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3.2 Money creation (*)

Cash money (also called public money) Scriptural money (also called private money)

Issued by central banks (monopoly!)

Money creation: bringing additional cash money 

into circulation (**)

Money destruction: taking money out of circulation

Issued by commercial banks (to their customers)

Issued by central banks (to commercial banks)

Money creation: granting new loans

Money destruction: loans are being repaid

When banknotes emerged,

all banknotes were “backed” by gold (or other 

precious metals, such as silver)

As the economy grew, the gold standard 

disappeared, banknotes are now backed by the

central bank guarantee of “legal tender” >>> 

banknotes = now fiduciary money

Restriction for commercial banks: banks can create 

scriptural money, but banks need to hold a 

minimum cash reserve in order to serve their

customers (this in order to avoid a bank run)

(*) M3 was +/- 16.000 billion € in 2023

(**) In the eurozone, cash money is put into circulation by the national banks

PROFIT MODEL!
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Extra: profit model of commercial banks

INTEREST

RECEIVED FROM DEBTORS

(LOANS)
-

INTEREST

PAID ON DEPOSITS =
PROFIT

OF COMMERCIAL BANK

Influenced by the interest rates of 

the central bank that are 

applicable to commercial banks 

lending money in case of money 

shortage to grant loans

Influenced by the interest rates

of the central bank that are 

applicable to commercial banks 

depositing money in case of 

money surpluses

MONETARY POLICY INSTRUMENTS: see later
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The principle of scriptural money creation

ASSETS LIABILITIES

Cash reserve                    10 billion €

Loans                                90 billion €

Deposits initial customers              10 billion € 

Deposits new customers                90 billion €

Total                                 100 billion €            Total deposits                                  100 billion €

(Simplified) balance sheet of commercial bank ABC

1) Starting-point: customers deposit money (10 billion €); the money is

put in the cash reserve (= assets) and appears as deposits 

(bank accounts = liabilities)

2) Assumption: ABC needs to hold minimum 10% of all deposits in cash

3) The combination of 1) and 2) results in the possibility for ABC to create 

loans at a maximum of 90 billion € (loans = assets; deposits of new

customers = liabilities)  

CASH

MONEY

SCRIPTURAL

MONEY
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The principle of scriptural money creation

ASSETS LIABILITIES

Cash reserve                    10 billion €

Loans                                90 billion €

Deposits initial customers              10 billion € 

Deposits new customers                90 billion €

Total                                 100 billion €            Total                                                 100 billion €

(Simplified) balance sheet of commercial bank ABC

Formulas:

Total deposits: 

     CR

D = ________

      mcr%

Scriptural money created :

SMC = D - CR

100 =  10 / 10%

90 = 100 - 10
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Link to monetary policy (see later)

If central banks adopt a RESTRICTIVE 

MONETARY POLICY

If central banks adopt a 

EXPANSIONARY MONETARY POLICY

This means: restricting money creation

The mcr% will be increased; this will 

reduce the commercial banks’ 

possibility to create scriptural money

This means: facilitate money creation

The mcr% will be lowered; this will 

increase the commercial banks’ 

possibility to create scriptural money

Example ABC:

mcr% increases from 10% to 20%

D = 50 =  10 / 20%

SMC = 50 – 10 = 40

Example ABC:

mcr% decreases from 10% to 5%

D = 200 =  10 / 5%

SMC = 200 – 10 = 190
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Why bankrun? …………………………….……………………………………………………………………………………………

How avoid bankrun?  ……………..…………………………………………………………………………………………………

How save bank: ……………..………………………………………………………………………………………………………… 



COPYRIGHT MARK VAN COUWENBERGHE 7

4. MONEY MARKETS

4.1 WHAT IS THE MONEY MARKET?

The money market is the market where short-term funds are traded.

WHO? financial institutions and other traders in money or credit

WHAT? who wish to either borrow or lend

HOW LONG? participants borrow and lend for short periods, typically up to twelve months 

DEMAND side

Households, companies, governments

in need of money

SUPPLY side

- Households and companies that offer money saved

- Base money creation by central bank

- Scriptural money creation by commercial banks

ROLE OF

BANKS !!!
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4.2 THE PRINCIPLE OF MONEY CREATION BY CENTRAL BANKS

ASSETS LIABILITIES

1   Reserves foreign currencies

2   Gold reserves (monetary reserves)

3   Government bonds

4   Loans to commercial banks

5   Cash money in circulation

6   Deposits commercial banks

Total Total

(Simplified) balance sheet of central bank XYZ

1:

2:

3:

4:

5:

6:

BASE MONEY
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The principle of money creation by central banks

BASE MONEY SUPPLY INCREASES:

More money is put in circulation 

(LIABILITIES INCREASE) because:

- Foreign currency reserves 

increase (ASSETS INCREASE)

- Gold reserves increase (ASSETS 

INCREASE)

- Government bonds increase 

(ASSETS INCREASE)

- Loans to commercial banks 

increase (ASSETS INCREASE)

ASSETS LIABILITIES

1   Reserves foreign currencies

2   Gold reserves (monetary reserves)

3   Government bonds

4   Loans to commercial banks

5   Cash money in circulation

6   Deposits commercial banks

Total Total BASE MONEY
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The principle of money creation by central banks

BASE MONEY SUPPLY DECREASES:

Less money is put in circulation 

(LIABILITIES DECREASE) because:

- Foreign currency reserves 

decrease (ASSETS DECREASE)

- Gold reserves decrease (ASSETS 

DECREASE)

- Government bonds decrease 

(ASSETS DECREASE)

- Loans to commercial banks 

decrease (ASSETS DECREASE)

ASSETS LIABILITIES

1   Reserves foreign currencies

2   Gold reserves (monetary reserves)

3   Government bonds

4   Loans to commercial banks

5   Cash money in circulation

6   Deposits commercial banks

Total Total BASE MONEY
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5.    CAPITAL MARKETS

5.1 WHAT IS THE CAPITAL MARKET?

The capital market is the market where securities such as shares and bonds are traded.

WHO? investors and other traders in shares and bonds

WHAT? participants who need capital and participants who offer capital

HOW LONG? participants invest in financial products with a medium-term or long-term 

lifespan

DEMAND side

Example: companies needing capital to

finance investments

Example: governments needing capital to finance budget

SUPPLY side

Example: households buying shares and bonds

Example: insurers, fund managers and other investors

buying shares and bonds

ROLE OF STOCK 

MARKET !!!
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5.2 THE DIFFERENCE BETWEEN BONDS AND SHARES

BONDS SHARES

dividends
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5.3 THE PRINCIPLE OF PRIMARY AND SECONDARY MARKETS
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5.4  INTERMEDIAIRY ROLE OF BANKS AND STOCK MARKETS = 

FINANCIAL MARKET 

BANKS

STOCK

MARKETS

DEMAND

Households, companies 

and governments are in 

need of money and 

capital and seek ways 

of financing

SUPPLY

Investors supply money 

and capital 

FINANCIAL 

MARKET
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Example DEMAND SUPPLY Intermediary role

Households 

investing in new home

Mortgage loan Money of savers BANKS

Companies

investing in expansion

Investment credit Money of savers BANKS

Selling shares           

(capital increase)

Investors STOCK MARKETS

Selling bonds

(private bond loan)

Investors STOCK MARKETS

Government

financing debt

Selling bonds

(government bond loan)

Investors STOCK MARKETS

The intermediary role of banks and stock markets = financial market is crucial because they provide

MONEY + CAPITAL = OXYGEN
for economic growth 

Remark:

Technically speaking, the financial market also includes foreign currency market
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5.5  PRICE ON MONEY AND CAPITAL MARKETS

DEMAND SUPPLY
INTERACTION

OF

PRICE OF MONEY AND CAPITAL

Short-term interest

Long-term interest

Share price
Remark:

Price of money and capital is also influenced by the monetary policy of the central bank
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PRICE OF MONEY AND CAPITAL EXPLANATION

SHORT-TERM INTEREST Short-term interest rates apply to money borrowed for 

a short period (a few months or a year)

Example: 1-year interest = 2,79% (8/1/2025)

LONG-TERM INTEREST Long-term interest rates are based on government 

bonds (10-year interest)

Example: 10-year interest = 3,05% (8/1/2025)

SHARE PRICE Price of a single share on the stock market

A stock market index indicates the price average of 

the company shares included in it. The share price of 

larger companies weighs more heavily in this respect 

than that of smaller companies. Well-known 

examples of stock market indices are the Dow Jones 

and the BEL-20

Remark:

The link between interest rates and inflation will be dealt with later on
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The principle of a share price

The price is created by the demand and supply of a particular share. 

When demand for a share is high but supply remains the same, its price will rise. Similarly, when the 

supply of a share falls, but demand remains the same, prices rise.

For falling prices, the opposite is true; then demand falls or supply rises.

Demand for certain shares may vary for various reasons. 

* company performance

* the general economic trend (including interest rate levels)

* investor confidence
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5.6  UNDERSTANDING THE FINANCIAL NEWS

Compact translation in English:

Explanation:
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Compact translation in English:

Explanation:
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Compact translation in English:

Explanation:
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Compact translation in English:

Explanation:
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Compact translation in English:

Explanation:
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Compact translation in English:

Explanation:
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Compact translation in English:

Explanation:
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Compact translation in English:

Explanation:
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