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SS201: LESSON 26: THE MONETARY SYSTEM (CHAPTER 29)


Learning Objectives:
1. What money is and what functions money has in the economy

Money is the set of assets in an economy that people regularly use to buy goods and services from other people (628)

Money has three functions in the economy:
Medium of exchange: an item that buyers give to sellers when they want to purchase goods or services (629)

Unit of account: the yardstick people use to post prices and record debts (629)

Store of value: an item that people can use to transfer purchasing power from the present to the future (629)

2. What the Federal Reserve System is 

The Federal Reserve is the central bank of the United States. It is responsible for regulating the U.S. monetary system. The Fed chairman is appointed by the president and confirmed by Congress every four years. The chairman is the lead member of the Federal Open Market Committee, which meets about every six weeks to consider changes in monetary policy (642)
3. How the banking system helps determine the supply of money

When banks loan out some of their deposits, they increase the quantity of money in the economy. Because of this role of banks in determining the money supply, the Fed’s control of the money supply is imperfect (642)

4. What tools the Federal Reserve uses to alter the supply of money
The Fed controls the money supply primarily through open-market operations: the purchase of government bonds increases the money supply, and the sale of government bonds decreases the money supply. The Fed can also expand the money supply by lowering reserve requirements or decreasing the discount rate, and it can contract the money supply by raising reserve requirements or increasing the discount rate (642)
Additional terms:
Reserves: deposits that banks have received but not loaned out (636)
Reserve ratio: the fraction of deposits that banks hold as reserves (637)
Reserve requirement: the amount of reserves that banks hold. Manipulated by the Fed (637)

Money multiplier: the amount of money the banking system generates with each dollar of reserves. The reciprocal of the reserve ratio (638)

Discount rate: the interest rate on the loans that the Fed makes to banks (640)
M1: a measure of the money stock, it is the sum of currency, demand deposits, traveler’s checks, and other checkable deposits (633)
M2: a measure of the money stock, it is the sum of savings deposits, small time deposits, money market mutual funds, a few minor categories, and everything in M1 (633)

Problems with Fed: There are 2:
· The fed does not control the amount of money that households choose to hold as deposits in banks

· The fed does not control the amount that bankers choose to lend (641)
