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Chapter 14 – Money and Monetary Policy

By: Jeffrey Chan, Eartha Chong, Cindy Shum, Nicholas Wang, Nicole Zhang

Money and Its Uses

The Function of Money

· Means of Exchange

In the past, they use the __________ system: one must trade one product for another product. Disadvantage is _____________________________: the situation where someone purchasing an item finds a seller who wants what the purchaser is offering in return.
Today, money acts as a means of payment whenever items are bought and sold. Advantages: ____________________________, __________________, ___________________________________.

· Store of Purchasing Power

Money provides a safe and accessible store of _________. Money’s advantage is its __________: the ease with which an asset can be converted into a means of payment.

· Measure of Value

Money provides buyers and sellers with a __________________________: a pricing standard that allows all products to be valued consistently.

The Canadian Financial System

· __________________: institutions or businesses that accept funds provided by savers and lend these funds to borrowers.

· __________________: funds kept on hand by deposit-takers to meet the needs of depositors withdrawing funds.

· Chartered banks: deposit-takers allowed by ___________________ to offer a wide range of ___________________________.

( There are over ____ chartered banks in Canada, __ big banks dominate the sector (the “big six”) and control about ___% of Canada’s chartered bank and deposits and assets.

( The Canadian chartered banking system is an ___________.

· Near Banks: deposit-takers that are not chartered and have more specialized services; mainly _______ companies, _________________ companies, and _______________.

· Other Financial intuitions such as _____________ companies and _____________ dealers are also deposit takers.

· The Financial system: Traditionally, chartered banks, trust companies, insurance companies, and investment dealers have formed the four ________ of financial system. Now, ___________________________ have sprung up to give a complete range of financial services under one corporate roof.

The Supply of Money

The supply of money     Currency & Deposits

· Currency: includes                  and         .
·          are made to deposit-takers and lent out to borrowers, who pay interest. 
    The access the depositors has to his or her funds determines the interest rates

paid on deposits. 

    The         a deposit-taker can make use of the funds, and the         

services the deposit-taker provides, the         the interest rate.

· Demand Deposits: accounts of funds to which depositors have                 access. Depositors receive a         interest rate or      interest rate.
·                 : accounts of funds for which deposit-takers may require notice before withdrawals can be made, but limit or exclude                  .
· Term Deposits: accounts of funds to which depositors have      access for a          period of time, include            term deposits and 
                 term deposits. Depositors receive a higher interest rate.
·                  : accounts of funds held by Canadian residents that valued in foreign currency. 
Money Defined

What is money? Most common definitions    M1,M2,M3, and M2+

· M1
: the narrowest definition of money, consisting of publicly held         and publicly held                at chartered banks.
· M2
: a broader definition of money, consisting of      plus              , and                          at chartered banks.
· M3: the definition of money consisting of      plus                                   and                            at chartered banks.
· M2+2: the definition of money consisting of      plus                                        at near banks.
· Near money: all deposits not included in     , plus some highly             .
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The Role of Credit Cards

· Credit Card: a means of payment that provides                       funds.

· Credit cards are NOT money and are issued only to people who have an acceptable credit history.

· Advantage: credit card users can keep their funds in their deposit accounts until credit card payments are due. Because they can maintain their deposit accounts longer, they can accumulate more interest.

The Introduction of Debit Cards

· Debit Card: a means of payment that                         from buyer to seller.

· Debit cards can be employed by any depositors.

The Money Market

The Demand for Money
1. _______________________: the demand for money that is related to its use as a means of exchange

· Real output in economy rises, transactions increase 

· Price level in the economy rises, the quantity of money exchanged increases

· Vice versa for both situations

· The change in transactions changes the amount of money demanded

2. __________________: the demand for money that is related to its use as a store of purchasing power

· The main cost of holding money is the added income that could have been earned by converting it into a higher-paying liquid asset such as a bond

· Bonds ( formal contracts that set out the amount borrowed by whom, for what period of time, and at what interest rate

( when bonds “matures” or reach the end of their term, the bond issuer pays the principal to their bondholder
__________________: the amounts of money demanded at all possible interest rates

Refer to figure 14.3 on page 415

The Supply of Money

                            : a set amount of money in the economy, as determined by government decision makers

· The amount of money being supplied will remain at a constant value, no matter what the interest rate is


Refer to figure 14.4 on page 416

Equilibrium in the Money Market
The intersection where the money demand curve and money supply curve is used to find the equilibrium point of real interest rate

· interest rate is above the equilibrium point, there is a surplus

· economy chose to hold their money in       liquid forms and are now buying       assets

· asset demand            along with their price

· interest rate will continue to           until the equilibrium point is reached

· interest rate is below the equilibrium point, there is a shortage

· economy chose to            all its assets in order to acquire money

· price             as interest rate            
· interest rate will continue to          until the equilibrium point is reached


Refer to figure 14.5 on page 417

The Bank of Canada

Managing the Money Supply

(
Bank of Canada’s major role is to             the amount of money being circulated in the economy

(
Decides and implements monetary policy

(
The Bank issues paper currency and affect the activities of chartered banks to adjust the interest rate and the supply of money

(
The Bank of Canada has 3 main goals with managing the money supply:

a)                 inflation in order to preserve the purchasing power of the dollar

b)                 real output as close as possible to its potential level

c)                the external value of the Canadian dollar on foreign exchange markets

Acting as the Bankers’ Bank

(
Deposits kept at the Bank of Canada are used for several different purposes:

· the                                         (CPA) acts as a clearinghouse for cheques of both chartered banks and near banks 

· cash reserves from the chartered banks are accounts held at the Bank of Canada

Acting as the Federal Government’s Fiscal Agent

(
Bank of Canada’s responsibility as the government’s fiscal agent are:

· holding some of the government’s bank deposits and decides where other deposits should be held

· acts as the government banker by            federal government cheques

· handles the financing of the federal governments debts by issuing bonds

Ensuring the Stabilities of Financial Markets

(
The Bank of Canada                   the operation of financial markets to ensure the stability of them, especially for chartered banks

(
It             the depositor’s funds’ safety and the condition of the financial system
Monetary Policy

Expansionary Monetary Policy

· Definition: a policy of             the money supply and             interest rates to stimulate the economy.     “        money policy”
· Total change in output  = initial change in spending  x  spending multiplier

(Shift in AD demand)
Contractionary Monetary Policy

· Definition: a policy of             the money supply and                     interest rates to dampen the economy.     “         money policy”
· Total change in output  =  initial change in spending  x  spending multiplier

(Shift in AD demand)
Money Creation

Desired Reserves

(
Minimum cash reserves that deposit-takers hold to satisfy anticipated withdrawal demands

The Reserve Ratio

(
Desired reserves expressed as a percentage of deposits or as a decimal

(
Reserve ratio = desired reserves / deposits

                                     0.1 = $10 million / $100 million

Excess Reserves

(
Cash reserves that are in excess of desired reserves

(
Excess reserves = cash reserves – desired reserves

(
$4 million   =   $14 million  –  $10 million

The money creation Process

(
Deposit-takers/ banks, increase money supply in the process of receiving deposits and lending funds

       Change in money supply = change in excess reserves  X  money multiplier

                  $4500    =    $900   X    5 

The multiplier formula 

(
Money multiplier = 1 / reserve ratio

10 =   1  /  0.1

Tools of Monetary Policy

Open Market Operations

(
Definition: The buying and selling of ____________________ by the Bank of Canada

(
Bank of Canada can use deposit-takers’ cash reserves as a lever to influence both the money supply and interest rates

(
Bond Sales engages ___________ monetary policy

(
Bond Purchases engages in __________ monetary policy

Refer to Text Book pg. 431-432 for examples on Bond Sales and Purchases

The Bank Rate

(
Definition: Interest rate chartered banks are charged on ________ from the Bank of Canada

(
Tied to ______ of federal treasury bills

(
Supplying more or less treasury bills and adjusting Bank of Canada’s own bid for treasury bills

Government Deposits

(
Definition: Conducts monetary policy by moving some _______ from the Bank of Canada to chartered banks, or vice versa

(
Moving money from Bank of Canada to Chartered Banks engages ____________ monetary policy

(
Moving deposits from Chartered Banks to Bank of Canada engages ____________ monetary policy

Refer to Text Book pg. 434 for examples on Government deposit movements

Moral suasion

(
Definition: Direct influence by the Bank of Canada on chartered banks’ lending policies

(
Ex. Lend out excess cash reserves in a time when deposit growth is needed

(
Only used in unusual circumstances

� M1 is the most accurate measure of the money supply, but it’s also very narrow.


� M2 & M2+ are broader definitions and are preferred by some economists because they point to recent innovations in payment methods that have made the accounts included in M2 and M2+ more liquid.
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