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Part I : Money & Banks

I.
Introduction
Ancient people made exchanges between goods and goods.  There was nothing used and accepted in general as a medium of exchange.

This type of economy is called a barter economy that involves the exchange of goods by goods only.

The people in a barter economy made exchanges only incidentally without a double coincidence of want in most of the cases.  Later, when people lived together, their exchanges became frequent and habitual.  They found themselves necessary to make exchanges simpler with a medium of exchange.

We call the medium of exchange – money or currency in economics.

II. Special Features of Money

A.
Forms of Money

Money had taken many forms as far as history showed.


Commodity Money

In ancient time, they included shell, cattle, salt, silk, gold, silver & tobacco. They are bulky, non-uniform in quality and perishable to a certain extent.


Metallic Money
Metals are uniform after minted.  They are non-perishable, portable with standard shapes, weight and face value.  Gold and silver are good examples.

Paper Money
Paper money or bank notes, refers to all types of bank notes issued by a bank ( usually the Central Bank ) of a nation.

In the past, people had been using gold or silver to fully back up the issue of bank notes.  The fully backed paper money is called convertible money.

Once trade and commerce flourished, the issue of paper money had to be at a faster rate than the growth of gold reserve in the central bank.  The government Paper money became legal tender but inconvertible.  They are also called fiat money or token money.

Bank Deposit Money

Deposits of all kinds in the banks are called deposit money, e.g. savings deposits, time deposits, and current account deposits.

It may include the loans to customers, overdrafts and other lending facilities.

B.
Functions of Money
Medium of Exchange

It is the most important and most special characteristic of money.

It ensures a double coincidence of wants.  It facilitates exchanges.  It thus lowers the cost of making exchanges.

Unit of Account

The prices of goods are expressed in money terms.  It measures the value of all goods and services.

Store of Value

Money is also a form of wealth or valuable asset.  Its purchasing power can be stored with the separation of buy and sell.

Standard of Deferred Payment

Once goods have a money value, we can settle the payment in future by recording down the amount in exchange.  For example, consumers enjoy through the hire purchase.  Firms run their business with letter of credit.

C.
Properties of Money
*
It must be generally accepted by people.

*
It had to be scarce to make its value accepted.

*
It should be durable in use.

*
It should be portable easily.

*
It must be uniform and divisible to make payment successful.

*
It must be recognized easily.

D.
Value of Money

The intrinsic value of money refers to the value of the material content of money itself.

The extrinsic value means the face value of money.  With modern printing methods, the face value is usually greater than the material content of money.

III.
Money Supply : Definition & Calculation

Money supply means the total amount of money issued by a monetary authority and supplied to the general public through the banking sector.

Money supply can be classified based on its function and degree of liquidity.  The most liquid form of money is cash or currency.

Total currency supply is made up of 2 parts.  The public holds notes and coins and is called currency in circulation in the public.  The monetary sector ( i.e. licensed bank, restricted licence bank & deposit-taking company ) also holds a certain amount of currency.

M1
=  Currency in public circulation  +  Demand Deposits of licensed banks

Next, we have the broad version of money supply, M2 .


M2
=  M1   +  Savings Deposits  +   Time Deposits  +  CD issued by banks.

CD refers to the Certificates of Deposit issued by licensed banks but held outside the monetary sector.

M3
=  M2   +   Time Deposits of restricted licence banks & DTCs  

+  CD of restricted licence banks & DTCs        

IV.
Currency Issue In H K

The HK & Shanghai Banking Corporation, the Standard Chartered Bank and the Bank of China issue bank notes whereas the government issues coins in H K.

In 1935, the government set up the Exchange Fund to back up the HK$.  The 2 banks had to deposit foreign currency or assets ( pound sterling at first ) to the Exchange Fund.  The Fund will issue a legal document called the Certificates of Indebtedness which legally allow the 2 banks to issue bank-notes.

From October, 1983 onwards, the government set up the linked exchange rate system.  It requires the 2 banks to deposit US$ at a fixed rate of US$1 = HK$7.8 to the Fund in exchange for the Certificates of Indebtedness.

The currency in H K is backed up by foreign currency with 100%.  It is also called a foreign exchange standard.

( However, the exchange market is also free with free floating exchange rates. )

V.
 From Goldsmith To Banker
The word bank comes from the italian word “ banca “ which is a bench used by a goldsmith to accept deposits in ancient times.

It is the services provided by a goldsmith that gradually develops into the services of a bank in modern time.

The original functions of a bank are to accept deposits and to safe keep valuables like diamond for the customers.

VI.
Role & Functions of Banks


Types of Banks

The most important one is the central bank.  The other two types are commercial banks and merchant banks.  The former banks are engaging in retail banking.  The latter banks are engaging in wholesale banking.  The HK Bank is a large bank in HK and engages in both types.

Banks perform one very important function in the economy, i.e. they channel the amount of savings in the public to the firms as investment.  They are also called financial intermediaries.

As depositors may take their money out at any time, the bank will not channel all its deposits into investment.  Otherwise, it will not have enough amount of fund to satisfy the depositors.

Nearly all government practises the fractional reserve system.  A bank is required to keep a minimum amount of its deposits inside the bank as reserve.  The minimum amount is based on a fixed percentage of the deposits called the legal or minimum or required reserve ratio.  It is 25% for banks in HK.


Functions of Banks


Accept Deposits


Deposits are demand, savings and time or fixed deposits. CDs are issued by some banks only.


Make Loans

Banks earn interest or profit by providing loans to borrowers ( including consumers and businessmen ).


Finance Trade


Banks facilitate trade by providing the letters of credit & bills of exchange.
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Process :

(A) H K importer requests the HK Bank to issue a L/C to the Bank of America.  This document shows that the importer is financially good.

(B) The BA receives the L/C and notifies the USA exporter.  The exporter would send the good (cotton) to HK with another document called the bill of exchange.

(C) Once the good reaches HK, the importer signs the bill and sends it back to USA.  

(D) The exporter takes the bill to BA and gets his payment.  The bill needs a period to settle the payment, usually 3 months.  The bank will discount the bill by deducting the amount of interest from the total.  The bank holds the bill.

(E) When the bill matures, BA asks HK Bank to pay the full amount.

The HK Bank will debit the account of the importer in its bank account and pays money to BA afterwards.

The 2 banks serve as a middleman between the buyer and seller.  They finance the exchange with the bill and L/C.

Other Functions

Banks are offering more and more services to customers nowadays.  The provision of credit cards is an example.

Functions of Merchant Banks

Underwriter of Shares

A merchant bank helps any company to issue shares and promises to buy up any amount of shares unsold.

Syndicated Loans

A merchant bank may arrange for a number of banks in making loans to finance large scale investment projects, like the new airport in HK.

Manager of Funds

The bank provides the management of funds with a possibly higher rate of return.

VII.
The Process of Credit ( Money ) Creation
A bank accepts deposits and then loans out for profit.  But the more it lends out, the more risky will be especially when people have to withdraw money from the bank at any time.

To avoid bank-run, a government will state the minimum amount of deposits held by a bank to meet customers’ withdrawal.

Deposits are a type of liabilities of a bank.

Loans & reserves are assets of a bank.

Reserve ratio refers to the amount of reserve divided by total deposits.

Under a fractional reserve system, there is a minimum reserve (ratio) set by the government.

The commercial banks would base on this ratio to make loans to the public.

Assumptions of the Process
1. Banks are under a fractional reserve banking system with a required reserve ratio smaller than one. 

2. To make the analysis simple, there is only 1 type of deposit : the demand deposit.

3. Any person will re-deposit the loan back into the banking system.  There is no leakage of cash out from the banking system to the public.

4. Banks can fully lend out their money with no excess reserve.  The reason may be that there are many debtors or investment opportunities for the firms to borrow from the banks.

The Formula

Total Deposits created
  =   Initial Deposits   x   ( 1 / r )




where
r
: reserve ratio ;




     

1 / r
: banking multiplier.

If customers withdraw deposits out from the banking system, the reverse process will happen.  There is a multiple contraction of deposits as well.

In reality, banks will face with a certain degree of cash leakage and banks will keep an amount of excess reserve for security and convenience.  Therefore, the actual expansion of credit is smaller than the case above.

VIII.
Banking Industry In H K : Its Development

1.
The Oriental Bank, the first bank in H K, was set up in 1845.

2.
The first Banking Ordinance was enacted in 1948.

3.
The first banking crisis in HK happened in 1965.  Firstly, the Ming Tak Bank collapsed and later 

spread to the Canton Trust & Commercial Bank, Hang Seng Bank & the Far East Bank Limited.

4.
From 1965 onwards, there were mergers & takeovers in the sector, e.g. H K Bank took over the 

Hang Seng Bank; the First National City Bank overtook the Far East Bank.

5.
In 1976, the Deposit-taking Companies Ordinance was enacted with the launch of a licence for 

many international banks called DTCs here.

In May 1981, the 3-tier system defined the financial institutions as follows:

Licensed Bank-any financial institution holding a banking licence granted by the Governor-in-

council and engages in all kinds of banking business.

Licensed DTC-They only accept a minimum deposit of %500 000 with any maturity.  They may 

offer any interest rate.

Registered DTC-They only accept a minimum deposit of $50 000 with a maturity of at least 3 

months.

The effect of the ordinance allows licensed banks to monopolize their demand deposits and savings deposits as well as time deposits with less than 3 months’ maturity.

6.
In 1982-85, a number of banks collapsed : Hang Lung ( Sept, 83 ) ; OTB ( June, 85 ) ; 


Ka Wah ( June, 85 ) ; Sun Hung Ki ( July, 85 ).

7.
In 1989, some changes were made.

Licensed DTCs are renamed Restricted Licence Banks.

Registered DTCs are simply called DTCs.

8.
The Commissioner of Banking is appointed to supervise and examine the operation of all licensed 

banks and DTCs in HK.

9.
With the 3-tier system, the government wanted to regulate the growth of banks and DTCs 

especially when some DTCs were found with poor and dishonest management before 1981.

After 1981, the growth of DTCs was checked.  The minimum deposit requirement protected the 

small investors against dishonest companies.

However, the controversial interest rate agreement was still maintained.

In order to avoid severe competition, the H K Association of Banks will decide the rules on 

interest rates charged by the licensed banks to the public. Banks are encouraged not to offer higher 

interest rates to depositors as well as low interest rates ( than the prime rate ) to borrowers.

But restricted licence banks and DTCs can offer higher interest rates to any depositors.

IX.
The Financial Market
The financial market consists of financial intermediaries to carry out the buy and sell of assets.  The intermediaries include banks, DTCs and insurance companies.  Capital assets like bills, CDs, securities, bonds are transferred through the financial market.

There are mainly 3 types of financial markets.

Money Market

It is a market where short-term liquid assets or loanable funds are bought or sold. The maturity of the funds is less than a year.  This market is not well developed in H K.

Capital Market

It is a market where medium and long-term financial assets are exchanged.  It includes the stock market and bond market.

1) Stock Market

A stock or share market is a specialized financial market for dealing with stocks and shares.  The buy and sell of stocks are done through the brokers in H K.  They in turn receive commissions out of each transaction.

In Feb. 1981, the Stock Exchange Unification Ordinance legalized the setting up of the Stock Exchange of H K to unify the 4 stock exchange companies at before. 

The Hang Seng Index
It shows the daily change of the market value of some selected shares over that of a base period ( a day ).

	H S I =
	Total market value of all selected shares on any day
	 X 100

	
	Total market value of all selected shares on a base period
	

	
	
	

	Year
	1968
1971

1972

1973

1974
	1992

	HSI
	107.5
341.5

843.4

1774.9
150.1

	6470


2) Bond Market

The first government issued bond in H K is the Metro Bond in 1976 for the building cost of the MTR.  The government has sufficient reserves to finance its expenditures so that the bond market is not very active here.  Most bonds, no matter issued by large corporations or foreign governments, are bought by the large banks.
Exchange Markets

1) Foreign Exchange Market

There is no exact location for this market. The forex departments of the commercial banks in HK carry out most transactions.

Since there is no restriction on the inflow & outflow of money in HK, the market is a free exchange market.

2) Commodity Exchange


The H K Futures Exchange Ltd. was set up in 1977 and offered contracts in sugar, soya bean, gold, HIS Futures & interest rate futures.  A future market is primarily planned to guarantee the supply of raw materials for the producers against any unexpected changes in prices of the commodities.

Nowadays, they are used to diversify investment & speculation.

*

*

*
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I.
Functions of The Central Bank
Issue of Currency

In general, one nation only issues one type of bank notes.  China is a rare exception with Renminbi & Foreign Exchange Certificates ( RMB & FEC ).

In H K, the H K & Shanghai Banking Corporation Limited ( HSBC ) & Standard Chartered Bank ( SC ) issue bank notes.  The H K government issues coins.

Banker & Adviser of The Government
The central bank would operate the government accounts and underwrites govt. bonds.  

It gives advice to the government on all financial & monetary affairs.

Supervision of Commercial Banks
It is responsible for the supervision of all commercial banks & finance companies.  

The government is advised by the Banking Advisory Committee & The H K Association of Banks ( HKAB ).  

The Commissioner of Banking carries out the duty of supervision.

Lender of Last Resort
All commercial banks are required by law to deposit a certain amount of its reserves in the central bank.  When there are bank crisis or bank-run, the money is used to back up the banking sector to maintain stability.

With the establishment of the H K Monetary Authority in 1993 & some new arrangements of the government, the Exchange Fund will perform a more active role ion providing suitable funds for the banking sector.

Administrator of The Clearing House
In H K, the clearing of cheques is performed by the HKBC.

Execution of Monetary Policy
In next part, this role will be explained.

Control of Foreign Exchange & Gold Reserves
A central bank controls the foreign exchange & gold reserves so as to back up its currency issued and to maintain enough financial influence on the financial sector.  It also helps in stabilizing the exchange rate of the local currency with other currencies.

The exchange rate system of H K will be explained in the last topic.

II.
Monetary Policy

Monetary policy refers to the methods of controlling the amount of money supply in order to attain certain economic goals, e.g. stable prices with low inflation rates, full employment.


Some common methods of the monetary policy are described.

Discount Rate

It is the interest rate charged by the central bank on any commercial banks when they lend money form the central bank.

The central bank can lower this rate to encourage commercial banks to borrow more money.  Through the process of credit creation, money supply can be increased.  The opposite case happens when the central bank raises the discount rate.


Reserve Ratio


It is the amount of reserves to deposits.  This ratio affects the power of credit creation of banks.


Open Market Operation

It refers to the buying or selling of government bonds by the central bank to affect the level of bank reserves.

If the central bank sells bonds to the public, money will go back to the hand of the central bank.  The amount of money supply in the economy is smaller.


Goals of Monetary Policy


Full Employment

In general economists regard an unemployment rate of 4% as the sign of full employment of an economy.  Mass unemployment would lead to social unrest & discontent.


Price Stability

Inflation is harmful to everyone.  Economists normally treat a single digit inflation rate as acceptable.


Economic Growth

It refers to the expansion of production capacity or resources of an economy.  In economic terms, it is a positive increase in the growth rate of real GNP ( or GDP in H K ).


Monetary policy is expansionary ( with respect to its effect on GDP and the economy ) when money supply is increased as a result. 

It is contractionary when money supply is lowered.

*

*

*

