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2 The banking ftrm

A bank is just like any other firm, be it that the produced output has a

number of special features. The product supplied by the banking firm is

calleo cre6t anq supplied only t0 consumers. So, consumers and prOduc-

ers alike accept this indebtedness of banks as an ultimate means of pay-

ment and as sucfi, credit belongs to the total stock of money. In order to

produce these balnking services one needs some ingredients' Just as a nor-

mal firm needs (hor instance) capital (ft) and labour (f as inputs to produce

goods 0i), the iirstitution "bank" needs labour and a banking licence to

produce credit in our case. The rationale behind the need for labour is that

every consumer who wants credit has to travel to the bank in order to

arrange things, tPlk to officials, sign contracts eicetera. People that work at

the bank to serye clients act as labour input in the bank's production func-

tion. The other ihput, the banking licence, can be compared with capitai as

input in the casq of a standard firm. There are a few important differences

however. In the first place, capital can be accumulated over time as a

resuit of the invdstment decisions of the firm. It is assumed that the licenc-

es ro bank are aVailable in a strict iimited and fixed quantity. The reason is

thaf money as a product is somettlng special related to such phrases as

reiiabilitV and tiustrVorthiness. Another Ieason is that the government as

a(n) (impligit) supplier of the licences, can control the money supply to a

certain extent by adding some specific requirements to the possession of

the banking licence (such as a cash-reserve requirement).

A second difference with capitai is that we assume that one and oniy one

banking licence is needed to start banking. Earlier on capital and labour

could be substituted for one another according to a CES specification.
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Now we have

(2.7.1)

for the ba

M, í s
P - = 1

v

nking process:

( /, ) when banking licence'0o' 
when no banking l icence

- fnr"ia'
J

- I  . P . - Z ) . e '  d z ,
C D

whereM"dencr testhenominalsuppiyofcredi tandg( . ) is theproduct ion

function with ban$ing labour (L) a* input'

Theavai lab i l i tyofabankingl icencethusdef ineswhichf i rmisabank.

Becauseoneoftheinputsisoff ixedmagnitude,it isassumedthatthepro-

duct ionof theref lsupplyofcredi tshowsdimin ish ingleturnstoscale in

labour .O fcou rse , thep roduc to f thebank isno t fo r f ree 'Thepr i ceo fa

un i to f c red i t i s thenomina l ra teo f i n te res t . l . abou rh i redby thebank is

paid the nominal wage rate' assumed to be uniform across the economy'

Furthermore, thqre is (indeed) a cash-reserve requirement for banking

business, dictate$ by the government' As was the case with standard

firms,thebankiqgfirm'sgoalistomaximizetheshareholder'swealth'The

i i cences tobanka red is t r i bu ted fo r f reeonce inh i s to ryandareva luab le

hereafter.

Nowthebanker ' sp rob lemcanbes ta tedasmax im iz ing the fo l l ow ing

objective function:
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subiect to the following constlalnts:

n o = l t n . u
c

o4



:i

t l

'.:,

)n

/a 1 1.\ ^/í
I  L . L . J  I  t . t  ^ ,

VD

(2 .2 .4 )  M 
"=  

q  .Mo,  ,

M
( 2 . 2 . s )  G L = 8 ( L ) 'f.,

The value of he Qank-sh[res is E, and {s 
equat to the discounted flow of
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accumulation, while the iecond tells that a fraction 1i0 of credit supplied

must be held at ttge Uanil in the form of cash (M*) ' Cash at the bank is

part of the total afnount !t Uut" money' notes issued by the government'

Part of the (assurrleo) fix{o amount of government money is held by banks
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(as a cash-reserve requirfment) whereas the other part is held by consum-

ers. Furtherrnore it is asslumed that the cash-reserve parameter Q is greater

than 1, whiie the first a{rd second derivatives of the production function

have properties $' ,0 , +" 
< 0 . ïhe following first-order conditions can

be obtained after pome sJrbstitution:

( 2 . 2 . 6 ) r , = * ,' b  
D  A l ln Y
K +
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Theamoun to f l abgurh i redby thebank ,and thus thesupp lyo fc red l t ,

depends negatlvely on the real wage rate' and positiveiy on the nominal

rateof in terest 'aT. l je twoinequal i tycondi t ionsturnout tobealwaysbind-
of the licenc e (GW can be computed as follows:

ing. Now the wortn t

( 1  ) Q \  G W = 8 . - M ^ ,  '
\ ' . e . - )  

-  
b  v a

which replesents tTe abbreviated version of the balance.sheet of the bank.

insf i rm.Thewor] thof l icencesis ind icatedherebytheterm' 'goodwi l l ' '

, * . . r * r w o r t h i q c r e a t e d " o u t o f n o t h i n g " i t s e e m s ' I t i s i n t e r e s t i n g ' t o

draw a parallel wlith the standard firm here' The balance-sheet for the

goods-producing fim in the stationary state can be represented by the

' ' ''iue of) the capital stock and the value of equity' 
'fhe

equalitY ot tne (v?
t f goodwill or surPlus value in the

soods-producing firm shows no slgn o

^l
S ta t i ona rYs ta te . l he reason is tha t the inves tmen tdec i s i0no f the f i rm

dependson lhe r4 t i oo fequ i t yandcap i ta l s tock , theso -ca l l edq - ra t i o . I f

t h i s ra t i o i sg rea tq r than l fo rsomereason , i t shows tha t the rea reaÓran-

tages to be gor rlom extÍa investment' The marginal cost of one unrlt of
i:

*
Ër'
È"the banking firm is more commoilY

of interest and some technololgical

(see for instance Niehans(1978)'
aïe
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investment is less than the

So, capital accumulatiPn s

goodwill left.

How does this relate [o the

there is no such thing in our

lent of capital accurnulation.

a "first owner" surPlus value

the q-ratio of the banking fi

We define the q-ratio for

Eu
(2.2.10) Q,: #" M^.w

We know that:

E
Q.z.ïr\ o. - -!- - u

b R c

where D, rePresents the di

er with equations (2,1.6) to

function as follows:

M
( z . 2 . r z )  

"  
= S ( t r ) :

' v

rginal revenue of investment in such a case'

when the q-ratio equals 1-, so there is no

anking fim? A crucial assumption is that

odel as "licences accumulation", the equiva-

the limited amount of licences brings forth

of licences. It can be clarifying to compute

for the stationary state of the model'

ng as foilows:

D I-T - '

of the bank (see equation 2.2.2). Togeth-

2.8) and the specification of the production

t b

D D
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'  s  ( l r )
I ,

D

( 0 - 1 ) ' o a

hen cr, = 1 (constant returns to scale in labour) we

consequently no goodwill. In the relevant case of

a q-ratio between 1 and Q . The resulting goodwill ot

to the first owners of licences.

n a banking licence as:

r = { o * ( o - 1
0á

) . c r ) . À ,

rate of returns is:

possible return

r Q  .

is determined by the cash-reserve
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