
Chapter 26 money, Banks, and the Federal Reserve
I.
What is Money? 

A.
Money is any commodity or token that is generally acceptable as a means of payment. 

1.
A means of payment is a method of settling a debt.

2.
Money has three other functions:

a)
Medium of exchange

b)
Unit of account

c)
Store of value

B.
Medium of Exchange
1.
A medium of exchange is an object that is generally accepted in exchange for goods and services.

2.
In the absence of money, people would need to exchange goods and services directly, which is called barter.

3.
Barter requires a double coincidence of wants, whereby each person in the barter transaction has what the other wants. This situation is rare, so barter is costly.

C.
Unit of Account
1.
A unit of account is an agreed measure for stating the prices of goods and services. 

2.
Table 10.1 illustrates how a unit of account simplifies price comparisons.

D.
Store of Value
As a store of value, money can be held for a time and later exchanged for goods and services.

E.
Money in the United States Today
1.
Money in the United States consists of bills and coins—called currency—and deposits at banks and other depository institutions.

2.
The two main official measures of money in the United States are M1 and M2.

3.
M1 consists of currency outside of banks, traveler’s checks, and checking deposits owned by individuals and businesses.
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4.
M2 consists of M1 plus time deposits, savings deposits, and money market mutual funds and other deposits.

5.
Figure 10.1 graphically illustrates the composition of these two measures in 2003 and shows the relative magnitudes of the components of money.

6.
The items in M1 clearly meet the definition of money; the items in M2 do not do so quite so clearly but still are quite liquid. Liquidity is the property of being instantly convertible into a means of payment with little loss in value.

7.
Checkable deposits are money, but checks are not; checks merely are the means by which the money is transferred among people.

8.
Credit cards are not money. Credit cards enable the holder to obtain a loan quickly, but ultimately the loan must be repaid with money.
II.
How Banks Create Money

A.
Reserves: Actual and Required
1.
The fraction of a bank’s total deposits held as reserves is the reserve ratio.

2.
The required reserve ratio is the ratio of reserves to deposits that banks are required, by regulation, to hold. A bank’s required reserves are equal to its deposits multiplied by the required reserve ratio.

3.
Excess reserves equal actual reserves minus required reserves.

B.
Creating Deposits by Making Loans
1.
When a bank receives a deposit of currency, its reserves increase by the amount deposited, but its required reserves increase by only a fraction (determined by the required reserve ratio) of the amount deposited. 

2.
The bank has excess reserves, which it loans. These loans can end up as deposits in another bank in the banking system. The new bank behaves the same as the previous bank (loaning the excess reserves) but has a smaller amount of excess reserves. 

3.
The process continues until the banking system has created enough deposits to eliminate its excess reserves. 

3.
Figure 10.2 illustrates this process when banks keep 25 percent of a deposit as reserves.
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III.
The Federal Reserve System

A.
The Federal Reserve System, or the Fed, is the central bank of the United States. A central bank is a bank’s bank and a public authority that regulates a nation’s depository institutions and controls the quantity of money.

B.
The Fed’s Goals and Targets
1.
The Fed conducts the nation’s monetary policy, which means that it adjusts the quantity of money in circulation. 

2.
The Fed’s goals are to keep inflation in check, maintain full employment, moderate the business cycle, and contribute toward achieving long-term growth.
C.
The Fed’s Policy Tools
1.
The Fed uses three monetary policy tools: the required reserve ratio, the discount rate, and open market operations.

a)
The Fed sets required reserve ratios, which are the minimum percentages of deposits that depository institutions must hold as reserves.

b)
The discount rate is the interest rate at which the Fed stands ready to lend reserves to depository institutions.

c)
An open market operation is the purchase or sale of government securities—U.S. Treasury bills and bonds—by the Federal Reserve System in the open market.

D.
The sum of Federal Reserve notes, coins, and banks’ deposits at the Fed is the monetary base.
IV.
Controlling the Quantity of Money

A.
How Required Reserve Ratios Work

An increase in the required reserve ratio boosts the reserves that banks must hold, decreases their lending, and decreases the quantity of money.

B.
How the Discount Rate Works

An increase in the discount rate raises the cost of borrowing reserves from the Fed, thereby decreasing banks’ reserves, which decreases their lending and decreases the quantity of money.

C.
How an Open Market Operation Works
1.
When the Fed conducts an open market operation by buying a government security, it increases banks’ reserves. Banks loan the excess reserves. By making loans, they create money. The reverse occurs when the Fed sells a government security. 

2.
Although the initial accounting details differ, the ultimate process of how an open market operation changes the money supply is the same regardless of whether the Fed conducts its open market transactions with a commercial bank or with a member of the public. Figure 10.5 illustrates both situations. 

3.
An open market operation that increases banks’ reserves also increases the monetary base.

D.
The Monetary Base, The Quantity of Money, and the Money Multiplier
1.
The money multiplier determines the change in the quantity of money that results from a given change in the monetary base. The money multiplier is the amount by which a change in the monetary base is multiplied to calculate the final change in the quantity of money.

2.
An increase in currency held outside the banks is called a currency drain. A currency drain decreases the amount of money that banks can create from a given increase in the monetary base.
3.
Banks use excess reserves from the open market operation to make loans so that the banks where the loans are deposited acquire excess reserves which they, in turn, then loan. Because the initial loans are re-loaned, when the Fed conducts an open market operation, the ultimate change in the quantity of money is larger than the initiating open market operation. 

5.
Figure 10.6 and Figure 10.7 illustrate the multiplier effect of an open market purchase. 
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E.
The Size of the Money Multiplier
1.
The size of the money multiplier depends on the magnitudes of the required reserve ratio and the ratio of currency to deposits. 

a)
The formula for the money multiplier is [(1 + c) ( (r + c)] where c is ratio of currency to deposits and r is the required reserve ratio.

2.
The magnitude of the U.S. money multiplier depends on the definition of money that is used. For M1, the money multiplier is 1.8. For M2, the money multiplier is 8.6. 













