






Transaction 6: Granting a loan You will recall that in 
addition to accepting deposits, commercial banks have 
a basic function of granting loans to borrowers. What 
effect does commercial bank lending have upon the 
balance sheet of a commercial bank? 

Suppose that the Grisley Meat Packing Company of 
Wahoo decides that the time is ripe to expand its 
facilities. Suppose, too, that the company needs exactly 
$50,000-which, by some unexplained coincidence, just 
happens to be equal to the Wahoo bank's excess 
reserves-to finance this project. 

The company approaches the Wahoo bank and 1 
reauests a loan for this amount. The Wahoo bank i s  
acquainted with the Grislev company's fine rep- 
utation and financial soundness and is convinced of 
its ability to repay the loan. So the loan is aranted. 
The president of the Grislev company hands a 
promissory note-a high-class IOU-to the Wahoo 
bank. The Grisley company, like all other modern firms, 
is interested in paying its obligations by check. Hence, 
instead of receiving a bushel basket full of cash from the 
bank, the Grisley company will get a $50,000 increase 
in its demand deposit in the Wahoo bank. From the 
Wahoo bank's standpoint it has acquired an 
interest-earnina asset (the promissorv note) and 
has created demand deposits to  pay for this asset. 

In short, the Grislev company has swapped an 
IOU for the right to draw an additional $50,000 
worth of checks aaainst i ts demand deposit i n  the 
Wahoo bank. Both parties are pleased with them- 
selves. The Wahoo bank now possesses a new 
asset-an interest-bearing promissorv note which 
it happily files under the aeneral heading of 
"Loans." The Grisley company, sporting a fat- 
tened demand deposit. i s  now in  a position to 
expand its operations. 

A t  the moment the loan is neaotiated, the 
Wahoo bank's position i s  shown by balance sheet 
6a. - 

All this looks innocent enouah. But a closer 
examination of the Wahoo bank's balance state- 
ment will reveal a startlina fact: When a bank 
makes loans, it creates monev. The president of 
the - 

BALANCE SHEET 6a: WAHOO BANK {when loan 
is negotiated] 

Assets Liabilities and net worth 

RESERVES $ 60,000 DEMAND DEPOSITS $100,000 
Loans 50.000 capital stock 250,000 
Property 240,000 

Grislev company went to  the bank with 
somethina which i s  not money-his IOU-and 
walked out with somethina that i s  money-a 
demand deposits

5 When banks lend, they create 
demand deposits which are money. By extendinq 
credit the Wahoo bank has "monetized" an IOU. 
The Grisley company and the Wahoo bank have 
created and then swapped claims. The claim 
created by the Grisley companv andaiven to the 
bank is not money; an individual's IOU is not 
aenerallv acceptable as a medium of exchange. 
But the claim created by the bank and aiven to 
the Grisley company is monev; checks drawn 
aaainst a demand deposit are acceptable as a 
medium of exchanae. It is throuqh the extension 
of credit by commercial banks that the bulk of the 
monev used in  our economy is  created. 

But there are important forces which circumscribe 
the ability of a commercial bank to create demand 
deposits-that is, "bank money"-by lending. in the 
present case, the Wahoo bank can expect the newly 
created demand deposit of $50.000 to be a very 
active account. The Grisley company would not 
borrow $50,000 at, say, 8 or 10 percent for the sheer 
joy of knowing the funds were available if needed. 
Let us assume that the Grisley company awards a 
$50,000 contract to the Quickbuck Construction 
Company of Omaha. Quickbuck, true to its name, 
completes the expansion job and is rewarded with a 
check for $50,000 drawn by the Grisley company 
against its demand deposit in the Wahoo bank. The 
Quick- 
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