BUAD200 Spring  2009 Week 13: April 13-15, 2009  Classnotes 

1. The Monetary System (Chapter 21)

 
The use of money (a single good used for trade) arose over time to reduce transaction costs.

Desirable characteristics: portable, durable, easy to recognize, stable in value, easily divisible.

A. Functions of Money:

1. Medium of Exchange

2. Store of Value over time

3. Standard of Value (unit of account)


4. Standard of deferred payment (contracts over time)

B. Forms of Money 

1. Commodity

2. Full bodied 


a. Coins



b. paper money

3. Fiat Money (nothing backing it)

C. Definition of Money (M1) in our Economy (March 30, 2009)

1. Currency in circulation:                        $  844 billion


2. Demand Deposit Balances



(Checkable deposits)

      $  380 billion    (75% of Volume)


3. Travelers Checks


      $      6 billion




M1 Total:            $ 1, 230 billion  (  $1.2 Trillion

   D. Money Creation:


While the major portion of our money supply is currency in circulation, the major volume of transactions uses checkable deposits in Banks, Savings & Loans, and Credit Unions. The withdrawal of cash doesn't create money, it just changes the form from deposits to cash.


Money is created when a bank makes a loan. Money is destroyed when the loan is repaid. 


Loan transaction on balance sheet:



Loans  + 20               Checkable deposits + 20

1

    E. The Operation of Banks: The majority of our money supply consists of checkable deposits in the banking system. How do bank transactions effect the money supply and how is the system controlled by the Fed.?


Bank A

Assets

   
 Liabilities & Net Worth
Cash in Vault
10

Demand Deposits

100
Deposits at Fed.
20

Non-transaction deposits
30

Securities
30

Borrowings
40

Loans
120


Bank Capital
30

Other                        ___ 20


                                       _____


 $  200
$ 200


A. The Fed. defines [Vault Cash & Dep. at the Fed.] to be legal reserves for the bank.

Whatever the bank has in these assets are considered Actual Reserves of the bank. 


B. The Fed. establishes a level of Required Reserves as a percentage of Demand deposits.

Required Reserves = rf% of Demand deposits. ( where rf% is the required reserve ratio set by the Fed.) Suppose rf% = 20%


C. For the above bank: AR = 30;RR = (20% x 100) = 20: Excess Reserves (AR-RR) = 10

2. The Federal Reserve System:  


A. Functions of the Fed.



1. Provide Check Clearing Facilities



2. Provide for Financial Soundness of the banking system.



3. Control the growth of the Money Supply


B. Structure of the Federal Reserve System Established in 1914

   1. 12 regional branches established according to distribution of financial
                     transactions.


   2. Board of Governers: Policy making body




a. seven members




b. each appointed by the president and confirmed by the senate.




c. 14 year non-renewable terms, staggered (one expires every two years)




d. Chairman appointed for 4 year renewable term.
                         (Alan Greenspan / Ben S. Bernanke)


C. Independence of the Federal Reserve
    1. Staggered terms reduces presidential ability to control monetary policy


    2. Independent income source (interest earned on holdings of Gov. Sec.)
                    reduces congressional ability to control policy.
3. (Monetarists) Optimum Monetary Policy (Classnotes only)


A. There is some maximum rate of growth possible from year to year in Real GDP. ((Qr*)


B. The maximum rate of Growth ((Qr*) is a function of the rate of change in the factors of production:



1. (NR = Increase in Natural Resources



2. (L = Increase in the labor Supply 



3. (HC = Human Capital (Education) 



4. (K = Increase in the Capital Stock of Buildings and Equipment



5. (T = Increase in Technology of production

(Qr* = f( (NR, (L, (HC, (K, (T)

A. Inflation is caused by excessive growth of the money supply i.e. (%(Ms > (Qr*


Solution: reduce the rate of growth of the money Supply


B. Unemployment: is caused by too slow a growth of the money supply


Solution: Increase the rate of Growth of the Money Supply


C. Optimal Policy set the rate of Growth of the Money Supply equal to the maximum rate of growth or real output. This will generate full employment without Inflation.



 (%(Ms  =  (Qr*

