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Deposit Money and the Functions of Banks and a Central Bank

ISHIDA Kazuhiko

There is no doubt that the modern economy is not able to work without money and financial
markets. In fact, most of the serious problems or crises which hit the world economy in recent
decades were associated with troubles in money or financial markets. The most recent one,
so-called “Lehman shock”, is a typical example. Analyzing their causes and influences and
proposing appropriate policy reactions to them are most important tasks for economics, and
especially monetary economics. Although a lot of literature, in fact, has been produced and many
arguments have been made, they are often confused and have sometimes led to wrong policy
proposals. The main reason for this seems to be that the understanding of “money”, which lies in
the center of most financial issues, in main-stream economics still remains within the traditional
notion of “commodity money” or “fiat money”, despite the fact that bank deposits function as the
most important money in the modern economy.

This paper tries to develop a proper theoretical understanding of the system of “deposit
money” and the functions of banks and a central bank which jointly provide the system. This
alternative understanding of “money” is expected to give better basis for analyzing and proposing
policy reactions to various economic issues. The first chapter reviews the traditional introduction
of “money” into the model of a market economy, where the idea of “commodity money” plays the
central role. Then the limitations of “commodity money” are argued. The second chapter presents
a simplified conceptual model of “deposit money” and shows how they conquer the limitations of
commodity money and replace them. Functions of banks as its provider are also argued. The
third chapter introduces a central bank to the system of deposit money. At this stage, a central
bank is defined as a provider of so-called “finality” in payments and settlements conducted with
deposit money. This role of a central bank is quite similar to that of the providers of public utility
such as power or water supply.

Then, the last chapter argues possible “market failures” in the system of deposit money, and
drives the need for the role of a central bank as a policymakers. There are mainly two sorts of
market failures, and “monetary policy” (control of inflation/deflation) and “prudential policy”
(bank supervision and the lender of the last resort) respectively correspond to each market failure.
Finally, some implications for the recent economic issues derived from the understanding of

deposit money in this paper are presented.





