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Origins of Banking

● Before banking there was money.
● What is money?

§ Medium of Exchange
§ Store of Value
§ Unit of Account



Origins of Money

● Why not barter?
● Simple economy

§ Two agents (Crusoe and Friday)
§ Two assets (bread and wine)
§ One period

● Would they need money?
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Barter

● In a world of barter, prices are denominated in other 
goods.

● So if Crusoe gives up one loaf of bread in exchange 
for 1.2 liters of wine,

● The price of a loaf of bread is 1.2L of wine
● The price of a liter of wine is 1/1.2 = 0.8333 loaves of 

bread
● Like currency markets now



So why have money?

● Now imagine three people:
§ Crusoe
§ Friday
§ Swift

● Swift harvests shells
● How many transactions may be required involving 

how many different goods to attain equilibrium?
● How many “exchange rates” will we have?



Commodity Money
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Types of Commodity Money

● Gold, Silver, and precious metals



Types of Commodity Money

● Grains and other crops



Types of Commodity Money

● Shells (e.g. wampum)



15



16



17



18



19



20



21



Drawbacks to Commodity Money

● May lack characteristics of liquidity
§ May be heavy and cumbersome
§ May be difficult to measure or evaluate on the spot
§ Costly to produce!



Limitations on Money 

● Problem with paying with cash
§ Carrying cash around can be dangerous or difficult
§ Why not just pay with an IOU?
§ Let the seller come pick up the cash later.
§ If the seller trusts you to have the money later, you need not 

have it now.
§ Credit



Limitations on Money 

● Problem with paying with cash

§ You don’t have it.

● Instead you have cash coming in the future, or 
● You have a positive NPV project, or
● You have some other valuable asset that could be 

sold



Origins of Credit

● Trade Credit

Illinois Cincinnati   New York London
Beaver Store Merchant           Merchant
Hunter

Beaver pelts

Guns



Origins of Credit

In a world without credit, all transactions would have to 
take place with cash
1. NY merchant pays cash to London merchant for 

gun.
2. Cincinnati merchant pays NY merchant cash for gun
3. Beaver hunter pays Cincinnati merchant cash for gun
4. Beaver hunter kills beaver
5. Cincinnati merchant pays cash to beaver hunter for 

pelt
6. NY merchant pays cash to Cincinnati merchant for 

pelt
7. London merchant pays NY merchant cash for pelt

What’s wrong with this?



Origins of Credit

● Trade Credit Period 1

Illinois Cincinnati   New York London
Beaver Store Merchant    Merchant
Hunter

IOUS

Guns



Trade Credit

Beaver   Cincinnati    New York London
Guy Merchant Merchant    Merchant

A/P  A/R     A/P A/R  A/P A/R     



Origins of Credit

● Trade Credit Period 2

Illinois Cincinnati   New York London
Beaver Store Merchant    Merchant
Hunter

\Beaver pelts

IOUs



Trade Credit

● Who owes whom?

London Merchant

IOUS from
Beaver guy?



Limitations on trade credit

In order to provide trade credit the seller must know the 
buyer

Alternative: seller knows third party who knows seller.



Discounting



Letter of Credit

● Buyer is stranger to seller, but bank knows buyer, so 
bank vouches for buyer.

● Or can function like travelers checks









Bill of Exchange

Seller doesn’t know Buyer
Sellers bank doesn’t know buyer
Buyers bank doesn’t know seller, but
Buyers bank knows sellers bank



Bill of Exchange
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Bill of Exchange

41



42



Origins of Banking

● Goldsmith as safe deposit



Origins of Banking

● Safe Deposit Model: why store?
§ Goldsmith issues warehouse receipts

● In colonial America: tobacco
● Today: Brinks
● Is the receipt an asset?
● What does the warehouse balance sheet look like?
● How does the warehouse make money?
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Origins of Banking

● If commodity is fungible, warehouse receipt 
represents a claim. i.e. it becomes a financial asset

● Warehouse B/S

Tobacco
or Gold Receipts



Origins of Banking

● Why would anyone ever ask for their stuff back?
● If their stuff is gold, they may need the gold for cash 

transactions.



Origins of Banking

● What is the likelihood of all customers asking for their 
stuff back on the same day?

● Depends on the covariance of withdrawal behavior 
among depositors

● How else can the warehouse make money?



Receipts as Money

● The receipt is an IOU
● If the bank has good credit, the receipts will become 

a medium of exchange
● The receipts may become more liquid than the 

commodity
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Origins of Banking

● Warehouse Balance Sheet

Gold 100 Receipts 90
Equity 10



Origins of Banking

● What happens when a loan is made?
● Warehouse Balance Sheet

Gold 100 Receipts 90
Equity     10

Loan  10 Receipts 10
Total 110 110



Fractional Reserve Banking

● As long as the receipts circulate, the bank will never 
have to dip into its gold pile.

● If the borrower gives the receipt to someone who 
wants to redeem it for gold, then the reserve will be 
reduced

● Does the bank collect storage fees?
● Does the bank pay interest?



Origins of Banking

● How does the warehouse make money now?
● Income Statement

Interest Income
- Loan Losses
-Op. Exp.



Origins of Banking

● Key questions:
§ How to structure liabilities? Demand deposits or timed 

deposits
§ How to structure assets? Callable loans or timed loans?
§ How many loans should be made? i.o.w. How big should the 

balance sheet be?
§ What percentage of liabilities should be held in “ready 

cash”?



Credit as Money

● Warehouse receipt is a financial asset to the holder
● It’s a liability to the issuer
● The holder is a creditor
● The issuer is a debtor
● Value of transaction media is a function of the 

creditworthiness of the issuer
● Why does the holder not charge interest?



Liquidity Demand

● Why does the issuer of the warehouse receipt not 
pay interest to the holder?

● Liquidity premium in lieu of interest
Interest Charged

?? Iliquidity



Liquidity Creation

● What makes a debt instrument useful as transaction 
medium?

● What about other receipts?
§ Best Buy gift cards
§ Postage Stamps
§ Subway Tokens
§ Casino Chips
§ Mobile Phone minutes
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IOUs as medium of exchange

If Debtor is well known, IOUs may circulate
Company Town



63



Tax Receipts

● Tallies as receipts, tallies as IOUs

● Why would you accept as payment?



Government

Taxes Receivable Debt



66



Bank of England

67



Bank of England
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Colonial notes
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National Banking Act
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Patacones
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Fiat Money
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Continental
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Free Banking Period

83



Bank Note Reporters
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Ithaca Dollars

85



86



87



88



89



Bitcoin Volatility
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Acceptance
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Coincap
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Bitcoin Market Cap
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