 
stored are either worn out or become less useful. For example wheat, rice, sugar, 
etc. cannot be stored for a long time. However in the case of money the value of 
any kind of good can be stored. 
 

 Inconvenience in Lending and Borrowing 
In the system due to the time lapse, the value of goods may decrease which affect 
those who generally lend because at the time when they lend the goods may be of 
high value but it is quite possible when the goods are returned after some time, it 
may not have the value as it had before. For example at the time of scarcity, a 
person borrows some wheat from another person and returns it back after some 
time when it is abundant. Here the lender suffers because at the time of lending 
the value of wheat was so high while at the time of return the value is decreased. 
 

 Transfer of Wealth 
Under the direct exchange, it is difficult to transfer certain goods from one place 
to another which in the case of money is quite easy. A person having a house 
cannot shift it from one place to another while he can transfer its value in the 
form of money. 
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 Inconvenience in Government Receipts and Payments 
Under the barter system it is extremely difficult for a government to collect taxes 
because there are certain issues like types of taxes, different goods, collection and 
storage problems, similarly payment to government servants in the form of goods 
would also be extremely difficult. 

 

Advantages of Barter system 
Some of the advantages of Barter system are: 

 It is a simple system free from the complex problems of the modern monetary 
system. 

 The problems of international trade, like foreign exchange crisis and adverse 
balance of payments, do not exist in the barter system. 

 Personal and natural resources are perfectly utilized to meet the requirements of 
the society without involving any wastage. 
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CHAPTER Three 

MONETARY STANDARDS 
 
1 Monetary Standards 
A monetary standard is a set of institutions and rules governing the supply of money in 
an economy. These rules and institutions collectively constrain the production of money. 
Through its constraints on money creation, the standard indirectly acts on prices. A 
monetary standard may also affect the rate of growth of real economic output, but that 
depends on expectations. Monetary institutions may also affect other economic 
institutions, which themselves influence economic growth. 

The banking and financial system interacts with the monetary standard and differences in 
the one may affect how the other operates. Though very important, the banking and 
financial system is not my main focus. 

2 Types of Monetary Standards 
1. Monometallic or Single Standard 
2. Bimetallism or Double Standard 
3. Paper Currency Standard (Managed Currency Standard) 

 
Monometallic or Single Standard 

When only on metal is adopted as the standard money and is made legal tender for all 
payments, the system is known as monometallic or single standard. For example, now 
many countries have the Gold Standard. Suppose a country has adopted silver as the 
standard money, then it is said to have Silver Standard. For example, England was on 
Silver Standard until 1816. 
 
Bimetallism or Double Standard 

If two metals are adopted as standard money and if a legal ratio is established between 
the value of the two metals, then the system known as bimetallism or double standard. 
In other words, under this system, gold and silver circulated as legal tender money and 
there was a legally fixed ratio of exchange between them. Usually, two metals used 
under bimetallism are gold and silver. Bimetallism was adopted in France in 1803. Later 
on, it was adopted by other countries like Belgium, Switzerland and Holland. Bimetallism 
has certain advantages and disadvantages. 
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Advantages 

 It would secure greater stability of prices. It there is monometallism, the supply of 
only one metal could not satisfy the monetary demand satisfactorily. The 
increasing demand for money should be accompanied by an increase in the supply 
of money. Otherwise, there cannot be a stable price level. Therefore, if there is 
bimetallism, the supply of two metals put together will be steadier than that of 
any one of them. Just as two drunkards might walk more steadily when they walk 
hand in hand, the supply of two metals under bimetallism will make price level 
more stable. 

 Bimetallism would promote stable exchange rates between countries using gold 
and countries using silver. 

 The supply of gold would not be sufficient for the currency requirements if all 
countries adopted gold standard, that is, if they adopted universal monometallic. 

 Bimetallism will keep world prices stable. 

 

Disadvantages 

 There is a great difficulty in maintaining the mint ratio (legal ratio) between the 
two metals because market ratio will often fluctuate. 

 Gresham’s law that bad money drives out good money will operate. 

 Bimetallism cannot work if only one country adopted it. All countries in the world 
should adopt it. 

 It may result in a lot of confusion, particularly, if there are differences between the 
legal ratio and market ratio of the two metals. So bimetallism may not remedy the 
defects of gold standard; it may increase the difficulties. 

Paper Currency Standard (Managed Currency Standard) 

Under the system, as the name indicates, the currency of the country will be in paper. 
Paper money consists of bank notes and government notes. Generally, under the system, 
the currency system will be managed by the Central Bank of the country. Hence, the 
system sometimes is referred to as managed paper currency standard. Almost all 
countries in the world have managed currency standard. The paper currency has certain 
advantages and disadvantages. 
 

Advantages and Disadvantages of Paper Money 

Paper money is economical. Its cost of production is negligible. It is convenient to handle 
and it is easily portable. It is homogeneous. Its supply can be made elastic. And its value 
can be kept stable by proper management. Paper currency can function very effectively 
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as money, provided, there is proper control of it by the managing authority. It is ideal for 
internal trade. But for international trade and payments, gold is still found necessary. 

However, paper money has two great disadvantages. There is the danger of over-issue of 
paper money by the managing authorities. Over-issue of currency will result in a rise in 
prices, adverse foreign exchange rates and many other evils. The over-issue of paper 
money has ruined many countries in the past. Another disadvantage of paper money is 
that it will not have universal acceptance. It is recognized as money only in the country 
where it is issued. For others, paper money is just bits of paper. Gold, on the other hand, 
has universal acceptance. 
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CHAPTER Four 

INFLATION, DEFLATION AND STAGFLATION 
 
1 Inflation 
Inflation is defined as a sustained increase in the general level of prices for goods and 
services in a county, and is measured as an annual percentage change. Under conditions 
of inflation, the prices of things rise over time. Put differently, as inflation rises, every 
dollar you own buys a smaller percentage of a good or service. When prices rise, and 
alternatively when the value of money falls you have inflation. 
 
The value of a dollar (or any unit of money) is expressed in terms of its purchasing power, 
which is the amount of real, tangible goods or actual services that money can buy at a 
moment in time. When inflation goes up, there is a decline in the purchasing power of 
money. For example, if the inflation rate is 2% annually, then theoretically a $1 pack of 
gum will cost $1.02 in a year. After inflation, your dollar does not go as far as it did in the 
past. This why a pack of gum cost just $0.05 in the 1940’s – the price has risen, or from a 
different perspective, the value of the dollar has declined. In recent years, most 
developed countries have attempted to sustain an inflation rate of 2-3% by 
using monetary policy tools put to use by central banks. This general form of monetary 
policy is known as inflation targeting. 

Causes of Inflation 

There is no single theory for the cause of inflation that is universally agreed upon by 
economists and academics, but there are a few hypotheses that are commonly held. 
 

 Demand-Pull Inflation 

 Cost-Push Inflation 
 

2 Deflation 
Deflation is a contraction in the supply of circulated money within an economy, and 
therefore the opposite of inflation. In times of deflation, the purchasing power of 
currency and wages are higher than they otherwise would have been. This is distinct 
from but similar to price deflation, which is a general decrease in the price level, though 
the two terms are often mistaken for each other and used interchangeably. 

Causes of Deflation 

By definition, monetary deflation can only be caused by a decrease in the supply of 
money or financial instruments redeemable in money. In modern times, the money 
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supply is most influenced by central banks, such as the Federal Reserve. Periods of 
deflation most commonly occur after long periods of artificial monetary expansion. 
 
There are two principle causes of price deflation. The first is a general increase in the 
demand for cash savings by consumers and businesses. This could be because consumers 
are uncertain, or because their time preferences for consumption have lengthened. The 
second cause is a general increase in economic productivity, which grows the supply of 
goods and boosts the purchasing power of incomes. 
 
Price deflation through increased productivity is different in specific industries. Consider 
the technology sector, for example. In 1980, the average cost per gigabyte of data was 
$437,500; by 2010, the average gigabyte cost 3 cents. The decline of price of advanced 
technology greatly increasing the standard of living around the world. 
 

3 Stagflation 
A condition of slow economic growth and relatively high unemployment – 
economic stagnation – accompanied by rising prices, or inflation, or inflation and a 
decline in Gross Domestic Product (GDP). Stagflation is an economic problem defined in 
equal parts by its rarity and by the lack of consensus among academics on how exactly it 
comes to pass. 
 
Causes of Stagflation 
There are two main theories on what causes stagflation. One theory states that this 
economic phenomenon is caused when a sudden increase in the cost of oil reduces an 
economy's productive capacity. Because transportation costs rise, producing products 
and getting them to shelves gets more expensive and prices rise even as people get laid 
off.  
 
Another theory is that the confluence of stagnation and inflation are results of poorly 
made economic policy. Simply allowing inflation to go rampant, and then suddenly 
snapping the reigns on inflation is one example of poor policy that some have argued can 
contribute to stagflation, while others cite harsh regulation of markets, goods, and labor 
combined with allowing central banks to print excessive amounts of money are cited as 
another possible cause of stagflation.  
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CHAPTER Five 

CENTRAL BANK AND ITS ROLE IN THE ECONOMIC DEVELOPMENT 
 
1 Central Bank 
A central bank is an independent national authority that conducts monetary 
policy, regulates banks, and provides financial services including economic research. Its 
goals are to stabilize the nation's currency, keep unemployment low, and 
prevent inflation.  
 
Most central banks are governed by a board consisting of its member banks. The 
country's chief elected official appoints the director. The national legislative body 
approves him or her. 
 
That keeps the central bank aligned with the nation's long-term policy goals. At the same 
time, it's free of political influence in its day-to-day operations. The Bank of England first 
established that model.  

2 Central Bank and Its Role in Economy 
The central bank is regarded as the supreme monetary authority in every country, and 
accordingly it has to perform various useful functions for ensuring smooth functioning of 
the economy. Besides the discharge of certain traditional functions the central bank in a 
developing economy can play a special role, as is true of the Reserve Bank. 
 

3 Monetary Policy 
Central banks affect economic growth by controlling the liquidity in the financial 
system. They have three monetary policy tools to achieve this goal. 
 
First, they set a reserve requirement. It's the amount of cash that member banks must 
have on hand each night. The central bank uses it to control how much banks can lend. 
Second, they use open market operations to buy and sell securities from member banks. 
It changes the amount of cash on hand without changing the reserve requirement. They 
used this tool during the 2008 financial crisis. Banks bought government bonds and 
mortgage-backed securities to stabilize the banking system. Third, they set targets 
on interest rates they charge their member banks. That guides rates for loans, 
mortgages, and bonds. Raising interest rates slows growth, preventing inflation. 



CENTRAL BANK AND ITS ROLE IN THE ECONOMIC DEVELOPMENT 18 

 

4 Bank Regulation 
Central banks regulate their members. They require enough reserves to cover potential 
loan losses. They are responsible for ensuring financial stability and protecting 
depositors' funds. 

5 Provide Financial Services 
Central banks serve as the bank for private banks and the nation's government. That 
means they process checks and lend money to their members. 
 
Central banks store currency in their foreign exchange reserves. They use these reserves 
to change exchange rates. They add foreign currency, usually the dollar or euro, to keep 
their own currency in alignment. That's called a peg, and it helps exporters keep their 
prices competitive. 

6 How the Bank Influences an Economy 
A central bank can be said to have two main kinds of functions: (1) macroeconomic when 
regulating inflation and price stability and (2) microeconomic when functioning as a 
lender of last resort. 
 
Macroeconomic Influences 
As it is responsible for price stability, the central bank must regulate the level of inflation 
by controlling money supplies by means of monetary policy. The central bank 
performs open market transactions that either inject the market with liquidity or absorb 
extra funds, directly affecting the level of inflation. To increase the amount of money in 
circulation and decrease the interest rate (cost) for borrowing, the central bank can 
buy government bonds, bills, or other government-issued notes. This buying can, 
however, also lead to higher inflation. When it needs to absorb money to reduce 
inflation, the central bank will sell government bonds on the open market, which 
increases the interest rate and discourages borrowing. Open market operations are the 
key means by which a central bank controls inflation, money supply, and prices. 
 
Microeconomic Influences 
The establishment of central banks as lender of last resort has pushed the need for their 
freedom from commercial banking. A commercial bank offers funds to clients on a first-
come, first-serve basis. If the commercial bank does not have enough liquidity to meet its 
clients' demands (commercial banks typically do not hold reserves equal to the needs of 
the entire market), the commercial bank can turn to the central bank to borrow 
additional funds. This provides the system with stability in an objective way; central banks 
cannot favor any particular commercial bank. As such, many central banks will hold 
commercial-bank reserves that are based on a ratio of each commercial bank's deposits. 
Thus, a central bank may require all commercial banks to keep, for example, a 1:10 
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reserve/deposit ratio. Enforcing a policy of commercial bank reserves functions as 
another means to control the money supply in the market. Not all central banks, 
however, require commercial banks to deposit reserves. The United Kingdom, for 
example, does not, while the United States does. 
 
The rate at which commercial banks and other lending facilities can borrow short-term 
funds from the central bank is called the discount rate (which is set by the central bank 
and provides a base for interest rates). It has been argued that, for open market 
transactions to become more efficient, the discount rate should keep the banks from 
perpetual borrowing, which would disrupt the market's money supply and the central 
bank's monetary policy. By borrowing too much, the commercial bank will be circulating 
more money in the system. Use of the discount rate can be restricted by making it 
unattractive when used repeatedly. 
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CHAPTER Six 

FUNCTIONS OF CENTRAL BANK 
 
1 Main Functions 
A Central Bank is an integral part of the financial and economic system. They are usually 
owned by the government and given certain functions to fulfil.  

The main function of a central bank is to act as governor of the machinery of credit in 
order to secure stability of prices. 

It regulates the volume of credit and currency, pumping in more money when market is 
dry of cash, and pumping out money when there is excess of credit. 

We discuss below its main functions: 

1) Issue of Currency 
The central bank is given the sole monopoly of issuing currency in order to secure 
control over volume of currency and credit. These notes circulate throughout the 
country as legal tender money. It has to keep a reserve in the form of gold and 
foreign securities as per statutory rules against the notes issued by it. 

2) Banker to Government 
Central bank functions as a banker to the government—both central and state 
governments. It carries out all banking business of the government. Government 
keeps their cash balances in the current account with the central bank. Similarly, 
central bank accepts receipts and makes payment on behalf of the governments. 
Also, central bank carries out exchange, remittance and other banking operations 
on behalf of the government. Central bank gives loans and advances to 
governments for temporary periods, as and when necessary and it also manages 
the public debt of the country. 

3) Banker’s Bank and Supervisor 
There are usually hundreds of banks in a country. There should be some agency to 
regulate and supervise their proper functioning. This duty is discharged by the 
central bank. 
Central bank acts as banker’s bank in three capacities: 

I. It is the custodian of their cash reserves. 
II. Central bank is lender of last resort. Whenever banks are short of funds, 

they can take loans from the central bank and get their trade bills 
discounted.  
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III. It acts as a bank of central clearance, settlements and transfers. Its moral 
persuasion is usually very effective so far as commercial banks are 
concerned. 

4) Controller of Credit and Money Supply 
Central bank controls credit and money supply through its monetary policy which 
consists of two parts—currency and credit. Central bank has monopoly of issuing 
notes (except one-rupee notes, one-rupee coins and the small coins issued by the 
government) and thereby can control the volume of currency. 

5) Exchange Control 
Another duty of a central bank is to see that the external value of currency is 
maintained.  

6) Lender of Last Resort 
When commercial banks have exhausted all resources to supplement their funds 
at times of liquidity crisis, they approach central bank as a last resort. As lender of 
last resort, central bank guarantees solvency and provides financial 
accommodation to commercial banks (i) by rediscounting their eligible securities 
and bills of exchange and (ii) by providing loans against their securities. This saves 
banks from possible failure and banking system from a possible breakdown. On 
the other hand, central bank, by providing temporary financial accommodation, 
saves the financial structure of the country from collapse. 

7) Custodian of Foreign Exchange or Balances 
It has been mentioned above that a central bank is the custodian of foreign 
exchange reserves and nation’s gold. It keeps a close watch on external value of its 
currency and undertakes exchange management control. All the foreign currency 
received by the citizens has to be deposited with the central bank; and if citizens 
want to make payment in foreign currency, they have to apply to the central bank. 
Central bank also keeps gold and bullion reserves. 

8) Clearing House Function 
Banks receive cheque drawn on the other banks from their customers which they 
have to realize from drawee banks. Similarly, cheque on a particular bank are 
drawn and passed into the hands of other banks which have to realize them from 
the drawee banks. Independent and separate realization to each cheque would 
take a lot of time and, therefore, central bank provides clearing facilities, i.e., 
facilities for banks to come together every day and set off their chaining claims. 

9) Collection and Publication of Data 
It has also been entrusted with the task of collection and compilation of statistical 
information relating to banking and other financial sectors of the economy.  
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CHAPTER Seven 

COMMERCIAL BANK AND ITS ROLE IN ECONOMIC DEVELOPMENT 
 

1 Commercial Bank 
A commercial bank is a financial institution that grants loans, accepts deposits and offers 
basic financial products like savings accounts and certificate of deposit to individuals and 
businesses. It makes money by providing different types of loans to customers and 
charging a specific interest rate on loan. 

Role  

The general role of commercial banks is to provide financial services to general public, 
business and companies, ensuring economic and social stability and sustainable growth 
of the economy. 

In this respect, "credit creation" is the most significant function of commercial banks. 
While sanctioning a loan to a customer, they do not provide cash to the borrower. 
Instead, they open a deposit account from which the borrower can withdraw. In other 
words, while sanctioning a loan, they automatically create deposits, known as a "credit 
creation from commercial banks". 

2 Commercial Bank and Its Role in Economic Development 
Commercial Banks have always played an important position in the country’s economy. 
They play a decisive role in the development of the industry and trade. They are acting 
not only as the custodian of the wealth of the country but also as resources of the 
country, which are necessary for the economic development of a nation. We shall now 
discuss the contributions made by the banks for the economic development of the 
nation. 

Capital Formation 

Banks play an important role in capital formation, which is essential for the economic 
development of a country. They mobilize the small savings of the people scattered over a 
wide area through their network of branches all over the country and make it available 
for productive purposes. 

Now-a-days, banks offer very attractive schemes to attract the people to save their 
money with them and bring the savings mobilized to the organized money market. If the 
banks do not perform this function, savings either remains idle or used in creating assets, 
which are low in scale of plan priorities. 
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Creation of Credit 

Banks create credit for the purpose of providing more funds for development projects. 
Credit creation leads to increased production, employment, sales and prices and thereby 
they cause faster economic development. 

Channelizing the Funds to Productive Investment 
Banks invest the savings mobilized by them for productive purposes. Capital formation is 
not the only function of commercial banks. Pooled savings should be distributed to 
various sectors of the economy with a view to increase the productivity of the nation. 
Then only it can be said to have performed an important role in the economic 
development of the nation. Commercial Banks aid the economic development of the 
nation through the capital formed by them. In India, loan lending operation of 
commercial banks subject to the control of the Central Bank. So our banks cannot lend 
loan, as they like. 
Fuller Utilization of Resources 

Savings pooled by banks are utilized to a greater extent for development purposes of 
various regions in the country. It ensures fuller utilization of resources. 

Encouraging Right Type of Industries 

The banks help in the development of the right type of industries by extending loan to 
right type of persons. In this way, they help not only for industrialization of the country 
but also for the economic development of the country. They grant loans and advances to 
manufacturers whose products are in great demand. The manufacturers in turn increase 
their products by introducing new methods of production and assist in raising the 
national income of the country. 

Bank Rate Policy 

Economists are of the view that by changing the bank rates, changes can be made in the 
money supply of a country. In our country, the Central Bank regulates the rate of interest 
to be paid by banks for the deposits accepted by them and also the rate of interest to be 
charged by them on the loans granted by them. 

Bank Monetize Debt 

Commercial banks transform the loan to be repaid after a certain period into cash, which 
can be immediately used for business activities. Manufacturers and wholesale traders 
cannot increase their sales without selling goods on credit basis. But credit sales may lead 
to locking up of capital. As a result, production may also be reduced. As banks are lending 
money by discounting bills of exchange, business concerns are able to carry out the 
economic activities without any interruption. 
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Finance to Government 

Government is acting as the promoter of industries in underdeveloped countries for 
which finance is needed for it. Banks provide long-term credit to Government by 
investing their funds in Government securities and short-term finance by 
purchasing Treasury Bills. 

  



25 Money Banking 

 

CHAPTER Eight 

CREDIT, ITS FUNCTION, CASH RESERVE AND CREATION OF CREDIT BY 
BANKS 

 
1 Credit 
Credit is a contractual agreement in which a borrower receives something of value now 
and agrees to repay the lender at some date in the future, generally with interest.  
 
There are many different forms of credit. When banks offer their clients car loans, 
mortgages, signature loans and lines of credit, those are all forms of credit. Essentially, 
the bank has credited money to the borrower, and the borrower must pay it back at a 
future date. 

2 Lending Facilities 
In finance, a loan is the lending of money from one individual, organization or entity to 
another individual, organization or entity. A loan is a debt provided by an organization or 
individual to another entity at an interest rate, and evidenced by a promissory 
note which specifies, among other things, the principal amount of money borrowed, the 
interest rate the lender is charging, and date of repayment. A loan entails the reallocation 
of the subject asset(s) for a period of time, between the lender and the borrower. 
 
In a loan, the borrower initially receives or borrows an amount of money, called 
the principal, from the lender, and is obligated to pay back or repay an equal amount of 
money to the lender at a later time. 

The loan is generally provided at a cost, referred to as interest on the debt, which 
provides an incentive for the lender to engage in the loan. In a legal loan, each of these 
obligations and restrictions is enforced by contract, which can also place the borrower 
under additional restrictions known as loan covenants. Although this article focuses on 
monetary loans, in practice any material object might be lent. 

Acting as a provider of loans is one of the principal tasks for financial institutions such as 
banks and credit card companies. For other institutions, issuing of debt contracts such 
as bonds is a typical source of funding. 
 
Similarly banks “borrow” funds from depositors which are then advanced to other 
customers. 
The margin between the rate of interest paid by the banks and the rate charged to 
Borrowers are profit for the bank.  
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Bank loans come in many shapes and sizes, and deciding what type of loan you need a 
little overwhelming. Banks loan money to individuals and businesses to purchase homes, 
businesses and cars, and to pay for college. Loan types include fixed rate, variable rate, 
and installment, secured, unsecured and convertible. Each type of loan has unique 
repayment terms, and understanding those terms can make choosing the right loan 
easier. 
 
Fixed Rate 
Fixed-rate loans are among the most common consumer loans. Fixed-rate loans keep the 
same interest rate throughout the life of the loan. The interest rate on fixed-rate loans 
may be slightly higher in most cases than a variable-rate loan. The advantage of a fixed-
rate loan, especially in the case of a home mortgage, is that your payment stays the same 
throughout the repayment term except for slight variations to keep your escrow balance 
high enough to pay taxes and homeowners insurance. 
 
Variable Rate 
Variable-rate loans have interest rates that fluctuate depending on the market rate or 
“prime” rate. With a variable interest rate, the amount you pay on your home loan, car 
loan or student loan can vary each month. Variable interest rates are usually lower than 
fixed rates, which make them attractive to first-time home buyers or those wishing to 
refinance a loan. Using a variable-rate mortgage to save money in the beginning and then 
switching to a fixed rate when market rates begin to go up is a common loan 
management strategy. 
 
Installment 
An installment loan is one that is repaid in equal amounts over a certain period of time. 
Repayment periods for installment loans can range from six months to 30 years. A home 
mortgage or auto loan can be considered a type of installment loan. Installment loans 
have very specific repayment terms, including a starting date, an ending date, and the 
amount of interest you will pay over the life of the loan. 
 
Secured 
A secured loan is one backed up by collateral, such as a house or a car. A home equity 
loan is an example of a secured loan. In the event that the homeowner defaults on the 
loan the bank has the right to take the house. The most common secured loans are home 
mortgages, home equity loans, auto loans, boat loans and business loans. 
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Unsecured 
Unsecured loans require no collateral. These loans are usually offered to individuals with 
very good credit scores. The interest rates for unsecured loans are typically very high and 
usually correspond to a person’s credit score; the higher the credit rating, the better the 
interest rate. Examples of unsecured loans include bank credit cards or other personal 
lines of credit. 
 
Convertible 
Convertible rate loans can be changed from one type of loan to another throughout the 
life of the loan. Convertible rate loans are usually home mortgages that begin as a 
variable rate and then change to a fixed rate after a period of time. Small business 
owners often use convertible loans for start-up costs and then convert the business loan 
to a fixed-rate secured loan. 
 

3 Cash Reserve 
Cash reserves refer to the money a company or individual keeps on hand to meet short-
term and emergency funding needs. 

Having significant cash reserves gives an individual, group of individuals or company the 
ability to make a large purchase immediately. 
 
The reason for a company to hold cash reserves is to have the necessary liquidity to meet 
the cost of all expected and unexpected costs in the short-run and also to have cash on 
hand for potential investments. Cash is the most liquid form of wealth, but short-term 
assets, such as three-month Treasury bills, are considered as cash reserves because of 
their high frequency of exchange and near-maturation date. Large corporations, such as 
General Electric, Alphabet and Apple, have cash reserves of anywhere from $50 billion to 
$150 billion. As of the first quarter of 2016, Alphabet had $75.3 billion worth of cash 
reserves, allowing the company to make purchases, such as its acquisition of Nest for $3 
billion in 2014. 
 
Banks, which are considered to be especially vital to the health of an economy, are 
subject to requirements on the amount of cash reserves they must hold. 
 

4 Credit Creation by Banks 
Creation of credit is one of the most outstanding functions of a modern bank. 
A bank has sometimes been called a factory for the manufacture of credit. 
Let us see what we mean by credit creation, how it is created by the bank and, finally, 
whether the power of the banks to create credit is unlimited or it is subject to certain 
limitations. 
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5 What is Credit Creation? 
It is an open secret that the banks do not keep cent per cent reserve against deposits in 
order to meet the demands of depositors. The bank is not a cloak room where you can 
keep your currency notes or coins and claim those very notes or coins back when you 
desire. It is generally understood that money received by the bank is meant to be 
advanced to others. A depositor has to be content simply with the bank’s promise or 
undertaking to pay him back whenever he makes a demand. 

This bank is able to do with a very small reserve, because all the depositors do not come 
to withdraw money simultaneously; some withdraw, while others deposit at the same 
time. The bank is thus enabled to erect a vast superstructure of credit on the basis of a 
small cash reserve. The bank is able to lend money and charge interest without parting 
with cash. The bank loan creates a deposit or, as we have seen above, it creates a credit 
for the borrower. 

Similarly, the bank buys securities and pays the seller with its own cheque which again is 
no cash; it is just a promise to pay cash. The cheque is deposited in some bank and a 
deposit is created or credit is created for the seller of the securities. This is credit 
creation. 

Thus, term ‘credit creation’ implies a situation, to use Benham’s words, when “a bank 
may receive interest simply by permitting customers to overdraw their accounts or by 
purchasing securities and paying for them with its own cheques, thus increasing the total 
bank deposits. 

Further explanation of Credit Creation 
A central bank is the primary source of money supply in an economy through circulation 
of currency. 
It ensures the availability of currency for meeting the transaction needs of an economy 
and facilitating various economic activities, such as production, distribution, and 
consumption. 

However, for this purpose, the central bank needs to depend upon the reserves of 
commercial banks. These reserves of commercial banks are the secondary source of 
money supply in an economy. The most important function of a commercial bank is the 
creation of credit. 

Therefore, money supplied by commercial banks is called credit money. Commercial 
banks create credit by advancing loans and purchasing securities. They lend money to 
individuals and businesses out of deposits accepted from the public. However, 
commercial banks cannot use the entire amount of public deposits for lending purposes. 
They are required to keep a certain amount as reserve with the central bank for serving 
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the cash requirements of depositors. After keeping the required amount of reserves, 
commercial banks can lend the remaining portion of public deposits. 

According to Benham’s, “A bank may receive interest simply by permitting customers to 
overdraw their accounts or by purchasing securities & paying for them with its own 
cheque and thus increasing the total bank deposits.” 

 

6 Credit Instruments 
A document other than paper money that evidences a debt. 

Document that serves as an evidence of debt such as promissory note. 

The following points highlight the top three types of credit instruments. The types are: 

 Promissory Note  

 Bill of exchange  

 Cheque 

Promissory Note 

A promissory note is a document in which a person promises to pay another a specified 
sum at a certain date. The payee, i.e., the person to receive the amount, can sign at the 
back of the note, and the note becomes negotiable. It can act as a medium of exchange 
provided those who accept it, have confidence in the maker or the endorser. 

Bill of exchange 

A bill of exchange is an order given by a seller of the goods to the buyer to pay a certain 
sum of money for value received by him or a third person named therein or his order, 
after a specified period of time, usually varying from three to six months. Before the bill 
can be used as a credit instrument, it requires to be accepted by the drawee. Once the 
bill has been accepted three courses are open to the drawer: 

 He can hold it himself until it is due for payment, 

 He might be able: to discount it with a bank to receive payment at once, 
and 

 He might be able to use it, after he has endorsed it, to pay a creditor of his 
own, if the creditor is willing to be paid in this way. 

Such a bill is used in both internal and external trade. Where the drawer and the drawee 
or the payee reside in the same country, the bill is called an inland bill of exchange. 
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The bill of exchange, inland or foreign, is very useful for making payments for trading, 
particularly in foreign trade transactions. It eliminates the necessity of cash payment or 
payments by gold. As this instrument is negotiable, the traders can meet their present 
financial liabilities by getting these future claims duly discounted and encashed. 

Cheque 

A cheque by far the most important credit instrument is a written order by a person on a 
bank to pay on demand a certain sum of money either to himself or to his order or to his 
bearer. It is a credit instrument so long as it is not presented for encashment. It rests on 
the confidence of the payee both in the person who draws it and in the bank on which it 
is drawn. 

It is to be noted that a cheque is not legal tender, but is used as money or near-money or 
money-substitute, it has several advantages. It reduces the use of cash money and makes 
the payment very smooth and easy. The payment in cheque is also safe when it is 
crossed. 

But the payment by cheque is not always accepted. Besides, it cannot be transferred 
many times through endorsement and as such it has a limited circulation. Owing to these 
reasons, a cheque is not treated as money; it is merely a money-substitute. 
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CHAPTER Nine 

SOURCES OF FUNDS 
 
1 Sources of Funds 
 
Funding 
Funding is the act of providing financial resources, usually in the form of money, or other 
values such as effort or time, to finance a need, program, and project, usually by an 
organization or company. Generally, this word is used when a firm uses its internal 
reserves to satisfy its necessity for cash, while the term financing is used when the firm 
acquires capital from external sources. 
 
Sources of Funds 

 

The explanation of these sources of funds (as shown in Figure-1) is given as follows: 

1) Issue of Shares 
Involve the public issue of equity and preference shares in the stock exchange. 
Issuing shares is the most common method of raising long-term capital because 
there are various many investors who are ready to invest in the capital market. 
Therefore, shares are used to finance projects having long gestation period. 

2) Issue of Debentures 
Involve the collection of funds by issuing debentures in the stock exchange. When 
an organization issues debentures, it needs to pay a fixed rate of interest to 
debenture holders. 

3) Term Loans 

https://en.wikipedia.org/wiki/Resources
https://en.wikipedia.org/wiki/Money
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It refers to the funds that are raised from financial institutions for financing long-
term projects. The rate of interest on term loans is higher than the rate of interest 
on debentures. 
 

4) Fund from Operations 
Refers to the fund raised by the organization’s own operations. It is the 
accumulated profit of an organization; therefore, can be used to finance various 
short-term and long-term projects. 
 

5) Sale of Fixed Assets 
It helps in generating funds by selling fixed assets, such as land, buildings, plants, 
and machineries to finance short-term and long-term projects. However, the 
usage of this method may hamper the goodwill and creditworthiness of the 
organization. 
 

6) Sale of Current Assets 
It involves selling assets, such as bills receivables and stocks. These assets are 
generally sold by an organization to meet short-term fund requirements. 
 

7) Decrease in Working Capital 
It refers to the reduction in the working capital either by decreasing current 
liabilities or increasing current assets. The increase in current assets or decrease in 
current liabilities provides funds for financing short-term projects. 
 

8) Receipt of Interest, dividend, and refund of tax 
It helps in financing short-term projects or meeting the working capital needs. This 
type of funds does not create any liability, as these are income of the 
organizations. Capital budgeting is performed by using various techniques. These 
techniques help in measuring the actual cost and returns generated from a project 
and comparing multiple projects with respect to their profitability. However, the 
actual cost and returns of a project cannot be forecasted without understanding 
the concept of TVM. 
 

2 Employment of Funds 
The employment or investment of funds by a commercial bank means the safe utilization 
and profitable use of its funds. The bank obtains money from different sources and 
pays interest on them. It is the utmost desire of every commercial bank that it should 
invest its funds in a manner which serves its own as well as customer's interest. Its 
own interest is to earn profit for the shareholders. The other interest is of the customers 
along with interest as and when demanded by them. These two objectives of liquidity 
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and profitability are obtained by utilizing the surplus funds into ready convertible 
securities. The main types of earning assets of a bank are different which is money 
including at short notice, investment in government and semi government securities.  

Public deposits are a powerful source of funds of banks. There are three types of the 
banks a deposit one is current deposits, second is saving deposits and the third one is 
time deposits. Due to the spread of literacy, banking habits and growth in the volume 
of business operations there is marked increase in deposit money with banks. So the 
main mainly makes its investments in the other countries of the world. 

 

3 Negotiable Instruments  
A document that contains a guarantee or promise to pay a specific amount of money to a 
person or entity in possession of the instrument, whether on a specified date or on 
demand, is known as a “negotiable instrument.” A negotiable instrument features the 
name of the person who is to make payment. Examples include checks, banknotes, and 
promissory notes. To explore this concept, consider the following negotiable 
instrument definition. 

The instrument itself is a document that contains the specifics of what is promised to be 
paid. In other words, whoever possesses the instrument will be paid the specified 
amount of money on the agreed upon date, whether that is immediately, or sometime in 
the future. A negotiable instrument may be transferred to a third party, holding the same 
value to the new holder. An everyday example of a negotiable instrument is a bank 
check, which is given to a payee (person to be paid), who then takes it to his bank to be 
cashed or deposited into his account. 

  

https://legaldictionary.net/possession/
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CHAPTER Ten 

ISLAMIC BANKING IN AFGHANISTAN 
 
1 Islamic Banking 
Islamic finance in Afghanistan predates the current international intervention but has 
seen growth since the post-2001 formalization of financial institutions, based on reports 
from the Micro Capital Monitor. In 2006, the Foundation for International Community 
Assistance (FINCA), a micro-credit provider, became the first micro-finance institution 
(MFI) to provide non-interest bearing Murahaba Islamic loans. These loans require that 
“sellers” or loan providers declare the fee (not interest) which they will expect in return 
for the loan, a process which is known as “cost-plus financing”. Shortly after introducing 
Murahaba loans, FINCA made all of its products Sharia-compliant and only permitted 
lending to businesses rather than individuals. 
Numerous non-governmental organizations (NGOs), including Islamic Relief, and MFIs 
soon followed FINCA‟s lead after witnessing that a strong market existed for Islamic 
financial products. Indeed, Sharia compliant loans are greatly preferred by Afghans 
according to a recent report from the Center for International Private Enterprise (CIPE); 
CIPE‟s survey of 738 business owners found that 26% indicated they had not taken out 
loans given their perception that borrowing “is prohibited in Islam”. 
Larger banks soon expanded into the field of Islamic finance in Afghanistan, with 
Bloomberg noting in early 2011 that seven of the country’s 17 financial institutions offer 
some form of Islamic banking. Furthermore, as a Business Week article recently reported, 
the Afghan government is authorizing the country’s first Shari abased banks. These three 
institutions – Afghan United Bank, Ghazanfar Bank and Maiwand Bank – are indicative of 
a broader move towards Islamic financial mechanisms. This move is motivated in part by 
the perception that Islamic banking may draw additional deposits from individuals who 
perceive commercial banking as un-Islamic while also earning a significant profit. 
Ghazanfar Bank indicated in 2009 that profits from some of its Islamic products – which it 
had begun offering before Afghan government certification – were expected to rise by 
36.7% within one year. This bank further predicted that the amount of money deposited 
in Sharia-compliant accounts, given their popularity among Afghans, would increase by 
35.0% between 2009 and 2010. 
Afghanistan’s Central Bank, which is more commonly referred to as Da Afghanistan Bank 
(DAB), includes Islamic banking as a key component of its strategy for 2009 to 2014. In a 
recent interview, one DAB official suggested to Bloomberg that the Afghan government 
plans to sell Islamic bonds (sukuk) once Islamic finance has been more firmly established 
throughout the country. As DAB‟s strategy notes, Islamic finance, by being more 
palatable to segments of the population who view most commercial finance as un-
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Islamic, may draw larger sums of money into the formal banking system. The chief 
executive of Bank-e Millie Afghan said in an interview with Bloomberg in late 2010 that 
the expansion of Islamic banking could attract as much as USD 3 billion into the formal 
financial system within four years. At present, large segments of Afghans‟ assets are not 
kept in banks but instead remain stored in homes or deposited with a range of money 
traders known as hawala dealers, which have been the subject of increased scrutiny for 
their alleged role in handling the proceeds of corruption and narcotics trafficking in 
Afghanistan. In an attempt to undermine such practices, DAB is considering a regulatory 
system which includes two tracks: one for conventional banking and another for Sharia-
compliant institutions and transactions. Doing so, DAB notes, will require “a 
comprehensive and multi-tiered Sharia compliance mechanism to lend customers and 
investor confidence in the Islamic Banking Industry”, something which will be particularly 
important given the potential for banks to offer seemingly Islamic investments without 
accepting the associated risk (e.g., by pressuring borrowers to repay all borrowed money 
even if their business failed). 
Such a regulatory system is particularly critical in the aftermath of the banking 
controversy surrounding Kabul Bank in September of last year. Kabul Bank, which 
reportedly lost several hundred million dollars last year, was founded upon what it 
described as Islamic products and services, including Bakht and Qismat Bakht, which 
translates into “fortune”, comprised a lottery into which depositors in the bank were 
automatically entered if they met certain criteria (e.g., a particular level of savings). 
Drawings were regularly held, and prizes such as jeweler, cars, cash and houses were 
distributed to winners. Yet by avoiding the term “lottery”, Islam’s ban on gambling was 
circumvented. The same held true for Kabul Bank’s use of Qismat, another prize-drawing 
that capitalized upon the notion of “sharing” or “dividing” wealth between account 
holders. While framed as forms of Islamic finance, Bakht and Qismat were viewed as 
quasi-Islamic attempts to circumvent Islam’s prohibition on gambling. It remains unclear 
to what extent such banking products and the larger crisis at Kabul Bank have affected 
the Afghan population’s attitude towards Islamic finance. 
 

2 Conclusion 
Regardless of the challenges for Islamic finance, it is widely preferred by Afghans, 
according to the aforementioned CIPE surveys, and is considered likely to expand widely 
within Afghanistan in future years. With only 3% to 10% of Afghans currently holding 
accounts in the country’s commercial banking sector, Islamic finance may draw personal 
savings away from hawala dealers and out from under mattresses and personal safes 
across the country and provide a much-needed injection of capital into banks and 
businesses. As the head of financial services as DAB recently stated, Islamic banks will not 
only earn the confidence of ordinary Afghans but will also allow banks to more freely 
provide loans to aspiring entrepreneurs and develop the country’s economy.  
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CHAPTER Eleventh 
LETTER OF CREDIT 

 
1 Letter of Credit 
A letter of credit is a document from a bank that guarantees payment. There are several 
types of letters of credit, and they provide security when buying and selling. 

Seller protection: If a buyer fails to pay a seller, the bank that issued a letter of credit will 
pay the seller if the seller meets all of the requirements in the letter. This provides 
security when the buyer and seller are in different countries. 

Buyer protection: Letters of credit can also protect buyers. If you pay somebody to 
provide a product or service and they fail to deliver, you might be able to get paid using a 
standby letter of credit. That payment can be a penalty to the company that was unable 
to perform, and it’s similar to a refund, allowing you to pay somebody else to provide the 
product or service needed. 

A bank promises to pay on behalf of a customer, but where does the money come from? 

The bank will only issue a letter of credit if the bank is confident that the buyer will pay. 
Some buyers have to pay the bank up front or allow the bank to freeze funds held at the 
bank. 

Others use a line of credit with the bank, effectively getting a loan from the bank. 

Sellers must trust that the bank issuing the letter of credit is legitimate and that the bank 
will pay as agreed. If sellers have any doubts, they can use a "confirmed" letter of credit, 
which means that another (presumably more trustworthy) bank will guarantee payment. 
Sellers typically get letters of credit confirmed by banks in their home country. 

When Does Payment Happen? 
A beneficiary only gets paid after performing specific actions and meeting the 
requirements spelled out in a letter of credit. 

For international trade, the seller may have to deliver merchandise to a shipyard to satisfy 
the requirements of the letter of credit. Once the merchandise is delivered, the seller 
receives documentation proving that he made delivery, and the documents are 
forwarded to the bank. 
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In many cases, the letter of credit now must be paid—even if something happens to the 
shipment. If a crane falls on the merchandise or the ship sinks, it's not necessarily the 
seller's problem. 

Documents matter: To approve payment on a letter of credit, banks simply review 
documents proving that a seller performed any required actions. 
The bank is not concerned with the quality of goods or other items that may be 
important to the buyer and seller. That doesn't necessarily mean that sellers can send a 
shipment of junk: Buyers can insist on an inspection certificate as part of the deal, which 
allows somebody to review the shipment and ensure that everything is acceptable. 

For a “performance” transaction, a beneficiary (the buyer, or whoever will receive the 
payment) might have to prove that somebody failed to do something. For example, a city 
might hire a contractor to complete a building project. If the project is not completed on 
time (and a standby letter of credit is used), the city can show the bank that the 
contractor did not meet his obligations. As a result, the bank will pay the city. That 
payment compensates the city and makes it easier to hire an alternative contractor to 
finish the work. 

2 Procedures to open a letter of credit 
You can approach your bank to open a Letter of credit. The concerned officer at bank 
helps you in filling up necessary application to open an LC. Since the LC is opened on the 
basis of your purchase contract, a copy purchase order / export contract has to be 
produced with along with other required documents. Your bank may ask you to keep 
certain percentage of ‘margin amount’ with bank. 

What is ‘margin amount’ while opening Letter of Credit. 
As explained, bank is guaranteeing the payment.   In turn, what guarantee are you 
providing to bank against the amount of LC? So a margin amount is blocked in your bank 
account to make the payment under the said letter of credit. Certainly you may ask, what 
would be the ‘margin’, bank blocks. This amount is determined, purely based on your 
financial relationship with your bank. 
Let us discuss about your creditworthiness with your bank while keeping ‘margin amount 
to open LC’. If you are a new account holder for your bank and bank does not know your 
other financial status, you cannot expect any financial support from your Bank. You need 
to keep 100% margin amount with your bank. If the LC amount is for USD 10000, your 
amount of USD 10000 is blocked from your account to pay LC amount to your overseas 
seller on maturity date. You may have a good relationship with your banker for the past 
many years, and your banker knows your fixed assets, your fixed investments with bank, 
and other financial transactions and is happy with the credit worthiness, bank decides the 
amount of margin to be collected from you to open the Letter of Credit. It can be 
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from 1% to 100%, as explained. I hope, you came to know the basic procedures to open 
Letter of credit. 

  



39 Money Banking 

 

CHAPTER Twelve 

BANK GUARANTEE PROCESS 
 
1 Bank Guarantee 
A bank guarantee is a promise from a bank or other lending institution that if a particular 
borrower defaults on a loan, the bank will cover the loss. Note that a bank guarantee is 
not the same as a letter of credit. 

HOW IT WORKS 
Let's assume Company XYZ is a small, relatively unknown restaurant company that would 
like to purchase $3 million of kitchen equipment. The equipment vendor may require 
Company XYZ to provide a bank guarantee in order to feel more confident that 
it will receive payment for the equipment it ships to Company XYZ. 

To obtain this bank guarantee, Company XYZ requests one from its 
preferred lender (usually the bank with which it keeps its cash accounts). The lender 
provides the guarantee in writing, which is then passed on to Company XYZ and its 
vendor. Company XYZ's lender essentially becomes a co-signer on the purchase contract 
with the vendor. 

WHY IT MATTERS 
A bank guarantee enables companies to make purchases that they would otherwise not 
be able to make; these guarantees thus serve to heighten business activity and expand 
entrepreneurial activity. 
 

2 Bank Guarantee Process 
Bank guarantees are not limited to business customers; individuals can apply for them as 
well. However, businesses do receive the vast majority of guarantees. In most cases, bank 
guarantees are not particularly difficult to obtain. 

To request a guarantee, the account holder contacts the bank and fills out an application 
that identifies the amount of and reasons for the guarantee. Typical applications stipulate 
a specific period of time for which the guarantee should be valid, any special conditions 
for payment and details about the beneficiary. 

Sometimes the bank requires collateral. This can be in the form of a pledge agreement 
for assets, such as stocks, bonds or cash accounts. Illiquid assets are generally not 
acceptable as collateral. 

http://www.investinganswers.com/node/5956
http://www.investinganswers.com/node/5825
http://www.investinganswers.com/node/4974
http://www.investinganswers.com/node/5082
http://www.investinganswers.com/node/960
http://www.investinganswers.com/node/6104
http://www.investinganswers.com/node/4974
http://www.investinganswers.com/node/5069
http://www.investinganswers.com/node/5011
http://www.investinganswers.com/node/993
https://www.investopedia.com/video/play/collateral/
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3 Reasons for a Bank Guarantee 
Several different kinds of bank guarantees exist: performance guarantees, bid bond 
guarantees, financial guarantees, advance or deferred payment guarantees, among 
others. 

Bank guarantees are often part of arrangements between a small firm and a large 
organization – public or private. The larger organization wants protection 
against counterparty risk, so it requires that the smaller party receive a bank guarantee in 
advance of work. 
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CHAPTER Thirteen 

BANK RISK MANAGEMENT 
 
1 Risk Management 
In the world of finance, risk management refers to the practice of identifying potential 
risks in advance, analyzing them and taking precautionary steps to reduce/curb the risk. 

When an entity makes an investment decision, it exposes itself to a number of financial 
risks. The quantum of such risks depends on the type of financial instrument. These 
financial risks might be in the form of high inflation, volatility in capital markets, 
recession, bankruptcy, etc. 

So, in order to minimize and control the exposure of investment to such risks, fund 
managers and investors practice risk management. Not giving due importance to risk 
management while making investment decisions might wreak havoc on investment in 
times of financial turmoil in an economy. Different levels of risk come attached with 
different categories of asset classes. 

For example, a fixed deposit is considered a less risky investment. On the other hand, 
investment in equity is considered a risky venture. While practicing risk management, 
equity investors and fund managers tend to diversify their portfolio so as to minimize the 
exposure to risk. 

2 Risk Management in Banking 
In the course of their operations, banks are invariably faced with different types of risks 
that may have a potentially adverse effect on their business. Banks are obliged to 
establish a comprehensive and reliable risk management system, integrated in all 
business activities and providing for the bank risk profile to be always in line with the 
established risk propensity.  

Risk management system comprises 

 Risk management strategy and policies, as well as procedures for risk identification 
and measurement, i.e. for risk assessment and risk management; 

 Appropriate internal organisation, i.e. bank’s organizational structure; 

 Effective and efficient risk management process covering all risks the bank is 
exposed to or may potentially be exposed to in its operations; 

 Adequate internal controls system; 

 Appropriate information system; 
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 Adequate process of internal capital adequacy assessment.  

 

In their operations banks are particularly exposed to or may potentially be exposed to the 
following risks: liquidity risk, credit risk (including residual risk, dilution risk, settlement/ 
delivery risk, and counterparty risk); interest rate risk; foreign exchange risk and other 
market risks; concentration risk, particularly including risks of exposure of the bank to 
one person or a group of related persons; bank’s investment risks; risks relating to the 
country of origin of the entity to which a bank is exposed (country risk); operational risk 
particularly including legal risk; risk of compliance of the bank’s operations; risk of money 
laundering and terrorist financing; and strategic risk. 

 Liquidity risk is the risk of potential occurrence of adverse effects on the bank’s 
financial result and capital due to the bank’s inability to meet the due liabilities 
caused by the withdrawal of the current sources of funding, that is, the inability to 
raise new funds (funding liquidity risk), aggravated conversion of property into 
liquid assets due to market disruption (market liquidity risk); 

 Credit risk is the risk of potential occurrence of adverse effects on the bank’s 
financial result and capital due to debtor’s default to meet its obligations to the 
bank. 

 Residual risk is the possibility of occurrence of adverse effects on the bank’s 
financial result and capital due to the fact that credit risk mitigation techniques are 
less efficient than expected or their application does not have sufficient influence 
on the mitigation of risks to which the bank is exposed; 

 Dilution risk is the possibility of occurrence of adverse effects on the bank’s 
financial result and capital due to the reduced value of purchased receivables as a 
result of cash or non-cash liabilities of the former creditor to the borrower; 

 Market risks entail foreign exchange risk, price risk on debt securities, price risk on 
equity securities, and commodity risk; 

 Interest rate risk is the risk of possible occurrence of adverse effects on the bank’s 
financial result and capital on account of banking book items caused by changes in 
interest rates; 

 Foreign exchange risk is the risk of possible occurrence of adverse effects on the 
bank’s financial result and capital on account of changes in foreign exchange rates; 

 Concentration risk is the risk which arises directly or indirectly from the bank’s 
exposure to the same or similar source of risk, or, same or similar type of risk; 

 Bank exposure risks comprise risks of bank’s exposure towards a single person or a 
group of related persons 

 Bank’s investment risks comprise risks of its investments into non-financial sector 
entities and in fixed assets and investment property 
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 Operational risk is the risk of possible adverse effects on the bank’s financial result 
and capital caused by omissions (unintentional and intentional) in employees’ 
work, inadequate internal procedures and processes, inadequate management of 
information and other systems, as well as by unforeseeable external events. 
Operational risk also includes legal risk. 

 Legal risk is the risk of loss caused by penalties and sanctions originating from 
court disputes due to breach of contractual and legal obligations, and penalties 
and sanctions pronounced by a regulatory body. 

 Reputational risk relates to the possibility of the occurrence of losses due to 
adverse effects on the bank’s market positioning. 

 Strategic risk is the possibility of occurrence of adverse effects on the bank’s 
financial result and capital due to the absence of appropriate policies and 
strategies, their inadequate implementation, as well as changes in the 
environment where the bank operates or absence of appropriate response of a 
bank to those changes. 
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Chapter Fourteen 

INTEREST RATES 
 

Interest rate, the opportunity cost of money, is far from mysterious, but it warrants our 

careful consideration because of its importance. Interest rates 2 , the price of borrowing 

money, are crucial determinants of the prices of assets, especially financial instruments 

like stocks and bonds, and general macroeconomic conditions, including economic 

growth3 . In fact, ceteris paribus4 (like your grades!) the probability of you landing a job 

upon graduation will depend in large part on prevailing interest rates. If rates are low, 

businesses will be more likely to borrow money, expand production, and hire you. If rates 

are high, businesses will be less likely to expand or to hire you. Without a job, you’ll be 

forced to move back home. Best to pay attention then! Interest can be thought of as the 

payment it takes to induce a lender to part with his, her, or its money for some period of 

time, be it a day, week, month, year, decade, or century. To make comparisons between 

those payments easier, interest is almost always expressed as an annual percentage rate, 

the number of dollars (or other currency)fx.sauder.ubc.ca/currency_table.html paid for 

the use of $100 per year. Several ways of measuring interest rates exist, but here you’ll 

learn only yield to maturity (YTM)5 , the method preferred by economists for its 

accuracy. The key is to learn to compare the value of money today, called present value 

(PV)6 (represented here by the variable PV and aka present discounted value or price), to 

the value of money tomorrow, called future value (FV)7 (represented here by the 

variable FV). 

1 The Interest of Interest 
Interest, the opportunity cost of money, is far from mysterious, but it warrants our 

careful consideration because of its importance. Interest rates, the price of borrowing 

money, are crucial determinants of the prices of assets, especially financial instruments 

like stocks and bonds, and general macroeconomic conditions, including economic 

growth. In fact, ceteris paribus (like your grades!) the probability of you landing a job 

upon graduation will depend in large part on prevailing interest rates. If rates are low, 

businesses will be more likely to borrow money, expand production, and hire you. If rates 

are high, businesses will be less likely to expand or to hire you. Without a job, you’ll be 

forced to move back home. Best to pay attention then! Interest can be thought of as the 

payment it takes to induce a lender to part with his, her, or its money for some period of 
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time, be it a day, week, month, year, decade, or century. To make comparisons between 

those payments easier, interest is almost always expressed as an annual percentage rate, 

the number of dollars (or other currency) paid for the use of $100 per year. Several ways 

of measuring interest rates exist, but here you’ll learn only yield to maturity (YTM) , the 

method preferred by economists for its accuracy. The key is to learn to compare the 

value of money today, called present value (PV) (represented here by the variable PV and 

aka present discounted value or price), to the value of money tomorrow, called future 

value (FV) (represented here by the variable FV). 

2 Present and Future Value 
A moment’s reflection should convince you that money today is always certain interest 

rates occasionally turn very slightly (−0.004%) negative. The phenomenon is so rare and 

minor that it need not detain us here, worth more than money tomorrow. If you don’t 

believe me, send me all of your money immediately. I’ll return every cent of it—scout’s 

honor—in exactly one year. I won’t hold my breath. You’d be foolish indeed to forgo 

food, clothes, housing, transportation, and entertainment for a year for no remuneration 

whatsoever. That’s why a dollar today is worth more than a dollar tomorrow. (Another 

reason that a dollar today is worth more than a dollar tomorrow is that, in modern 

economies based on fiat money, prices tend to rise every year. So $100 tomorrow will 

buy fewer goods and services than $100 today will. We will discuss the impact of 

inflation8 on interest rates more at the end of this chapter. For now, we consider only 

nominal interest rates, not the real interest rate. But what if I told you that if you gave 

me $100 today, I’d give you $1,000 in a year? Most lenders would jump at that offer 

(provided they thought I would pay as promised and not default), but I wouldn’t offer it 

and neither would most borrowers. In fact, about $110 would be the most I’d be willing 

to give you in a year for $100 today. That’s an interest rate of 10 percent ($10/$100 = .1 

or 10%), which, as comedian Adam Sandler might say, is “not too shabby. If we let the 

loan ride, as they say, capitalizing the interest or, in other words, paying interest on the 

interest every year, called annually compounding interest, your $100 investment would 

grow in value, as shown in Figure 4.1 "The fate of $100 invested at 10%, compounded 

annually". (The compounding period need not be a year, and it is even possible to 

compound interest continuously, but unless otherwise noted we will compound annually 

in this chapter.) 

The quick way to calculate this for any year is to use the following formula:  
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FV = PV (1 + i) n  

where FV = the future value (the value of your investment in the future)  

PV = the present value (the amount of your investment today) 

 (1 + i)n = the future value factor (aka the present value factor or discount factor in the 

equation below) 

 i = interest rate (decimalized, for example, 6% = .06; 25% = .25, 2.763% = .02763, etc.) 

 n = number of terms (here, years; elsewhere days, months, quarters) 

For $100 borrowed today at 10 percent compounded annually, in 100 years I’d owe you 

$1,378,061 (FV = 100 × 1.1100). (Good luck collecting that one!) What if someone offers 

to pay you, say, $1,000 in 5 years? How much would you be willing to pay today for that? 

Clearly, something less than $1,000. Instead of taking a PV and expanding it via 

multiplication to determine an FV, here you must do the opposite, or in other words, 

reduce or “discount” an FV to a PV. You do so by dividing, as in the following formula: 

PV = FV/(1 + i) n 

or PV = 1000/(1 + i) 5 

Obviously, we can’t solve this equation unless one of the two remaining variables is 

given. If the interest rate is given as 5 percent, you would pay $783.53 today for $1,000 

payable in 5 years (PV = 1000/1.055). If it is 20 percent, you’d give only $401.88 (PV = 

1000/1.25). If it is 1 percent, you would give $951.47 (PV = 1000/1.015). Notice that as 

the interest rate rises (falls), the present value (price) of the future payment falls (rises). 

In other words, the price (PV) of some future payment (some FV; generically, a bond) and 

the rate of interest are inversely related. You can see this algebraically by noting that the 

i term is in the denominator, so as it gets larger, PV must get smaller (holding FV 

constant, of course). Economically this makes sense because a higher interest rate means 

a higher opportunity cost for money, so a sum payable in the future is worth less the 

more dear money is (the more it costs to borrow it). If payment of the bond described 

just above were to be made in ten years instead of five, at 1 percent interest per year, 

you’d pay $905.29 (PV = 1000/1.0110). Note here that, holding the interest rate (and all 

other factors) constant, you give less today for a payment further in the future ($905.29 
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< $951.47). That too makes good sense because you’re without your money longer and 

need to be compensated for it by paying a lower price for the bond/promise/IOU today. 

3 Compounding Periods 
Interest does not always compound annually, as assumed in the problems already 

presented in this chapter. Sometimes it compounds quarterly, monthly, daily, even 

continuously. The more frequent the compounding period, the more valuable the bond 

or other instrument, all else constant. The mathematics remains the same (though a little 

more difficult when compounding is continuous), but you must be careful about what 

you plug into the equation for i and n. For example, $1,000 invested at 12 percent for a 

year compounded annually would be worth $1,000 × (1.12)1 = $1,120.00. But that same 

sum invested for the same term at the same rate of interest but compounded monthly 

would grow to $1,000 × (1.01)12 = $1,126.83 because the interest paid each month is 

capitalized, earning interest at 12 percent. Note that we represent i as the interest paid 

per period (.12 interest/12 months in a year = .01) and n as the number of periods (12 in 

a year; 12 × 1 = 12), rather than the number of years. That same sum, and so forth with 

interest compounded quarterly (4 times a year) would grow to $1,000 × (1.03)4 = 

$1,125.51. The differences among annual, monthly, and quarterly compounding here are 

fairly trivial, amounting to less than $7 all told, but are important for bigger sums, higher 

interest rates, more frequent compounding periods, and longer terms. One million 

dollars at 4 percent for a year compounded annually comes to $1,000,000 × (1.04) = 

$1,040,000, while on the same terms compounded quarterly, it produces $1,000,000 × 

(1.01)4 = $1,040,604.01. (I’ll take the latter sum over the former any day and “invest” the 

surplus in a very nice dinner and concert tickets.) Likewise, $100 at 300 percent interest 

for 5 years compounded annually becomes 100 × (4)5 = $102,400. Compounded 

quarterly, that $100 grows to $100 × (1.75)20 = $7,257,064.34! A mere $1 at 6 percent 

compounded annually for 100 years will be worth $1 × (1.06)100 = $339.30. The same 

buck at the same interest compounded monthly swells in a century to $1 × (1.005)1200 = 

$397.44. This all makes good sense because interest is being received sooner than the 

end of the year and hence is more valuable because, as we know, money now is better 

than money later. Do a few exercises now to make sure you get it. 

4 Pricing Debt Instruments 
Believe it or not, you are now equipped to calculate the price of any debt instrument13 

or contract provided you know the rate of interest, compounding period, and the size 

and timing of the payments. Four major types of instruments that you are likely to 
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encounter include discount bonds, simple loans, fixed-payment loans, and coupon bonds. 

A discount bond14 (aka a zero coupon bond15 or simply a zero16) makes only one 

payment, its face value on its maturity or redemption date, so its price is easily calculated 

using the present value formula. If the interest rate is 6 percent, the price of a discount 

bond with a $1,000 face value due in exactly a year would be $943.40 (1000/1.06). If the 

interest rate is 12 percent, the same discount bond’s price would be only $892.86 

(1000/1.12). If the bond is due in two years at 12 percent, its price would be $797.19 

(1000/ (1.122), and so forth. 

A simple loan17 is the name for a loan where the borrower repays the principal and 

interest at the end of the loan. Use the future value formula to calculate the sum due 

upon maturity. For example, a simple loan of $1,000 for one year at 3.5 percent would 

require the borrower to repay $1,035.00 (1000× 1.035), while a simple loan at the same 

rate for two years would require a payment of $1,071.23 (1000 × 1.0352). (Note that the 

correct answer is not just $35 doubled due to the effects of compounding or capitalizing 

the interest due at the end of the first year.) A fixed-payment loan18 (aka a fully 

amortized loan) is one in which the borrower periodically (for example, weekly, 

bimonthly, monthly, quarterly, annually, etc.) repays a portion of the principal along with 

the interest. With such loans, which include most auto loans and home mortgages, all 

payments are equal. There is no big balloon or principal payment at the end because the 

principal shrinks, slowly at first but more rapidly as the final payment grows nearer, as in 

Figure 4.2 "Sample thirty-year amortizing mortgage". 

What’s the Yield on That? 

Thus far, we have assumed or been given a market interest rate and then calculated the 

price (PV) of the instrument. Or, given the PV and an interest rate, we’ve calculated the 

FV. Sometimes it is useful to do the opposite, to calculate the interest rate, or yield to 

maturity, if given the PV and FV. Say that you know that someone paid $750 for a zero 

coupon bond with a face value of $1,000 that will mature in exactly a year and you want 

to know what interest rate he or she paid. You know that PV = FV/(1 + i). Solving for i: 

Multiply each side of the equation by (1 + i) : (1 + i) × PV = FV  

Multiply the terms on the left side of the equation: PV + PVi = FV  

Subtract PV from each side of the equation: PVi = FV − PV  
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Divide each side of the equation by PV : i = (FV − PV)/PV  

So in this case i = (1000 − 750)/750 = 250/750 = .3333, or 33.33 percen 

You can check your work by reversing the problem—that is, asking how much you’d pay 

today for $1,000 in a year if interest was at 33.33 percent: PV = 1000/(1.3333333) = 

$750. Voilà! 

Calculating the yield to maturity for a perpetual debt, one with no maturity or repayment 

date, like a Consol21, ground rent, or perpetual interest-only mortgage, is also quite easy. 

The price or PV of a perpetuity is equal to the yearly payment—the only FV available from 

an instrument that by definition will never repay its principal—divided by the going rate 

of interest: 

 PV = FV/i (decimalized) 

So a $1,000 ground rent that pays $50 a year (a 5 percent coupon rate) would be worth 

$1,000 if interest rates were 5 percent, less if rates are higher, more if lower: 

PV = 50/.05 = $1,000 

PV = 50/.10 = $500 

PV = 50/.01 = $5,000 

Calculating the yield to maturity of a perpetuity, if given the PV and FV, is easily done by 

taking the equation and solving for i: 

PV = FV/i 

Multiply each side by i : PVi = FV 

Divided by PV : i = FV/PV 

So the yield to maturity of a ground rent that pays $60 per year and that currently sells 

for $600 would be 10 percent: i = 60/600 = .10 = 10%. 

Calculating yield to maturity for coupon bonds and fixed-payment loans, however, is 

mathematically nasty business without a computer or bond table. In the past, people 

used to estimate the yield to maturity on such instruments by pretending they were 

perpetuities or engaging in trial-and-error interpolation. In the first method, you use the 
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easy perpetuity equation above (i = FV/PV) to get a quick estimate called the current 

yield. Unfortunately, current yield can be wide of the mark, especially for bonds with 

maturities less than twenty years and bonds whose prices are far from their par value. 

Current yield is simply the yield to maturity of perpetuity, so the more like a perpetuity a 

bond is, the better the current yield will approximate its yield to maturity. The shorter 

the maturity of a bond, the less like a consol it is, so the less accurate the current yield 

formula will be. Similarly, the current yield works better the closer a bond’s price is to par 

because yield to maturity equals the coupon rate when the bond is at par. As the price 

deviates further from par, the less well the current yield can approximate the yield to 

maturity. In the second method, one backs into the yield to maturity by making 

successive guesses about i and plugging them into the PV formula. Not fun, but you’ll 

eventually get there. Most people today therefore use a financial calculator, spreadsheet, 

or Web-based utility rather than such erroneous (current yield) or laborious 

(interpolation) processes. You should be able to calculate the yield to maturity of one-

year discount bonds or perpetuities by hand, or at worst with the aid of simple 

(nonfinancial) calculator. Here is a little practice. 

5 Calculating Returns 
The information provided in this chapter is not all you need to know about bonds if you 

were to become a bond trader because the bond market, which in the United States is 

over 200 years old, has some odd conventions that do not make much economic sense. 

Most students will not become professional bond traders, so in the interest of sanity, 

yours and ours, we will not delve into the intricacies here. (If you do become a bond 

trader, you will quickly and easily pick up on the conventions anyway.) Our goal here is to 

understand the basics of PV, FV, and yield to maturity (YTM), and, finally, return. 

Students sometimes conflate the last two concepts. The yield to maturity is merely a 

measure of the interest rate. Return is more a measure of how lucrative an investment is 

because it accounts for changes in the price of the bond (or other asset, financial or 

otherwise) over some period. More formally, 

R = (C + Pt1 − Pt0)/Pt0 

where:  

R = return from holding the asset for some time period, t0 to t1  

Pt0 = the price at time t0 (this can also be thought of as the purchase price) 
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 Pt1 = the price at time t1 (this can also be thought of as the sale or going market price) 

 C = coupon (or other) payment So imagine you purchased a 5 percent coupon bond with 

a $100 face value that matures in three years when the interest rate is 5 percent. As we 

learned above, the market price of such a bond would equal its face value, or $100. We 

also learned that bond prices and interest rates are inversely related. As the market 

interest rate increases, the PV of the bond’s future payments decreases and the bond 

becomes less valuable. As the rate decreases, the PV of future payments increases and 

the bond becomes more valuable. If the interest rate increased (decreased) to 6 (4) 

percent, the value of the bond would decrease (increase), so the returns you earned on 

the bond would not equal the yield to maturity. For example, suppose you purchased the 

bond for $100 but its price a year hence stood at $103 because interest rates decreased 

a little. Your return would be R = (5 + 3)/100 = .08, or 8%. But if in the next year, interest 

rates soared, driving the market price of the bond down to $65, your return (from 

purchase) would be R = (10 − 35)/100 = −.25 or negative 25%. Yes, negative. It is quite 

possible to lose wealth by investing in bonds or other fixed-rate financial instruments, 

even if there is no default (i.e., even if payments are punctually made as promised). 

Similarly, if you purchased $1 million worth of municipal bonds that paid coupons of 

$50,000 annually, your return would not be a simple 5 percent because the market price 

of the bonds may have gone up or down in the first year. If the bonds lost $100,000 in 

market value, your return would be a negative 5 percent: R = (50,000 – 

100,000)/1,000,000 = −.05. If they gained $100,000, by contrast, your return would be 15 

percent: R = (50,000 + 100,000)/1,000,000 = .15. If the bonds gained $100,000 over two 

years, the total return would be 20 percent because two coupon payments would have 

been made too: R = (100,000 + 100,000)/1,000,000 = .20. 

Note that a capital loss or gain is not, repeat not, predicated on actually selling the bond 

or other asset. One way to think about this is that the rate of return formula merely 

calculates the return if the bond were to be sold. Another way to think about it is to 

realize that whether the bond is sold or not, its owner is still poorer (richer) by the 

amount of the loss (gain) because the value of his assets, and hence his net worth, has 

shrunk (increased) by that amount. The risk of such loss or gain is known as interest rate 

risk24 to distinguish it from other types of risks, like default risk25 (the risk of 

nonpayment). Interest rate risk is higher the longer the maturity of a bond because more 

FVs are affected by increasing the interest rate, and the most distant ones are the most 

highly affected. Check this out: The PV of $1,000 in 10 years at 5% compounded annually 
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is 1,000/(1.05)10 = $613.91. At 10% it is 1,000/ (1.10)10 = $385.54, a loss of 37.2%. The 

PV of $1,000 in 30 years at 5% and 10% is 1,000/ (1.05)30 = $231.38 and 1,000/ (1.10)30 

= $57.31, respectively, a loss of 75.23 percent. Duration is a technical measure of interest 

rate risk that we will not investigate here, where the main point is merely that rising 

interest rates hurt bond prices (and hence bondholders); falling interest rates help bond 

prices. 

Inflation and Interest Rates 

You might well ask at this point, what factors change interest rates? One big factor is 

inflation. As the price level rises, so too do interest rates, or at least what economists call 

nominal interest rates, the type of rates we’ve discussed so far. If nominal rates do not 

increase (and they often don’t, or can’t), lenders might receive more nominal dollars than 

they lent but actually get back less purchasing power. Imagine, for example, that you lent 

$100 for one year at 6 percent interest when a loaf of bread, pack of chewing gum, and 

two-liter bottle of Mountain Dew each cost $1. At the end of the simple loan, you would 

get back $100 × 1.06 = $106 and be able to enjoy an extra $6 of goods, say, two loaves of 

bread, two packs of gum, and two bottles of the caffeine and sugar rush known as Doin’ 

the Dew. But what if prices doubled over that year? Instead of some combination of 106 

goodies, you’d be able to buy only fifty-three. Your nominal return would be positive, but 

your real return, what you could actually buy with the $106, would be steeply negative. A 

simple equation, the Fisher Equation, named after Irving Fisher, the early twentieth 

century U.S. economist who articulated it,To be frank, Benjamin Franklin and other 

colonists in eighteenth-century America understood it well. Helps us to understand the 

relationship between inflation and interest rates more precisely: where  

i = ir + π or, rearranging the terms, ir = i − π or, again rearranging the where  

ir = the real interest rate 

 i = the nominal interest rate (the type of interest rate the first part of this chapter 

discussed exclusively) π = inflation (or expected inflation) 

In plain English, after the fact (ex post26 in economists’ lingo), the nominal interest rate 

is equal to the real interest rate plus actual inflation. Before the fact (ex ante27 in 

economists’ lingo), the nominal interest rate is equal to the real interest rate plus the 

expectation of inflation. 
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Chapter Fifteen 

BANK MANAGEMENT 
 

Thus far, we’ve studied financial markets and institutions from 30,000 feet. We’re finally 

ready to “dive down to the deck” and learn how banks and other financial intermediaries 

are actually managed. We start with the balance sheet, a financial statement that takes a 

snapshot of what a company owns (assets) and owes (liabilities) at a given moment. The 

key equation here is a simple one:  

ASSETS (aka uses of funds) = LIABILITIES (aka sources of funds) + EQUITY (aka net worth or 

capital).  

Liabilities are money that companies borrow in order to buy assets, which is why 

liabilities are sometimes called “sources of funds” and assets, “uses of funds.” The hope 

is that the liabilities will cost less than the assets will earn, that a bank, for example, will 

borrow at 2 percent and lend at 5 percent or more. The difference between the two, 

called the gross spread, is the most important aspect of bank profitability. (The bank’s 

expenses and taxes, its cost of doing business, is the other major factor in its 

profitability.) The equity, net worth, or capital variable is a residual that makes the two 

sides of the equation balance or equal each other. This is because a company’s owners 

(stockholders in the case of a joint stock corporation, depositors or policyholders in the 

case of a mutual) are “junior” to the company’s creditors. If the company shuts down, 

holders of the company’s liabilities (its creditors) get paid out of the proceeds of the 

assets first. Anything left after the sale of the assets is then divided among the owners. If 

a company is economically viable, the value of what it owns will exceed the value of what 

it owes. Equity, therefore, will be positive and the company will be a going concern (will 

continue operating). If a company is not viable, the value of what it owes will exceed 

what it owns. Equity, therefore, will be negative, and the company will be economically 

bankrupt. (This does not mean, however, that it will cease operating at that time. 

Regulators, stockholders, or creditors may force a shutdown well before equity becomes 

zero, or they may allow the company to continue operating “in the red” in the hope that 

its assets will increase and/or its liabilities decrease enough to return equity to positive 

territory.) 
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The value of assets and liabilities (and, hence, equity) fluctuates due to changes in 

interest rates and asset prices. How to account for those changes is a difficult yet crucial 

subject because accounting rules will affect the residual equity and perceptions of a 

company’s value and viability. Sometimes, it is most appropriate to account for assets 

according to historical cost—how much the company paid to acquire it. Other times, it is 

most appropriate to account for assets according to their current market value, a process 

called “marking to market.” Often, a blend of the two extremes makes the best sense. 

For instance, a bank might be allowed to hold a bond at its historical cost unless the 

issuer defaults or is downgraded by a rating agency. 

1 Assets, Liabilities, and T-Accounts 
commercial banks own reserves of cash and deposits with the Fed; secondary reserves of 

government and other liquid securities; loans to businesses, consumers, and other banks; 

and other assets, including buildings, computer systems, and other physical stuff. Each of 

those assets plays an important role in the bank’s overall business strategy. A bank’s 

physical assets are needed to conduct its business, whether it be a traditional brick-and-

mortar bank, a full e-commerce bank (there are servers and a headquarters someplace), 

or a hybrid click-and-mortar institution. Reserves allow banks to pay their transaction 

deposits and other liabilities. In many countries, regulators mandate a minimum level of 

reserves, called required reserves. When banks hold more than the reserve requirement, 

the extra reserves are called excess reserves. When reserves paid zero interest, as they 

did until recently, U.S. bankers usually kept excess reserves to a minimum, preferring 

instead to hold secondary reserves like Treasuries and other safe, liquid, interest-earning 

securities. Banks’ bread-and-butter asset is, of course, their loans. They derive most of 

their income from loans, so they must be very careful who they lend to and on what 

terms. Banks lend to other banks via the federal funds market, but also in the process of 

clearing checks, which are called “cash items in process of collection.” Most of their 

loans, however, go to nonbanks. Some loans are uncollateralized, but many are backed 

by real estate (in which case the loans are called mortgages), accounts receivable 

(factorage), or securities (call loans). 

Where do banks get the wherewithal to purchase those assets? The right-hand side of 

the balance sheet lists a bank’s liabilities or the sources of its funds. Transaction deposits 

include negotiable order of withdrawal accounts (NOW) and money market deposit 

accounts (MMDAs), in addition to good old checkable deposits. Banks like transaction 

deposits because they can avoid paying much, if any, interest on them. Some depositors 
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find the liquidity that transaction accounts provide so convenient they even pay for the 

privilege of keeping their money in the bank via various fees, of which more anon. Banks 

justify the fees by pointing out that it is costly to keep the books, transfer money, and 

maintain sufficient cash reserves to meet withdrawals. 

The administrative costs of non-transaction deposits are lower so banks pay interest for 

those funds. Non-transaction deposits range from the traditional passbook savings 

account to negotiable certificates of deposit (NCDs) with denominations greater than 

$100,000. Checks cannot be drawn on passbook savings accounts, but depositors can 

withdraw from or add to the account at will. Because they are more liquid, they pay 

lower rates of interest than time deposits (aka certificates of deposit), which impose stiff 

penalties for early withdrawals. Banks also borrow outright from other banks overnight 

via what is called the federal funds market (whether the banks are borrowing to satisfy 

Federal Reserve requirements or for general liquidity purposes), and directly from the 

Federal Reserve via discount loans (aka advances). They can also borrow from 

corporations, including their parent companies if they are part of a bank holding 

company. 

That leaves only bank net worth, the difference between the value of a bank’s assets and 

its liabilities. Equity originally comes from stockholders when they pay for shares in the 

bank’s initial public offering (IPO) or direct public offering (DPO). Later, it comes mostly 

from retained earnings, but sometimes banks make a seasoned offering of additional 

stock. Regulators watch bank capital closely because the more equity a bank has, the less 

likely it is that it will fail. Today, having learned this lesson the hard way, U.S. regulators 

will close a bank down well before its equity reaches zero. Provided, that is, they catch it 

first. Even well-capitalized banks can fail very quickly, especially if they trade in the 

derivatives market, of which more below. 

At the broadest level, banks and other financial intermediaries engage in asset 

transformation. In other words, they sell liabilities with certain liquidity, risk, return, and 

denominational characteristics and use those funds to buy assets with a different set of 

characteristics. Intermediaries link investors (purchasers of banks’ liabilities) to 

entrepreneurs (sellers of banks’ assets) in a more sophisticated way than mere market 

facilitators like dealer-brokers and peer-to-peer bankers do. More specifically, banks (aka 

depository institutions) engage in three types of asset transformation, each of which 

creates a type of risk. First, banks turn short-term deposits into long-term loans. In other 
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words, they borrow short and lend long. This creates interest rate risk. Second, banks 

turn relatively liquid liabilities (e.g., demand deposits) into relatively illiquid assets like 

mortgages, thus creating liquidity risk. Third, banks issue relatively safe debt (e.g., insured 

deposits) and use it to fund relatively risky assets, like loans, and thereby create credit 

risk. 

Other financial intermediaries transform assets in other ways. Finance companies borrow 

long and lend short, rendering their management much easier than that of a bank. Life 

insurance companies sell contracts (called policies) that pay off when or if (during the 

policy period of a term policy) the insured party dies. Property and casualty companies 

sell policies that pay if some exigency, like an automobile crash, occurs during the policy 

period. The liabilities of insurance companies are said to be contingent because they 

come due if an event happens rather than after a specified period of time. 

Asset transformation and balance sheets provide us with only a snapshot view of a 

financial intermediary’s business. That’s useful, but, of course, intermediaries, like banks, 

are dynamic places where changes constantly occur. The easiest way to analyze that 

dynamism is via so-called T-accounts, simplified balance sheets that list only changes in 

liabilities and assets. By the way, they are called T-accounts because they look like a T. 

Sort of. Note in the T-accounts below the horizontal and vertical rules that cross each 

other, sort of like a T. 

Suppose somebody deposits $17.52 in cash in a checking account. The T-account for the 

bank accepting the deposit would be the following: 

If another person deposits in her checking account in Some Bank a check for $4,419.19 

drawn on Another Bank, If that check were drawn on Some Bank, there would be no 

need for a T-account 

because the bank 

would merely 

subtract the amount 

from the account of 

the payer, or in other 

words, the check maker, and add it to the account of the payee or check recipient. the 

initial T-account for that transaction would be the following: 

Some Bank 

Assets Liabilities 

Reserves +$17.52 Transaction deposits +$17.52 

Some Bank 
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Once collected in a few days, the T-account for Some Bank would be the following: 

 

 

 

 

 

 

 

The T-account for Another Bank would be the following: 

 

 

 

 

 

 

Gain some practice using T-accounts by completing the exercises, keeping in mind that 

each side (assets and liabilities) of a T-account should balance (equal each other) as in the 

examples above. 

Assets Liabilities 

Cash in collection 

+$4,419.19 

Transaction deposits 

+$4,419.19 

Some Bank 

Assets Liabilities 

Cash in collection 

−$4,419.19 Reserves 

+$4,419.19 

 

Another Bank 

Assets Liabilities 

Reserves −$4,419.19  

Transaction deposits 

+$4,419.19 
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2 Bank Management Principles 
Bankers must manage their assets and liabilities to ensure three conditions:  

1. Their bank has enough reserves on hand to pay for any deposit outflows (net 

decreases in deposits) but not so many as to render the bank unprofitable. This tricky 

trade-off is called liquidity management5.  

2. Their bank earns profits. To do so, the bank must own a diverse portfolio of 

remunerative assets. This is known as asset management6. It must also obtain its funds 

as cheaply as possible, which is known as liability management7.  

3. Their bank has sufficient net worth or equity capital to maintain a cushion against 

bankruptcy or regulatory attention but not so much that the bank is unprofitable. This 

second tricky trade-off is called capital adequacy management8. 

In their quest to earn profits and manage liquidity and capital, banks face two major risks: 

credit risk, the risk of borrowers defaulting on the loans and securities it owns, and 

interest rate risk, the risk that interest rate changes will decrease the returns on its assets 

and/or increase the cost of its liabilities. The financial panic of 2008 reminded bankers 

that they also can face liability and capital adequacy risks if financial markets become less 

liquid or seize up completely (trading is greatly reduced or completely stops; q* 

approaches 0). 

Let’s turn first to liquidity management. Big Apple Bank has the following balance sheet: 

Big Apple Bank Balance Sheet (Millions 
USD) 

Assets Liabilities 

Reserves $10 Transaction deposits $30 

Securities $10 No transaction deposits 
$55 

Loans $70 Borrowings $5 

Other assets $10 Capital $10 

Totals $95 $100 

Suppose the bank then experiences a net transaction deposit outflow of $5 million. The 

bank’s balance sheet (we could also use T-accounts here but we won’t) is now like this: 

Big Apple Bank Balance Sheet (Millions 
USD) 
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Assets Liabilities 

Reserves $5 Transaction deposits $20 

Securities $10 No transaction deposits 
$55 

Loans $70 Borrowings $5 

Other assets $10 Capital $10 

Totals $100 $100 

 

The bank’s reserve ratio now drops to 0/20 = .0000. That’s bound to be below the 

reserve ratio required by regulators and in any event is very dangerous for the bank. 

What to do? To manage this liquidity problem, bankers will increase reserves by the least 

expensive means at their disposal. That almost certainly will not entail selling off real 

estate or calling in or selling loans. Real estate takes a long time to sell, but, more 

importantly, the bank needs it to conduct business! Calling in loans (not renewing them 

as they come due and literally calling in any that happen to have a call feature) will likely 

antagonize borrowers. (Loans can also be sold to other lenders, but they may not pay 

much for them because adverse selection is high. Banks that sell loans have an incentive 

to sell off the ones to the worst borrowers. If a bank reduces that risk by promising to buy 

back any loans that default, that bank risks losing the borrower’s future business.) The 

bank might be willing to sell its securities, which are also called secondary reserves for a 

reason. If the bankers decide that is the best path, the balance sheet will look like this: 

Big Apple Bank Balance Sheet (Millions 
USD) 

Assets Liabilities 

Reserves $10 Transaction deposits $20 

Securities $0 No transaction deposits 
$55 

Loans $70 Borrowings $5 

Other assets $10 Capital $10 

Totals $90 $90 
 

The reserve ratio is now .5000, which is high but prudent if the bank’s managers believe 

that more net deposit outflows are likely. Excess reserves are insurance against further 

outflows, but keeping them is costly because the bank is no longer earning interest on 

the $10 million of securities it sold. Of course, the bank could sell just, say, $2, $3, or $4 
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million of securities if it thought the net deposit outflow was likely to stop. The bankers 

might also decide to try to lure depositors back by offering a higher rate of interest, lower 

fees, and/or better service. That might take some time, though, so in the meantime they 

might decide to borrow $5 million from the Fed or from other banks in the federal funds 

market. In that case, the bank’s balance sheet would change to the following: 

Big Apple Bank Balance Sheet (Millions 
USD) 

Assets Liabilities 

Reserves $05 Transaction deposits $20 

Securities $10 No transaction deposits 
$55 

Loans $70 Borrowings $10 

Other assets $10 Capital $10 

Totals $95 $95 

Notice how changes in liabilities drive the bank’s size, which shrank from $100 to $90 

million when deposits shrank, which stayed the same size when assets were 

manipulated, but which grew when $5 million was borrowed. That is why a bank’s 

liabilities are sometimes called its “sources of funds.” 

they must choose between giving up some interest or suffering higher default rates. 

Bankers must also be careful to diversify, to make loans to a variety of different types of 

borrowers, preferably in different geographic regions. That is because sometimes entire 

sectors or regions go bust and the bank will too if most of its loans were made in a 

depressed region or to the struggling group. Finally, bankers must bear in mind that they 

need some secondary reserves, some assets that can be quickly and cheaply sold to 

bolster reserves if need be. Today, bankers’ decisions about how many excess and 

secondary reserves to hold is partly a function of their ability to manage their liabilities. 

Historically, bankers did not try to manage their liabilities. They took deposit levels as 

given and worked from there. Since the 1960s, however, banks, especially big ones in 

New York, Chicago, and San Francisco (the so-called money centers), began to actively 

manage their liabilities by  

a. actively trying to attract deposits; 

 b. selling large denomination NCDs to institutional investors;  
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c. borrowing from other banks in the overnight federal funds market. Recent regulatory 

reforms have made it easier for banks to actively manage their liabilities. In typical times 

today, if a bank has a profitable loan opportunity, it will not hesitate to raise the funds by 

borrowing from another bank, attracting deposits with higher interest rates, or selling an 

NCD. That leaves us with capital adequacy management. Like reserves, banks would hold 

capital without regulatory prodding because equity or net worth buffers banks (and other 

companies) from temporary losses, downturns, and setbacks. However, like reserves, 

capital is costly. The more there is of it, holding profits constant, the less each dollar of it 

earns. So capital, like reserves, is now subject to minimums called capital requirements. 

Consider the balance sheet of Safety Bank: 

Safety Bank Balance Sheet (Billions 
USD) 

Assets Liabilities 

Reserves $1 Transaction deposits $10 

Securities $5 Nontransaction deposits 
$75 

Loans $90 Borrowings $5 

Other assets $4 Capital $10 

 

 

Safety Bank Balance Sheet (Billions 
USD) 

Totals $100 $100 

 

If $5 billion of its loans went bad and had to be completely written off, Safety Bank would 

still be in operation: 

3 Credit Risk 
As noted above, loans are banks’ bread and butter. No matter how good bankers are at 

asset, liability, and capital adequacy management, they will be failures if they cannot 

manage credit risk. Keeping defaults to a minimum requires bankers to be keen students 

of asymmetric information (adverse selection and moral hazard) and techniques for 

reducing them. Bankers and insurers, like computer folks, know about GIGO—garbage in, 

garbage out. If they lend to or insure risky people and companies, they are going to 
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suffer. So they carefully screen applicants for loans and insurance. In other words, to 

reduce asymmetric information, financial intermediaries create information about them. 

One way they do so is to ask applicants a wide variety of questions. Financial 

intermediaries use the application only as a starting point. Because risky applicants might 

stretch the truth or even outright lie on the application, intermediaries typically do two 

things: (1) make the application a binding part of the financial contract, and (2) verify the 

information with disinterested third parties. The first allows them to void contracts if 

applications are fraudulent. If someone applied for life insurance but did not disclose that 

he or she was suffering from a terminal disease, the life insurance company would not 

pay, though it might return any premiums. (That may sound cruel to you, but it isn’t. In 

the process of protecting its profits, the insurance company is also protecting its 

policyholders.) In other situations, the intermediary might not catch a falsehood in an 

application until it is too late, so it also verifies important information by calling 

employers (Is John Doe really the Supreme Commander of XYZ Corporation?), conducting 

medical examinations (Is Jane Smith really in perfect health despite being 3' 6'' tall and 

weighing 567 pounds?), hiring appraisers (Is a one-bedroom, half-bath house on the 

wrong side of the tracks really worth $1.2 million?), and so forth. Financial intermediaries 

can also buy credit reports from third-party report providers like Equifax, Experian, or 

Trans Union. Similarly, insurance companies regularly share information with each other 

so that risky applicants can’t take advantage of them easily. To help improve their 

screening acumen, many financial intermediaries specialize. By making loans to only one 

or a few types of borrowers, by insuring automobiles in a handful of states, by insuring 

farms but not factories, intermediaries get very good at discerning risky applicants from 

the rest. Specialization also helps to keep monitoring costs to a minimum. Remember 

that, to reduce moral hazard (post contractual asymmetric information), intermediaries 

have to pay attention to what borrowers and people who are insured do. By specializing, 

intermediaries know what sort of restrictive covenants (aka loan covenants) to build into 

their contracts. Loan covenants include the frequency of providing financial reports, the 

types of information to be provided in said reports, working capital requirements, 

permission for onsite inspections, limitations on account withdrawals, and call options if 

business performance deteriorates as measured by specific business ratios. Insurance 

companies also build covenants into their contracts. You can’t turn your home into a 

brothel, it turns out, and retain your insurance coverage. To reduce moral hazard further, 

insurers also investigate claims that seem fishy. If you wrap your car around a tree the 

day after insuring it or increasing your coverage, the insurer’s claims adjuster is probably 
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going to take a very close look at the alleged accident. Like everything else in life, 

however, specialization has its costs. Some companies overspecialize, hurting their asset 

management by making too many loans or issuing too many policies in one place or to 

one group. While credit risks decrease due to specialization, systemic risk to assets 

increases, requiring bankers to make difficult decisions regarding how much to specialize. 

Forging long-term relationships with customers can also help financial intermediaries to 

manage their credit risks. Bankers, for instance, can lend with better assurance if they 

can study the checking and savings accounts of applicants over a period of years or 

decades. Repayment records of applicants who had previously obtained loans can be 

checked easily and cheaply. Moreover, the expectation (there’s that word again) of a 

long-term relationship changes the borrower’s calculations. The game, if you will, is to 

play nice so that loans will be forthcoming in the future. One way that lenders create 

long-term relationships with businesses is by providing loan commitments, promises to 

lend $x at y interest (or y plus some market rate) for z years. Such arrangements are so 

beneficial for both lenders and borrowers that most commercial loans are in fact loan 

commitments. Such commitments are sometimes called lines of credit, particularly when 

extended to consumers. Because lines of credit can be revoked under specific 

circumstances, they act to reduce risky behavior on the part of borrowers. 

Bankers also often insist on collateral—assets pledged by the borrower for repayment of 

a loan. When those assets are cash left in the bank, the collateral is called compensating 

or compensatory balances. Another powerful tool to combat asymmetric information is 

credit rationing, refusing to make a loan at any interest rate (to reduce adverse selection) 

or lending less than the sum requested (to reduce moral hazard). Insurers also engage in 

both types of rationing, and for the same reasons: people willing to pay high rates or 

premiums must be risky, and the more that is lent or insured (ceteris paribus) the higher 

the likelihood that the customer will abscond, cheat, or set aflame, as the case may be. 

As the world learned to its chagrin in 2007–2008, banks and other lenders are not perfect 

screeners. Sometimes, under competitive pressure, they lend to borrowers they should 

not have. Sometimes, individual bankers profit handsomely by lending to very risky 

borrowers, even though their actions endanger their banks’ very existence. Other times, 

external political or societal pressures induce bankers to make loans they normally 

wouldn’t. Such excesses are always reversed eventually because the lenders suffer from 

high levels of nonperforming loans. 
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4 Interest-Rate Risk 
Financial intermediaries can also be brought low by changes in interest rates. Consider 

the situation of Some Bank, which like most depository institutions borrows short and 

lends long: 

Some Bank (Billions USD) 

Assets Liabilities 

Interest-rate-sensitive assets like variable 
rate and short-term loans and short-term 
securities $10 

Interest-rate-sensitive liabilities like 
variable rate CDs and MMDAs $20 

Fixed-rate assets like reserves, long-term 
loans and securities $50 

Fixed-rate liabilities like checkable deposits, 
CDs, equity capital $40 

 

If interest rates increase, Some Bank’s gross profits, the difference between what it pays 

for its liabilities and earns on its assets, will decline (assuming the spread stays the same) 

because the value of its rate-sensitive liabilities (short-term and variable rate time 

deposits) exceeds that of its rate-sensitive assets (short-term and variable- rate loans and 

securities). Say, for instance, it today pays 3 percent for its rate-sensitive liabilities and 

receives 7 percent on its rate-sensitive assets. That means it is paying 20 × .03 = $.6 

billion to earn 10 × .07 = $.7 billion. (Not bad work if you can get it.) If interest rates 

increase 1 percent on each side of the balance sheet, Some Bank will be paying 20 × .04 = 

$.8 billion to earn 10 × .08 = $.8 billion. (No profits there.) If rates increase another 1 

percent, it will have to pay 20 × .05 = $1 billion to earn 10 × .09 = $.9 billion, a total loss of 

$.2 billion (from a $.1 billion profit to a $.1 billion loss). 

Of course, if the value of its risk-sensitive assets exceeded that of its liabilities, the bank 

would profit from interest rate increases. It would suffer, though, if interest rates 

decreased. Imagine Some Bank has $10 billion in interest rate-sensitive assets at 8 

percent and only $1 billion in interest rate-sensitive liabilities at 5 percent. It is earning 10 

× .08 = $.8 billion while paying 1 × .05 = $.05 billion. If interest rates decreased, it might 

earn only 10 × .05 = $.5 billion while paying 1 × .02 = $.02 billion; thus, ceteris paribus, its 

gross profits would decline from .8 − .05 = $.75 billion to .5 − .02 = $.48 billion, a loss of 

$.27 billion. More formally, this type of calculation, called basic gap analysis, is  

Cρ = (Ar − Lr) × △ i 

where: 



65 Money Banking 

 

Cρ = changes in profitability 

 Ar = risk-sensitive assets  

Lr = risk-sensitive liabilities 

Δi = change in interest rates  

So, returning to our first example, 

Cρ = (10 − 20) × .02 = −10 × .02 = −$.2 billion, 

and the example above, 

Cρ = (10 − 1) − (−.03) = −$.27 billion. 

Complete the exercise to get comfortable conducting basic gap analysis. 

5 Off the Balance Sheet 
To protect themselves against interest rate increases, banks go off road, engaging in 

activities that do not appear on their balance sheets. This is not to say that these 

activities are not accounted for. It isn’t illegal or even slimy. These activities will appear 

on revenue statements, cash flow analyses, etc. They do not, however, appear on the 

balance sheet, on the list of the bank’s assets and liabilities. Banks charge customers all 

sorts of fees, and not just the little ones that they sometimes slap on retail checking 

depositors. They also charge fees for loan guarantees, backup lines of credit, and foreign 

exchange transactions. Banks also now sell some of their loans to investors. Banks usually 

make about .15 percent when they sell a loan, which can be thought of as their fee for 

originating the loan, for, in other words, finding and screening the borrower. So, for 

example, a bank might discount the $100,000 note of XYZ Corp. for 1 year at 8 percent. 

We know from the present value formula that on the day it is made, said loan is worth PV 

= FV/(1 + i) = 100,000/1.08 = $92,592.59. The bank might sell it for 100,000/1.0785 = 

$92,721.37 and pocket the difference. Such activities are not without risks, however. 

Loan guarantees can become very costly if the guaranteed party defaults. Similarly, banks 

often sell loans with a guarantee or stipulation that they will buy them back if the 

borrower defaults. (If they didn’t do so, as noted above, investors would not pay much 

for them because they would fear adverse selection, that is, the bank pawning off their 

worse loans on unsuspecting third parties.) Although loans and fees can help keep up 

bank revenues and profits in the face of rising interest rates, they do not absolve the 
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bank of the necessity of carefully managing its credit risks. Banks (and other financial 

intermediaries) also take off-balance-sheet positions in derivatives markets, including 

futures and interest rate swaps. They sometimes use derivatives to hedge their risks; that 

is, they try to earn income should the bank’s main business suffer a decline if, say, 

interest rates rise. For example, bankers sell futures contracts on U.S. Treasuries at the 

Chicago Board of Trade. If interest rates increase, the price of bonds, we know, will 

decrease. The bank can then effectively buy bonds in the open market at less than the 

contract price, make good on the contract, and pocket the difference, helping to offset 

the damage the interest rate increase will cause the bank’s balance sheet. 

Bankers can also hedge their bank’s interest rate risk by engaging in interest rate swaps. 

A bank might agree to pay a finance company a fixed 6 percent on a $100 million 

notational principal (or $6 million) every year for ten years in exchange for the finance 

company’s promise to pay to the bank a market rate like the federal funds rate or London 

Interbank Offering Rate (LIBOR) plus 3 percent. If the market rate increases from 3 

percent (which initially would entail a wash because 6 fixed = 3 LIBOR plus 3 contractual) 

to 5 percent, the finance company will pay the net due to the bank, (3 + 5 = 8 − 6 = 2% on 

$100 million =) $2 million, which the bank can use to cover the damage to its balance 

sheet brought about by the higher rates. If interest rates later fall to 2 percent, the bank 

will have to start paying the finance company (6 − [3 + 2] = 1% on $100 million) $1 million 

per year but will well be able to afford it. 

Banks and other financial intermediaries also sometimes speculate in derivatives and the 

foreign exchange markets, hoping to make a big killing. Of course, with the potential for 

high returns comes high levels of risk. Several hoary banks have gone bankrupt because 

they assumed too much off-balance-sheet risk. In some cases, the failures were due to 

the principal-agent problem: rogue traders bet their jobs, and their banks, and lost. In 

other cases, traders were mere scapegoats, instructed to behave as they did by the 

bank’s managers or owners. In either case, it is difficult to have much sympathy for the 

bankers, who were either deliberate risk-takers or incompetent. There are some very 

basic internal controls that can prevent traders from risking too much of the capital of 

the banks they trade for, as well as techniques, called value at riskwww.gloriamundi.org 

and stress testing,financialdictionary.thefreedictionary.com/Stress+Testing that allow 

bankers to assess their bank’s derivative risk exposure. 
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Chapter sixteen 

INOVATION AND STRUCTURING IN BANKING AND FINANCE 
 

Most of those unit banks were spread evenly throughout the country. Because banking 

was essentially a local retail business, most unit banks enjoyed near monopolies. If you 

didn’t like the local bank, you were free to do your banking elsewhere, but that might 

require putting one’s money in a bank over hill and over dale, a full day’s trek away by 

horse. Most people were reluctant to do that, so the local bank got their business, even if 

its terms were not particularly good. Little regulated and lightly pressed by competitors, 

American banks became stodgy affairs, the stuff of commercial spreads between sources 

of funds and uses of funds were large and stable, leading to the infamous 3-6-3 rule: 

borrow at 3 percent, lend at 6 percent, and golf at 3 p.m. Reforming the system proved 

difficult because the owners and managers of small banks enjoyed significant local 

political clout. Instead of depositing money in the local bank, some investors looked for 

higher returns by lending directly to entrepreneurs. Instead of paying high rates at the 

bank, some entrepreneurs sought cheaper funds by selling bonds directly into the 

market. As a result, the United States developed the world’s largest, most efficient, and 

most innovative financial markets. The United States gave birth to large, liquid markets 

for commercial paper (short-dated business IOUs) and junk bonds (aka BIG, or below 

investment grade, bonds), which are high-yielding but risky bonds issued by relatively 

small or weak companies. Markets suffer from higher levels of asymmetric information 

and more free-rider problems than financial intermediaries do, however, so along with 

innovative securities markets came instances of fraud, of people issuing overvalued or 

fraudulent securities. And that led to several layers of securities regulation and, 

inevitably, yet more innovation. 

1 Innovations Galore 
Competition keeps gross spreads (the difference between what borrowers pay for loans 

and what depositors receive) down, but it is also important because it drives bankers to 

adopt new technologies and search for ways to reduce the negative effects of volatility. It 

is not surprising, therefore, that as changing regulations, globalization, computerization, 

and unprecedented macroeconomic volatility rendered the U.S. financial system more 

competitive in the 1970s and 1980s, the pace of financial innovation increased 

dramatically. As Figure 10.1 "U.S. inflation rates, 1950–1989" shows, beginning in the late 
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1960s, inflation rose steadily and grew increasingly erratic. Not surprisingly, nominal 

interest rates rose as well, via the Fisher Equation. Interest rate risk, particularly rising 

interest rates, is one of the things that keeps bankers awake at night. They could not 

have slept much during the Great Inflation of 1968 to 1982, when the aggregate price 

level rose over 110 percent all told, more than any fifteen-year period before or since. 

Bankers responded to the increased interest rate risk by inducing others to assume it. 

Bankers can use financial derivatives, like options, futures, and swaps, to hedge their 

interest rate risks. It is no coincidence that the modern revival of such markets occurred 

during the 1970s. Also in the 1970s, bankers began to make adjustable-rate mortgage 

loans. Traditionally, mortgages had been fixed rate. The borrower promised to pay, say, 6 

percent over the entire fifteen-, twenty-, or thirty-year term of the loan. Fixed-rate loans 

were great for banks when interest rates declined (or stayed the same). But when rates 

rose, banks got stuck with long-term assets that earned well below what they had to pay 

for their short-term liabilities. One solution was to get borrowers to take on the risk by 

inducing them to promise to pay some market rate, like the six-month Treasury rate, plus 

2, 3, 4, or 5 percent. That way, when interest rates rise, the borrower has to pay more to 

the bank, helping it with its gap problem. Of course, when rates decrease, the borrower 

pays less to the bank. The key is to realize that with adjustable-rate loans, interest rate 

risk, as well as reward, falls on the borrower, rather than the bank. To induce borrowers 

to take on that risk, banks must offer them a more attractive (lower) interest rate than on 

fixed-rate mortgages. Fixed-rate mortgages remain popular, however, because many 

people don’t like the risk of possibly paying higher rates in the future. Furthermore, if 

their mortgages contain no prepayment penalty clause (and most don’t), borrowers 

know that they can take advantage of lower interest rates by refinancing—getting a new 

loan at the current, lower rate and using the proceeds to pay off the higher-rate loan. 

Due to the high transaction costs (“closing costs” like loan application fees, appraisal 

costs, title insurance, and so forth) associated with home mortgage refits, however, 

interest rates must decline more than a little bit before it is worthwhile to do one. 

Bankers also responded to increased competition and disintermediation (removal of 

funds by depositors looking for better returns) by finding new and improved ways to 

connect to customers. ATMs (automated teller machines), for example, increased the 

liquidity of deposits by making it easier for depositors to make deposits and withdrawals 

during off hours and at locations remote from their neighborhood branch. 
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2 Loophole Mining and Lobbying 
Competition for profits also drives bankers and other financiers to look for regulatory 

loopholes, a process sometimes called loophole mining. Loophole mining is both legal 

and ethical and works better in nations, like the United States, with a permissive 

regulatory system1 rather than a restrictive one, or, in other words, in places where 

anything is allowed unless it is explicitly forbidden. Doug Arner, Financial Stability, 

Economic Growth, and the Role of Law (New York: Cambridge University Press, 2007), 

263. During the Great Inflation, banks could not legally pay any interest on checking 

deposits or more than about 6 percent on time deposits, both far less than going market 

rates. Banks tried to lure depositors by giving them toasters and other gifts, attempting 

desperately to skirt the interest rate caps by sweetening the pot. Few depositors bit. 

Massive disintermediation2 ensued because depositors pulled their money out of banks 

to buy assets that could provide a market rate of return. Financiers responded by 

developing money market mutual funds (MMMFs), which offered checking account–like 

liquidity while paying interest at market rates, and by investing in short-term, high-grade 

assets like Treasury Bills and AAA-rated corporate commercial paper. (The growth of 

MMMFs in turn aided the growth and development of the commercial paper markets.) 

Bankers also used loophole mining by creating so-called sweep accounts, checking 

accounts that were invested each night in (“swept” into) overnight loans. The interest 

earned on those loans was credited to the account the next morning, allowing banks to 

pay rates above the official deposit rate ceilings. Sweep accounts also allowed banks to 

do the end around on reserve requirements, legal minimums of cash and Federal Reserve 

deposits. Recall that banks earn limited interest on reserves, so they often wish that they 

could hold fewer reserves than regulators require, particularly when interest rates are 

high. By using computers to sweep checking accounts at the close of business each day, 

banks reduced their de jure deposits and thus their reserve requirements to the point 

that reserve regulations today are largely moot, a point to which we shall return. 

Bank holding companies (BHCs), parent companies that own multiple banks and banking-

related service companies, offered bankers another way to use loophole mining because 

regulation of BHCs was, for a long time, more liberal than unit bank regulation. In 

particular, BHCs could circumvent restrictive branching regulations and earn extra profits 

by providing investment advice, data processing, and credit card services. Today, bank 

holding companies own almost all of the big U.S. banks. J. P. Morgan Chase, Bank of 

America, and Citigroup are all BHCs. Not all regulations can be circumvented cost 
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effectively via loophole mining, however, so sometimes bankers and other financiers 

have to push for regulatory reforms. The Great Inflation and the decline of traditional 

banking, we’ll learn below, induced bankers to lobby to change the regulatory regime 

they faced. Like loophole mining, lobbying in and of itself is legal and ethical so long as 

the laws and social mores related to such activities are not violated. The bankers largely 

succeeded, aided in part by a banking crisis. 

3 Banking on Technology 
Proliferation of the telegraph and the telephone in the nineteenth century did little to 

change banking. Bankers in remote places could place orders with securities brokers 

more quickly and cheaply than before, customers could perform certain limited 

transactions by talking with a teller by phone rather than in person, and mechanical 

computers made certain types of data storage and number crunching faster. The 

widespread use of automobiles led to the adoption of drive-up teller windows in the 

1950s. None of those technologies, however, transformed the face of the business. The 

advent of cheap electronic computing and digital telecommunications after World War II, 

however, did eventually spur significant innovation. 

Retail-level credit has always been a major component of the American economy, but it 

began to get crimped in the late nineteenth and early twentieth centuries in large urban 

areas where people no longer knew their neighbors and clerks left for new jobs with 

alarming frequency. Some stores began to issue credit cards to their customers. These 

credit cards were literally identification cards that let the clerks know that the customer 

had a credit account with the store. The system was inefficient because consumers 

needed a different card for each store in which they shopped. Moreover, screening good 

borrowers from bad isn’t easy and minimum efficient scale is quite high, so even large 

department store chains were not very efficient at issuing the cards. Observers realized 

that economies of scale could be exploited if one company decided who was 

creditworthy and provided a payment system that allowed participation by a large 

percentage of retailers. After World War II, Diners Club applied the idea to restaurants, 

essentially telling restaurateurs that it would pay their customers’ bills. (Diners Club later 

collected from the customers.) The service was very costly, however, so new credit card 

systems did not spread successfully until the late 1960s, when improvements in 

computer technology and telecommunications made it possible for machines to conduct 

the transactions at both the point of sale and card issuer sides of the transaction. Since 
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then, several major credit card networks have arisen, and thousands of institutions, 

including many nonbanks, now issue credit cards. 

Basically, Visa and MasterCard have created private payment systems that are win-win-

win. Retailers win because they are assured of getting paid (checks sometimes bounce 

days after the fact, but credit and debit cards can be verified before goods are given or 

services are rendered). Retailers pay a small fixed fee (that’s why a shopkeeper might not 

let you charge a 25 cent pack of gum) and a few percentage points for each transaction 

because they believe that their customers like to pay by credit card. Indeed many do. 

Carrying a credit card is much easier and safer than carrying around cash. By law, 

cardholders are liable for no more than $50 if their card is lost or stolen, provided they 

report it in a timely manner. Credit cards are small and light, especially compared to large 

sums of cash, and they eliminate the need for small change. They also allow consumers 

to smooth their consumption over time by allowing them to tap a line of credit on 

demand. Although interest rates on credit cards are generally high, the cardholder can 

avoid interest charges by paying the bill in full each month. Finally, banks and other card 

issuers win because of the fees they receive from vendors. Some also charge cardholders 

an annual fee. Competition, however, has largely ended the annual fee card and indeed 

driven issuers to refund some of the fees they collect from retailers to cardholders to 

induce people to pay with their cards rather than with cash, check, or competitors’ cards. 

That’s what all of the business about cash back, rewards, frequent flier points, and the 

like, is about. 

Debit cards look like credit cards but actually tap into the cardholder’s checking account 

much like an instantaneous check. Retailers like them better than checks, though, 

because a debit card can’t bounce, or be returned for insufficient funds days after the 

customer has walked off with the store owner’s property. Consumers who find it difficult 

to control their spending find debit cards useful because it gives them firm budget 

constraints, that is, the sums in their respective checking accounts. If a debit card is lost 

or stolen, however, the cardholder’s liability is generally much higher than it is with a 

credit card. Today, many debit cards are also automatic teller machine (ATM) cards, cards 

that allow customers to withdraw cash from ATMs. That makes sense because, like debit 

cards, ATM cards are linked directly to each cardholder’s checking (and sometimes 

savings) accounts. ATMs are much smaller, cheaper, and more convenient than full-

service branches, so many banks established networks of them instead of branches. 

Before bank branching restrictions were lifted, ATMs also received more favorable 
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regulatory treatment than branches. There are more than 250,000 ATMs in the United 

States today, all linked to bank databases via the miraculous telecom devices developed 

in the late twentieth century. 

Further technological advances have led to the creation of automated banking machines 

(ABMs); online banking, home banking, or e-banking; and virtual banks. ABMs are 

combinations of ATMs, Web sites, and dedicated customer service telephone lines that 

allow customers to make deposits, transfer funds between accounts, or engage in even 

more sophisticated banking transactions without stepping foot in the bank. Online 

banking allows customers to bank from their home or work computers. Banks have found 

online banking so much cheaper than traditional in-bank methods that some have 

encouraged depositors and other customers to bank from home or via machines by 

charging them fees for the privilege of talking to a teller! A few banks are completely 

virtual, having no physical branches. So-called click-and mortar, or hybrid, banks appear 

more viable than completely virtual banks at present, however, because virtual banks 

seem a little too ephemeral, a little too like the wild cat banks of old. As during the good 

old days, a grand edifice still inspires confidence in depositors and policyholders. The 

bank in Figure 10.2 "Banque Nationale du Canada", for some reason, evokes more 

confidence than the bank in Figure 10.3 "An actual bank in a trailer". 

Technological improvements also made possible the rise of securitization, the process of 

transforming illiquid financial assets like mortgages, automobile loans, and accounts 

receivable into marketable securities. Computers make it relatively easy and cheap to 

bundle loans together, sell them to investors, and pass the payments through to the new 

owner. Because they are composed of bundles of smaller loans, the securitized loans are 

diversified against default risk and are sold in the large round sums that institutional 

investors crave. Securitization allows bankers to specialize in originating loans rather than 

in holding assets. They can improve their balance sheets by securitizing and selling loans, 

using the cash to fund new loans. As we’ll see shortly, however, securitization has also 

opened the door to smaller competitors. 

4 Banking Industry Profitability and Structure 
Despite their best innovation efforts, banks have been steadily losing market share as 

sources of loans to nonfinancial borrowers. In the 1970s, commercial banks and other 

depository institutions (the so-called thrifts—credit unions, savings and loans, savings 

banks) controlled over 60 percent of that market. Today, they have only about a third. 
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The market for loans to nonfinancial borrowers grew very quickly over the last quarter 

century, however, so that decline is a relative one only. Banks are still extremely 

profitable, so much so that many new banks form each year. But bankers have to work 

harder than ever for those profits; the good old days of traditional banking and the 3-6-3 

rule are long gone. Fees and other off-balance-sheet activities now account for almost 

half of bank income, up from about 7 percent in 1980. The traditional source of profit, 

the spread between the cost of liabilities and the returns on assets, has steadily eroded 

from both ends. 

As noted above, the interest rates that banks could pay on deposits were capped (under 

so-called Regulation Q) at 0 for checking deposits and about 6 percent on time deposits. 

(The hope was that, if they faced limited competition for funds, banks would be safer.) 

Until the Great Inflation, bankers loved the caps because they limited competition for 

deposits. When interest rates rose enough to cause disintermediation, to cause funds to 

flow out of banks to higher-yielding investments like money market mutual funds, 

bankers lobbied for an end to the interest rate restrictions and their request was granted 

in the 1980s. Since then, banks have had to compete with each other as well as with 

money market mutual funds for deposits. Unsurprisingly, banks’ gross spreads have 

eroded, and deposits have become relatively less important as sources of funds. On the 

asset side, banks can’t charge as much for loans, ceteris paribus, as they once did 

because they face increasingly stiff competition from the commercial paper and bond 

markets, especially the so-called junk bond market. Now, instead of having to cozy up to 

a bank, smaller and riskier companies can sell bonds directly to investors. Issuing bonds 

incurs costs besides interest charges—namely, mandatory information disclosure and 

constant feedback from investors on the issuing firm’s performance via its bond prices—

but companies are willing to bear those costs if they can get a better interest rate than 

banks offer. 

As a result of those competitive pressures, many banks exited the business, some by 

going bankrupt, others by merging with larger institutions. The banking crisis of the 1980s 

enabled bankers and regulators to make further reforms, including greatly easing 

restrictions on branch banking and investment banking (securities) activities. In 1933, at 

the nadir of the Great Depression, commercial (receiving deposits and making loans) and 

investment banking activities (underwriting securities offerings) were strictly separated 

by legislation usually called Glass-Steagall, after the congressional members who cooked 

it up. The gradual de facto erosion of GlassSteagall in the late 1980s and 1990s (by means 
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of bank holding companies and a sympathetic Federal Reserve) and its de jure 

elimination in 1999 allowed investment and commercial banks to merge and to engage in 

each other’s activities. Due to those and other regulatory changes, usually called 

deregulation, and the decline of traditional banking, banks began to merge in large 

numbers, a process called consolidation, and began to enter into nonbanking financial 

activities, like insurance, a process called conglomeration. 
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Chapter Seventeen 

THE MONEY SUPPLY PROCESS AND MONEY MULTIPLIER 
 

It may seem strange to see currency and reserves listed as liabilities of the central bank 

because those things are the assets of commercial banks. In fact, for everyone but the 

central bank, the central bank’s notes, Federal Reserve notes (FRN) in the United States, 

are assets or things owned. But for the central bank, its notes are things owed (liabilities). 

Every financial asset is somebody else’s liability, of course. A promissory note (IOU) that 

you signed would be your liability, but it would be an asset for the note’s holder or 

owner. Similarly, a bank deposit is a liability for the bank but an asset for the depositor. In 

like fashion, commercial banks own their deposits in the Fed (reserves), so they count 

them as assets. The Fed owes that money to commercial banks, so it must count them as 

liabilities. The same goes for FRN: the public owns them, but the Fed, as their issuer, 

owes them. (Don’t be confused by the fact that what the Fed owes to holders is nothing 

more than the right to use the notes to pay sums the holders owe to the government for 

taxes and the like.) Currency in circulation (C) and reserves (R) compose the monetary 

base1 (MB, aka high-powered money), the most basic building blocks of the money 

supply. Basically, MB = C + R, an equation you’ll want to internalize. In the United States, 

C includes FRN and coins issued by the U.S. Treasury. We can ignore the latter because it 

is a relatively small percentage of the MB, and the Treasury cannot legally manage the 

volume of coinage in circulation in an active fashion, but rather only meets the demand 

for each denomination: .01, .05, .10, .25, .50, and 1.00 coins. (The Fed also supplies the 

$1.00 unit, and for some reason Americans prefer $1 notes to coins. In most countries, 

coins fill demand for the single currency unit denomination.) C includes only FRN and 

coins in the hands of nonbanks. Any FRN in banks is called vault cash and is included in R, 

which also includes bank deposits with the Fed. Reserves are of two types: those 

required or mandated by the central bank (RR), and any additional or excess reserves (ER) 

that banks wish to hold. The latter are usually small, but they can grow substantially 

during panics like that of September–October 2008. Central banks, of course, are highly 

profitable institutions because their assets earn interest but their liabilities are costless, 

or nearly so. Printing money en masse with modern technology is pretty cheap, and 

reserves are nothing more than accounting entries. Many central banks, including the 

Federal Reserve, now pay interest on reserves, but of course any interest paid is 
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composed of cheap notes or, more likely, even cheaper accounting entries. Central 

banks, therefore, have no gap problems, and liquidity management is a snap because 

they can always print more notes or create more reserves. Central banks 

anachronistically own prodigious quantities of gold, but some have begun to sell off their 

holdings because they no longer convert their notes into gold or anything else for that 

gold is no longer part of the MB but is rather just a commodity with unusually good 

monetary characteristics (high value-to-weight ratio, divisible, easily authenticated, and 

so forth). 

1 Open Market Operations 
We are now ready to understand how the central bank influences the money supply (MS) 

with the aid of the T-accounts—accounts that show only the changes in balance sheets. 

Like regular balance sheets, however, T-accounts must balance (asset changes must 

equal liability changes). Central banks like the Fed influence the MS via the MB. They 

control their monetary liabilities, MB, by buying and selling securities, a process called 

open market operations. If a central bank wants to increase the MB, it need only buy a 

security. (Any asset will do, but securities, especially government bonds, are generally 

best because there is little default risk, liquidity is high, and they pay interest.) If a central 

bank bought a $10,000 bond from a bank, the following would occur: 

Banking System 

Assets Liabilities 

Securities −$10,000  

Reserves +$10,000  

 

The banking system would lose $10,000 worth of securities but gain $10,000 of reserves 

(probably a credit in its account with the central bank but, as noted above, FRN or other 

forms of cash also count as reserves). 

 

 

 

 

 

Central Bank 

Assets Liabilities 

Securities 

+$10,000 

Reserves 

+$10,000 
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The central bank would gain $10,000 of securities essentially by creating $10,000 of 

reserves. Notice that the item transferred, securities, has opposite signs, negative for the 

banking system and positive for the central bank. That makes good sense if you think 

about it because one party is selling (giving up) and the other is buying (receiving). Note 

also that the central bank’s liability has the same sign as the banking system’s asset. That 

too makes sense because, as noted above, the central bank’s liabilities are everyone 

else’s assets. So if the central bank’s liabilities increase or decrease, everyone else’s 

assets should do likewise. If the central bank happens to buy a bond from the public (any 

nonbank), and that entity deposits the proceeds in its bank, precisely the same outcome 

would occur, though via a slightly more circuitous route: 








