Chapter 29:  The Monetary System
1. Introduction.

a. The existence of money makes trade easier.

b. As money flow from one person to person in the economy, it facilitates production and trade, thereby allowing each person to specialize in what he or she does best and raising everyone’s standard of living.

2. The Meaning of Money

a. The term money is used sometimes to mean wealth.

b. Money is the set of assets in the economy that people regularly uses to buy goods and services from other people.

c. The Functions of Money

i. Money has three functions in the economy:  It is a medium of exchange, a unit of account, and a store of value.

1. A medium of exchange is an item that buyers give to sellers when they purchase goods and services.

2. A unit of account is the yardstick people use to post prices and record debts.

3. A store of value is an item that people can use to transfer purchasing power from the present to the future.

a. The term wealth is used to the total of all stores of value, including both money and non-monetary assets.

ii. Economists use the term liquidity to describe the ease with which an asset can be converted into the economy’s medium of exchange.

d. The Kinds of Money

i. When money takes the form of a commodity with intrinsic value, it is called commodity money.
1. The term intrinsic value means that the item would have value even if it were not used as money.

a. An example would be gold because it has an intrinsic value because it is used in industry and jewelry.

b. When an economy uses gold as money (or uses paper money that is convertible into gold on demand), it is said to be operating under a gold standard.

ii. Money without intrinsic value that is used as money because of government decree is called fiat money.

1. A fiat is simply an order or decree.

e. Money in the U.S. Economy.

i. The quantity of money circulating in the economy is called the money stock.

ii. The most obvious asset to include is currency, which are the paper bills and coins in the hands of the public.
iii. Balances in bank accounts that depositors can access on demand by writing a check are called demand deposits.

3. The Federal Reserve System

a. Whenever an economy relies on a system of fiat money, as the U.S. economy does, some agency must be responsible for regulating the system.
b. In the United States that agency is the Federal Reserve, often simply called the Fed, which is the central bank of the United States.

c. The Fed is an example of a central bank—an institution designed to oversee the banking system and regulate the quantity of money in the economy.

d. The Fed’s Organization.

i. The Fed is run by its Board of Governors, which has seven members appointed by the president and confirmed by the Senate.

1. The governors have 14-year terms.

ii. Among the seven members of the Board of Governors, the most important is the chairman.

1. The chairman directs the Fed staff, presides over board meetings, and testifies regularly about Fed policy in front of congressional committees.

2. The president appoints the chairman to a four-year term.

iii. The Federal Reserve System is made up of the Federal Reserve Board in Washington, D.C., and 12 regional Federal Reserve Banks located in major cities around the country.

1. The presidents of the regional banks are chosen by each bank’s board of directors, whose members are typically drawn from the region’s banking and business community.

iv. The Fed has two main jobs.
1. The first job is to regulate banks and ensure the health of the banking system.

a. This task is largely the responsibility of the regional Federal Reserve Banks.

b. The Fed acts as a lender of last resort—a lender to those who cannot borrow anywhere else—in order to maintain stability in the overall banking system.

2. The second job is to control the quantity of money that is made available in the economy, called the money supply.

a. Decisions by policymakers in the central bank concerning and setting the money supply constitute monetary policy.

i. Monetary policy is made by the Federal Open Market Committee (FOMC).

e. The Federal Open Market Committee.

i. The Federal Open Market Committee is made up of the seven members of the Board of Governors and five of the 12 regional bank presidents.
ii. The Fed has the power to increase or decrease the number of dollars in the economy.

iii. The primary tool for changing the money supply is open-market operations—the purchase and sale of U.S. government bonds.

4. Banks And The Money Supply

a. The Simple Case of 100-Percent-Reserve Banking
i. Deposits that banks have received but have not loaned out are called reserves.

1. Assets are the reserves that a bank holds in its vaults.

2. Liabilities are the amounts that banks owe to its depositors.

ii. If banks hold all deposits in reserve, banks do not influence the supply of money.

b. Money Creation with Fractional-Reserve Banking

i. Fractional-reserve banking is a system in which banks hold only a fraction of deposits as reserves.

ii. The fraction of total deposits that a bank holds as reserves is called the reserve ratio.

iii. The minimum amount of reserves placed by the Fed that banks hold is called a reserve requirement.

iv. Banks may hold reserves above the legal minimum, called excess reserves, so they can be more confident that they will not run short of cash.

v. When banks hold only a fraction of deposits in reserve, banks create money.
c. Money Multiplier

i. The amount of money the banking system generates with each dollar of reserves is called the money multiplier.
ii. The money multiplier is the reciprocal of the reserve ratio.

iii. The higher the reserve ratio, the less of each deposit banks loan out, and the smaller the money multiplier.

d. The Fed’s Tools of Monetary Control.

i. Open-Market Operations
1. The Fed conducts open-market operations when it buys or sells government bonds.

a. To increase the money supply, the Fed instructs its bond traders to buy bonds from the public in the nation’s bond markets.

i. The dollars the Fed pays for the bonds increase the number of dollars in circulation.

b. To reduce the money supply, the Fed sells government bonds to the public in the nation’s bond market.

i. The public pays for these bonds with its holdings of currency and bank deposits, directly reducing the amount of money in circulation.

ii. Reserve Requirements

1. The Fed also influences the money supply with reserve requirements, which are regulations on the minimum amount of reserves that banks must hold against deposits.

2. Reserve requirements influence how much money the banking system can create with each dollar of reserves.

3. An increase in reserve requirements means that banks must hold more reserves and, therefore, can loan out less of each dollar that is deposited; as a result, it raises the reserve ratio, lowers the money multiplier, and decreases the money supply.

4. A decrease in reserve requirements lowers the reserve ratio, raises the money multiplier, and increases the money supply.

iii. The Discount Rate
1. The third tool in the Fed’s toolbox is the discount rate, the interest rate on the loans that the Fed makes to banks.
2. An increase in the discount rate reduces the quantity of reserves in the banking system, which in turn reduces the money supply, and discourages banks from borrowing reserves form the Fed.

3. A lower discount rate encourages banks to borrow from the Fed, increases the quantity of reserves, and increases the money supply.

4. The Fed uses discount lending not only to control the money supply but also to help financial institutions when they are in trouble.

e. Problems in Controlling the Money Supply

i. The first problem is that the Fed does not control the amount of money that households choose to hold as deposits in banks.

ii. The second problem of monetary control is that the Fed does not control the amount that bankers choose to lend.

iii. In a system of fractional-reserve banking, the amount of money in the economy depends in part on the behavior of depositors and bankers.

