
Lecture 1: Banking and the 
Hierarchy of Money 

Jay Pocklington 
Marc Adam 

IMK Workshop, Berlin, 11-13 August 2016 



I. What is money and credit? 

 



I. What is money and credit? 

• Currency vs banking principle 
• Settlement vs promise to pay (defer final settlement) 



What is Banking? 



What is Banking? 

• Funding Liquidity vs Market Liquidity 
 

• Payments 



Hierarchy of Money and Credit 



Hierarchy of Money and Credit 



Hierarchy of Money and Credit 



Hierarchy of Money and Credit 



Hierarchy of Money and Credit 

 
 
 
 
 

• For present purposes, the important point to appreciate is that all of 
the instruments except gold appear as both assets and liabilities. They 
are thus clearly all forms of credit. 



Hierarchy of Money and Credit 

 
 
 
 
 
 
 

• Market making 
• Elasticity vs discipline principle 



The Dealer Function 



Globalization 
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Triple Coincidence of Money and Finance 

• Bank for International Settlements (Shin 2015) 
 

• Net flows vs gross flows 
• Currency area not necessarily economic area 
• Aggregation of national accounts misleading 
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Dollar shortage 



Dollar shortage 

Source: Bloomberg  



Dollar shortage 



Global Money is … the Eurodollar 

• Private money: issued by banks not sovereign 
• Credit money: promise to pay not final settlement 
• Dollar money: promise to pay dollars not euros, yen, RMB 

 



Price of global money is … a liquidity spread 

• Private money implies inherent hybridity 
• Management of par:  TED spread, LIBOR-OIS 

• Credit money implies inherent instability  
• Management of interest rate:  term spread 

• Dollar money implies inherent hierarchy  
• Management of exchange rate:  basis swap 
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Is private management enough?   Who is last resort for global money? 



Global banking is … “shadow banking” 

“Money market funding  
of 

Capital market lending” 
 

• Global (dollar) funding of local lending 
• Market pricing, both money and capital 
• Key role of market-making institutions 
• Key role of central bank as backstop 



Global Banking is … “shadow banking” 

            “Shadow Bank”  Global Money Dealer     Asset Manager 
 
 

 
 

    Derivative Dealer 
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Global Banking is … “shadow banking” 

            “Shadow Bank”  Global Money Dealer     Asset Manager 
 

 
 

    Derivative Dealer 
 
 
 
 
Is private management enough?  Who is last resort for global banking? 
 
 
 
 
 

Assets Liabilities Assets Liabilities Assets Liabilities 

RMBS 
CDS 
IRS 
FXS 

MM funding MM funding 
Liquidity put 

“deposits” “deposits” Capital 
CDS 
IRS 
FXS 

Assets Liabilities 

Credit Default Swaps 
Interest Rate Swaps 
Foreign Exchange Swaps 
Liquidity put 

Credit Default Swaps 
Interest Rate Swaps 
Foreign Exchange Swaps 



Global Central Banking is … swap line network 

Dollar 

C6 Swap Line 

Bilateral Swaps, Regional Pooling, 
IMF 

National Money 

National Credit 



A Bretton Woods moment 



A Bagehot moment 



Global Money is … essential infrastructure 

• Globalization of Finance 
• Post WWII, rise of private capital markets (New York) 
• Post Bretton Woods, rise of private money markets (London) 

• Shadow Banking as Integration of Global Finance and Global Money 
• From bank loan-based credit to capital market-based credit 
• Quintessential institutional form for modern day 

• Money and Finance is … essential infrastructure 
• Banking as payments system (settlement discipline) 
• Banking as market-making system (money and risk) 



Standard Abstractions … hold back analysis 

• No “Banking as a Payment System” 
• No Money Flow,   NIPA 
• No Survival Constraint,   Budget Constraint 

• No “Banking as a Market-Making System” 
• No Hierarchy,    Money as n+1th market 
• No Dealers,    Price equilibrates supply and demand 
• No Dealer of Last Resort,  Central Bank operates on inflation   

      expectations 
 



The Alchemy of (Credit) Money 

        Bank    Other 
 
 
   Central Bank  Bank 
 
 
   Fed    ECB 
 
 
 

Assets Liabilities Assets Liabilities 

+loan +deposit +deposit +loan 

Assets Liabilities Assets Liabilities 

+securities +money (reserves) +money (reserves) +securities 

Assets Liabilities Assets Liabilities 

+Euros +Dollars +Dollars +Euros 



Inherent Instability of Credit 



Global Governance is … a work in progress 

• Liquidity is private and global, but backstops are public and local 
• Adequacy of liquidity swap network 
• Political economy of the Fed 

• Relocating and reorienting the backstop function 
• Money:  markets not banks, global not local, liquidity not solvency 
• Risk:  DOLR not LOLR, outside spread not inside, liquidity not solvency 

• Micro and macro prudential regulation? 
• Monetary and financial stabilization policy? 

 
 

 
 



Needed … a robust dealer of first resort 

• Retreat from cross-border banking (home bias) 
• Private decisions, regulatory pressure, or both? 
• Headwinds to short-term capital flows, survival constraint discipline 

• Retreat from market-making (market liquidity) 
• Money market dealing  
• Derivative dealing (IRS, CDS, FXS) 

• Relocating and reorienting the dealer function 
• Money:  cash pools and wholesale money market 
• Risk:   separation of prop trading and matched book CCP 
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