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Abstract 

In this article we try to develop a theory of money and credit as competing payment 

instruments, then put it to work in applications. Buyers can use cash or credit, with 

the former (latter) subject to the inflation tax (transaction costs). Frictions that make 

the choice of payment method interesting also imply equilibrium price dispersion.  
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Introduction 

When consumers and businesses can borrow money, economic transactions can take 

place efficiently and the economy can grow. Credit allows companies access to tools 

they need to produce the items we buy. A business that couldn’t borrow might be 

unable to buy the machines and raw goods or pay the employees it needs to make 

products and profit. 

Credit also makes it possible for consumers to purchase things they need. Many items, 

from cars to houses, are too expensive for most people to pay for all at once. With 

credit, it’s possible to pay over time while accessing essential products and services 

when you need them. 

Although credit clearly has an important role to play in maintaining a functioning 

economy, you may still be wondering why you need credit as an individual. 

“Loans are a necessary part of life for many,” says Katie Ross, education and 

development manager for American Consumer Credit Counseling. Loans can enable 

wealth-building by allowing people to do things like pay for college, increase earning 

power, buy a home and benefit from rising property values, or start a business, Ross 

says. 

“Having access to credit can also be helpful in an emergency,” explains Benjamin 

Jacobs, a certified financial planner at Elwood & Goetz in Athens, Georgia. 

If unforeseen expenses arise or you need something you can’t afford, being able to 

borrow could be a lifesaver, he says. Accessing credit is important for another reason 

in today’s society: consumer credit reporting. When you borrow money, creditors 
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often report your behavior to credit-reporting agencies, including Equifax, Experian 

and TransUnion. Data on your financial behavior — such as whether you make loan 

payments late or fail to pay — is aggregated to create credit reports and evaluated to 

generate credit scores. Those reports and scores are used by lenders when they assess 

how risky it may be to lend to you. 

If you were wondering why is credit important, now you know. But just because credit 

helps you build wealth and participate in the economy, doesn’t mean using it is always 

good. Credit is a tool, and like most tools, it can be misused. 

Since your credit scores are used to measure your reliability, inconsistent borrowing 

behavior and low credit scores will likely make people and companies reluctant to do 

business with you. You may not be able to get a cellphone contract without a large 

deposit, or a landlord may not rent to you. 

Another big risk: borrowing costs money — in fees and interest — and it’s possible to 

borrow more than you can repay. 

“If a consumer doesn’t know how to handle the credit they have available to them, 

they could end up paying a lot in interest, as well as paying fines or penalties,” Jacobs 

says. “This could end up spiraling, and I’ve seen consumers who end up having to file 

bankruptcy because it spirals out of control so much.” To avoid problems, Ross says, 

you should limit borrowing and take out loans only if you can easily repay them. She 

says it’s also important to distinguish between so-called “bad” debt — debt used to buy 

things just because you want them — and “good” debt, such as a mortgage or student 

loans that can help build wealth in the long term. 

As you know, money markets around the world came under severe stress during the 

recent financial crisis and in the subsequent sovereign debt crisis, with interest rate 

spreads jumping to unprecedented levels and market activity declining significantly 

in many market segments. In my remarks today, I’ll first consider the functioning of 

money markets before the crisis and their malfunctioning during the crisis, 

highlighting specifics of the euro area’s situation compared with that of the US. 

Tensions in the money markets led banks to seek to replace money market funding 

with central bank funding. Central banks have, since the beginning of the financial 

crisis, increasingly become intermediaries for interbank transactions, as witnessed by 

the steep increase in the size of their balance sheets. 

These developments give rise to the following questions. First, if central banks are 

providing funding to banks in crisis times, when money markets are malfunctioning, 

why don’t they also do so in normal times? In other words, what useful functions do 

decentralised money markets perform? I will argue that these markets are essential 

to ensure price discovery, information aggregation and peer monitoring. 
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Given these important benefits, a second question that arises is, how can the proper 

functioning of money markets be restored? I’ll discuss policies that can help to 

revitalise money markets in the euro area later on. Such policies must be directed 

towards reducing counterparty risk concerns. This can be achieved by restoring 

adequate capital ratios and reducing the heterogeneity in the capitalisation of banks, 

as well as taking decisive steps towards a banking union. In the end, lending is an act 

of trust and there is no alternative but to restore full confidence in the soundness of 

bank and government finance. 

Contemporaneous banking theories appear to understand financial institutions as 

intermediaries, relegating bank money creation through money multiplication 

outside the core of banking activity. This article takes a different systemic perspective, 

pointing to the dynamic and collective features that generate a banking system within 

and across financial institutions. Classic features such as bank credit creation, as well 

as classic issues such as bank runs, are reconsidered under the notion of a ‘banking 

system’ requiring coordination over time and circumstances. 

Our conceptual framework develops a heuristic model of the basic mechanisms on 

which bank money creation lays upon. This model disentangles the link between 

functional and institutional dimensions of the money system, aiming to include 

minimal institutions in economic theory and economic analysis of money. These basic 

mechanisms include: monetary financial institutions (bank entities) issue claims 

which function as money; they facilitate payments across agents in the economy over 

time and space; they increase the money base through credit creation; they hold 

fractional reserves and lend to each other. Ongoing bank activity involves cash and 

non-cash (accrual) processes occurring within each bank entity and across them. Each 

bank keeps currency money in bank deposits on behalf of other agents. But the bank 

activity is further characterised by the capacity or privilege to use these deposits, 

although the latter remain available for payment and redemption at will and at par. 

Moreover, the bank can create deposit by granting a loan to, or buy a security from a 

borrower. This bank capacity or privilege involves money generation that enables the 

bank credit manufacturing process. In this way, all the banks become interdependent 

on the flow of payments that are performed across them, generating the ‘banking 

system’. Since each bank is structurally unbalanced due to money generation, inter-

bank coordination is required to maintain the banking system in operation over time 

and circumstances. Both inter-bank clearing and credit arrangements provide this 

coordination at the inter-bank level, which is effectuated through central bank 

intervention, clearing houses and the money market. 
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From this systemic perspective, ‘systemic risk’ and ‘macro-prudential’ management 

and regulation are new labels for recurrent concerns of systemic coordination. A 

careful combination of design and policy is therefore required to reach coordination 

in view to prevent or respond to local and systemic crises. Drawing upon this 

conceptual framework, this article develops institutional economic analysis and 

implications for shadow banking; systemic risk, interdependency and 

interconnectedness; the relationship between money and credit and the real 

economy; and the systemic consistency between functions and institutions in 

monetary regimes. 

To understand the role of banking in the economy, the following theoretical analysis 

layers up three featuring dimensions. They may be understood as successive 

approximations of the money dynamic system generated by the ongoing working of 

banking as a whole. The first layer sees banking as the ledger keeping of the economy. 

At this level, banks are custodians of currency money held on behalf of agents in the 

economy in view to protect holdings and facilitate payments across them over space. 

This corresponds to the institutional ruling that grants banking with the privilege of 

holding and aggregating deposits. The second layer builds upon this payments system 

to understand bank credit creation which leverages upon the currency money base 

through fractional reserve. This corresponds to the institutional ruling that enables 

banks to use the currency under custody, while the latter remains available to its 

holders, as well as to create deposits that are convertible in currency money. 

Governmental deposit insurance and reserve requirements point to this dimension of 

banking as treasury management of the economy. The third layer introduces the bank 

management intentional action which seeks for business opportunities in order to 

generate income to the bank entity under cost and risk controls. Equity capital 

requirements (including prudential reserves) and credit guidance point to this 

dimension of banking as manufacturing of money through bank credit creation. 
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