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Outline of Text Material

I.
Introduction

A.
This chapter begins the discussion of what money is and the role it plays in the U.S. economy.

B.
The text then describes the forces that determine the supply of money and show how banks create money. 

C. 
Finally, it describes the workings of the nation’s central bank (the Federal Reserve) and the tools it uses to control the money supply.

II.
An Overview of Money

A.
What Is Money?

Money is anything generally accepted as a medium of exchange.


TEACHING TIP: Students are typically confused about the meanings of money, income, and wealth and will tend to use them interchangeably. As a means of clarification, write the following sentence on the blackboard: “She has a lot of money.”


Does this mean that:

SYMBOL 168 \f "Symbol" \s 10 \h
This woman has a lot of currency in the basement of her house, or a large checking account balance?

SYMBOL 168 \f "Symbol" \s 10 \h
This woman earns a large salary?

SYMBOL 168 \f "Symbol" \s 10 \h
This woman has a large amount of wealth?


TEACHING TIP: (continued)


Students will recognize the distinctions among these ideas. Explain that wealth and money are stock variables (quantities measured at a given point in time), whereas income, consumption, and saving are flow variables (that take place over a period of time). Wealth is the difference between the market value of an individual’s assets (what is owned) and the market value of liabilities (what is owed). Money is one such asset; it is that part of wealth that can be used as a medium of exchange (most typically, via cash and checking accounts).


Finally, to reinforce the idea that money is not the same as income, try the following demonstration. Declare that the first row of your classroom is a model economy, where each student provides some service worth a dollar to the person next to him or her. (Say, allowing the neighboring student to copy from their notes.) Then take a single dollar bill from your wallet, give it to the first student, and have each student “pay” the one next to him or her for services provided with that single dollar bill. When the bill reaches the end of the line, ask: How much money was there in this economy over the relevant period (one dollar). How much income was earned? (If there are 15 students, total income will be $15.) This should show students that money and income are not the same thing.
2.
A Means of Payment, or Medium of Exchange

a.
A medium of exchange (means of payment) is anything sellers generally accept and buyers generally use to pay for goods and services.

b.
Economies that don’t use money run on the barter system. Goods are traded for other goods and services directly. 

c.
Barter requires a double coincidence of wants, which can be a problem.

TEACHING TIP: If students ask about this, tell them that barter doesn’t really require a double coincidence of wants. All that’s required for barter to work is the patience to arrange for the roundabout transactions that are a part of a barter economy. If a double coincidence of wants was truly required, no barter economy would ever function at all!
d.
Money eliminates many of the inefficiencies present in barter systems.

2.
A Store of Value

a.
Money is an asset that usually maintains its purchasing power over time.

b.
There are other stores of value, but money has the advantages of (1) being available in convenient denominations and being easily portable, and (2) it can be exchanged for all goods at any time. These two factors mean money is completely liquid (the liquidity property of money).


TEACHING TIP: Zimbabwe is the latest country to try printing its way out of a difficult economic situation.  The result was hyperinflation in 2005.  The box in the text discusses several difficulties created by hyperinflation.  The Harare executive, forced to junk his accounting system, is an updated version of a story told often in earlier hyperinflations.
3.
A Unit of Account

a.
In money economies prices are quoted in the monetary unit.

b.
Even money economies could use some other good for pricing, but that would not be efficient as buyers and sellers would be forced to constantly convert from the money unit into prices and back again.

B.
Commodity and Fiat Monies

1.
Commodity monies are those items used as money that also have an intrinsic value in some other use. Cigarettes have long been used as money in prisons.
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TOPIC FOR CLASS DISCUSSION:
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(Warning!  Some of the answers to the question posed here are not particularly nice or pleasant.  Make sure your class has the maturity to deal with possibly offensive answers.)

Many prisons have outlawed smoking.  While cigarettes are still used as money, other goods and services are being used as well.  Ask students to do some research to find out what goods and services are accepted in prisons today.
2.
Fiat money (token money) is intrinsically worthless but has value because it is accepted in exchange for valuable goods and services.

3.
Most governments monopolize the printing of money by declaring it to be legal tender. The government also promises that it will not print so much that the money will lose its purchasing power (currency debasement).
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TOPIC FOR CLASS DISCUSSION:
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Despite these laws it’s still legal for groups to print their own currency.  The “money” printed by these groups is usually valued in labor units and accepted by a limited number of local merchants.  Ask your students to do some research to find out about one of these groups.  A good place to start is the Web site of the E.F. Schumacher Society (http://www.smallisbeautiful.org).  Their site includes material on starting a “local currency group” as well as a worldwide directory of such groups.

TEACHING TIP: An aura of mystery surrounds the use of gold and silver as money for long periods of history. What is so special about these two metals? The answer is not mysterious at all. Money must have certain properties to function well as a medium of exchange. One type of money is replaced by another when the newer money fulfills these properties better than the old.


The six properties that a “good” medium of exchange must possess are: 

(1) Verifiable at low cost (people must be able to distinguish real money from counterfeit money at low cost). Discuss the redesign of U.S. paper currency. Also discuss the original meaning of “debasing the currency.” When gold was money and a king wanted to fight a war, he would sometimes order the royal treasurer to melt all the gold, add 10 percent lead and recast the debased gold into coins.

(2) Portable (people must be able to carry it around conveniently). Paper money works better than gold or silver in many respects.

(3) Divisible (people must be able to make change). Again, this can be a problem with gold and silver coins.

(4) Durable (money shouldn’t wear excessively). This is a problem with gold because very pure gold flakes easily.


TEACHING TIP: (continued)

(5) Available in sufficient supply (to avoid the need for barter). In the era of “free coinage” in the United States the main determinant of the money supply was the location and timing of the most recent gold strike.

(6) Have a stable purchasing power. Gold and silver do not have a stable purchasing power because their price changes with changes in supply and demand.


For centuries, gold and silver coins satisfied these conditions better than any other alternative; hence, their popularity as money. Fiat money, however, also satisfies these conditions quite well.

TEACHING TIP: Students get a kick out of some of the things that have been used as money over the ages. This usually works better if you give the previous six characteristics of “good” money first. Some of these items include reindeer (Finland), circular rocks with holes in the middle (Yap), butter (China and Tibet), and many others. Point out that portability is not a problem if reindeer are money, but divisibility appears to be difficult.
C.
Measuring the Supply of Money in the United States

1.
Economists use several different measures of the quantity of money in circulation in the United States.


TEACHING TIP: When introducing the measurement and analysis of money, it is important for students to understand that money is valuable to a society because money reduces transaction costs. This in turns leads to increased levels of mutually beneficial trade. The more complex and diverse an economic system becomes, the greater the value of a reliable monetary system to society. The following points are worth stressing.

SYMBOL 168 \f "Symbol" \s 10 \h
A monetary unit is valuable if it’s scarce relative to the amount demanded.

SYMBOL 168 \f "Symbol" \s 10 \h
If the purchasing power of money is to be stable over time its supply must be controlled.
2.
M1 (transactions money) is made up of currency held outside banks, demand deposits, traveler’s checks, and other checkable deposits. It is all the forms of money that can be directly used for transactions.


TEACHING TIP: Other checkable deposits include negotiated order of withdrawal (NOW) accounts at thrift institutions and share draft accounts at credit unions. Legally only commercial banks can offer an account called a “checking account.”
3.
M2 (broad money) includes near monies (savings and money market account balances). 

a.
These are close substitutes for transactions money. 

b.
M2 also includes M1.
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TOPIC FOR CLASS DISCUSSION:

[image: image7.wmf]
Ask students what happens to M2 when someone moves $100 from a savings account into a checking account. Someone will usually get the answer fairly quickly, but make sure everyone understands it.
4.
Beyond M2 are measures that incorporate a wide variety of financial instruments that have some resemblance to money (for example, the credit limit on a credit card).


TEACHING TIP: Students often wonder how the numbers of $100, $20, $10, $5, and $1 bills are determined. The answer is supply and demand. The public determines the quantities of bills of each denomination. Suppose people suddenly preferred to carry around more ten and fewer twenty dollar bills (shifts in demand). They will then request more tens as change when shopping, and storekeepers, finding themselves with an excess of twenties and a shortage of tens, will request more tens and fewer twenties from their banks. The banks, in turn, will ship their rapidly accumulating twenties to the Federal Reserve and request tens in exchange. The Fed will store or shred the twenties, and fresh tens will be printed to satisfy the banks’ demand. (If students don’t believe this, ask how many of them have ever seen a U.S. dollar coin.)


A second factor affecting the currency denominations in circulation is the cost of obtaining various denominations (supply). In some states, ATMs will only dispense twenties. Since using an ATM is often less costly than other ways of obtaining currency, more twenties and fewer other denominations will be in circulation in those areas.


Interestingly, more than half of the coin and currency in circulation consists of hundred dollar bills, and this proportion is growing steadily. Presumably, this is because hundreds are the bills of choice for those who are transporting large quantities of money for illegal transactions. In addition, hundreds are the currency of choice for foreigners who want to hold dollar balances but can’t find a bank to accommodate their wishes. Tracking the fraction of the money supply in hundreds has been used by some economists to estimate the size of the underground economy.
D.
The Private Banking System

1.
Banks and other financial institutions borrow from individuals or firms with excess funds and lend to those who need funds. That’s why they’re called financial intermediaries.

2.
The main types of financial intermediaries are commercial banks, savings and loan associations, life insurance companies, and pension funds. 

III.
How Banks Create Money

A.
A Historical Perspective: Goldsmiths

1.
In the fifteenth and sixteenth centuries people used gold for money. 

2.
Those who held large quantities of gold would leave it with goldsmiths for safekeeping in exchange for a receipt. 

3.
In time the receipts themselves came to be traded for goods. This was an early form of paper money. 

4.
When goldsmiths realized that they had “extra” gold sitting around, they began to make loans by creating added receipts. 

5.
The goldsmiths were creating money. This system was the first fractional reserve banking system. 

6.
Fractional reserve banking works well as long as people remain confident in the banking system. Otherwise there could be a “run on the goldsmith (bank).”  A run on a bank occurs when many of those who have claims on a bank (deposits) present them for payment at the same time.

TEACHING TIP: The most important use of this section is laying out the concepts underlying the money creation process. An explanation of how the goldsmiths of the past altered the money supply when they began to issue loans helps students to understand the link between loans and money creation under a fractional reserve banking system. Using the text example (or some similar example) in your lecture will make it easier when you begin discussing T-account  entries.
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TOPIC FOR CLASS DISCUSSION:
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Describe the standard picture of a run on the bank: a queue of depositors outside the front door waiting to withdraw their funds. Ask students if that’s how they think a run would work today. Most likely those in line outside the front door are much too late. Electronic funds transfers will have stripped the bank of deposits, possibly before the bank itself even opens for business.
B.
The Modern Banking System


TEACHING TIP: The material that follows can be confusing to students who have never taken an accounting course. Go over this material slowly because students need to understand the nuances of manipulating T-account entries in the process of creating money in order to appreciate the implications of monetary policy actions later on.
1.
A Brief Review of Accounting

a.
Assets are things a firm owns that are worth something. A bank’s assets are its loans, vault cash, and reserve deposits at the Federal Reserve. Bank reserves are vault cash plus reserve deposits at the Fed.

b.
Liabilities are the firm’s debts—what it owes. A bank’s liabilities are deposits owed to customers.

2.
Banks are legally required to hold a certain minimum percentage of their deposit liabilities as reserves. The percentage is the required reserve ratio. 


TEACHING TIP: Try using the concept of the “paper test” to communicate this idea. An asset belongs to the economic agent that ultimately receives the promise made by the asset’s paper (or computer) record. Ask students whether Grace’s million-dollar business loan is a liability or an asset to the lending bank? (It is an asset to the bank and a liability to Grace because, eventually, the bank will receive the repayment of the loan.) Is Tom’s checking account balance a liability or an asset to his bank? (It’s a liability to the bank and an asset to Tom because the bank must return his balance on demand.)

TEACHING TIP: The Fed is the “banker’s bank.” It is also the bank of the Treasury Department; that is, the Fed acts as the federal government’s bank. Individuals and private firms cannot bank (deposit or withdraw) directly with the Fed.
C.
The Creation of Money 

1.
Money is created when banks make loans. 

a.
Banks can lend up to the amount of their excess reserves. Excess reserves is the difference between a bank’s actual reserves and its required reserves.

b.
When a loan is made, a demand deposit is created for the borrower, which the borrower can then spend.

2.
When a bank makes a loan to a current customer, they often don’t even write a check. They simply credit the customer’s deposit account. Even if the bank writes a check, it will be deposited somewhere when the customer uses it to make a purchase.

D.
The Money Multiplier is the multiple by which deposits increase for every dollar in reserves.


TEACHING TIP: The text formula is a simplified version of the real-world money multiplier because of the assumptions made. A more realistic multiplier would capture the public’s transactions demand for currency and banks’ desires to hold a cushion of excess reserves. (During recessions the banks’ desires to hold excess reserves tends to increase, making it more difficult for the Fed to achieve money supply targets.)


Technically what is described in the text is the deposit multiplier, not the money multiplier. Don’t worry about this distinction unless you are teaching a class full of economics majors.
IV.
The Federal Reserve System

A.
The ability of banks to create money is limited by the volume of reserves in the system.

1.
The Fed controls the total volume of reserves.

2.
The Federal Reserve System was created in 1913 by an act of Congress.

a.
It is made up of a Board of Governors and 12 Federal Reserve Banks.

b.
Monetary policy is set by the Federal Open Market Committee (FOMC) which sets goals for the money supply and interest rates. The FOMC directs the Open Market Desk at the New York Federal Reserve Bank to move toward their attainment.

B.
Functions of the Federal Reserve

1.
The Fed is the central bank for the United States.

a.
Although its most important role is to control the money supply, it also performs several important functions for banks, including clearing interbank payments (check clearing), regulating the banking system, and assisting otherwise sound banks in a difficult financial position by lending them reserves through the discount window. 

b.
The Fed also manages exchange rates and the nation’s foreign exchange reserves. 

2.
Clearing Interbank Payments means clearing checks.

3.
Other Duties of the Fed include being a lender of last resort.

a.
A lender of last resort provides funds to troubled banks that cannot find any other sources of funds.

b.
It is the ideal lender of last resort because private banks or other institutions would not be likely to perform this function, and the Fed has virtually unlimited funds with which to bail out banks.

c.
By definition, banks are illiquid because they borrow short and lend long. It’s up to the Fed to supply the missing liquidity during banking crises.


TEACHING TIP: Make sure your students understand that being a lender of last resort is not the same as lending to banks that get in trouble because they are badly managed. A lender of last resort supplies the liquidity that is inherently missing from the banking system.  This illiquidity is caused by borrowing short and lending long.  The lender of last resort should make those loans to otherwise financially sound banks that experience a liquidity crisis.  The Fed’s lender of last resort function is lending through the Discount Window.
C.
The Fed’s Balance Sheet 

1.
Assets include gold, loans to banks, and U.S Treasury securities. 


TEACHING TIP: You can’t repeat it too often – stress that U.S. currency is not backed by gold, silver, or goose feathers.  U.S. money is fiat money. 
2.
The bulk of its liabilities are the Federal Reserve Notes we use as currency. Reserve deposits are its other important liability.

V.
How the Federal Reserve Controls the Money Supply

A.
The key is controlling reserves.

B.
The Required Reserve Ratio

1.
Changes in the required reserve ratio affect how much banks can lend from their reserves. 

2.
Since changing this ratio changes the money multiplier, a small change in the required reserve ratio will have a very large impact on the money supply. For this reason the Fed rarely changes reserve requirements.


TEACHING TIP: Banks can also meet their reserve requirements by borrowing from other banks in the federal funds market. Such loans are typically for very short periods, sometimes just overnight. The interest rate banks charge other banks on interbank loans is called the federal funds rate. The Fed controls the fed funds rate only indirectly, by controlling the supply of reserves.


It’s called the federal funds market because the Fed’s computers are used to keep track of the loans. A typical flow of federal funds is loans from small country banks to large urban banks.
C.
The Discount Rate

1.
The discount rate is the rate of interest the Fed charges on loans to banks through the discount window. 

2.
Only banks can borrow from the Fed. They’re borrowing reserves, so an increase in discount borrowing will increase total bank reserves.

3.
On January 9, 2003, the Fed announced a new discount rate policy. The Fed now sets the discount rate above the federal funds rate. Banks were no longer discouraged from borrowing at the Fed; instead, the tools of the market (a high price) were used to discourage excess borrowing.  Before this theFed used moral suasion to exert pressure on member banks not to borrow heavily from the discount window.
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TOPIC FOR CLASS DISCUSSION:
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Why did the Fed change their discount policy? The text has one possible answer (to remove the discount rate from their policy toolkit). There are others. See what the class can come up with. (One popular theory is that the Fed wants to make their lender of last resort function more market driven and reduce the potential for politics playing a part.)
D.
Open Market Operations 

1.
Open market operations are the most significant tools for controlling reserves. When the Fed buys or sells U.S. Treasury securities on the open market the process is called an open market operation.

2.
Two Branches of Government Deal in Government Securities: The Treasury sells securities to finance the deficit, and the Fed buys and sells Treasury securities already held by the public (previously owned) to change the quantity of reserves.

3.
The Mechanics of Open Market Operations.

a.
When the Fed sells securities it collects payment and the level of reserves decreases. 

b.
The reverse happens with a purchase. 

c.
Each business day the Open Market Desk in the New York Fed buys or sells millions of dollars worth of securities. This is the preferred tool for controlling reserves because it can be used with some precision, it is extremely flexible, and the effect on the money supply is fairly predictable.

E.
The Supply Curve for Money 

1.
The money supply curve is vertical.

2.
This means the Fed sets the money supply independent of the interest rate. This may not be true in practice.


TEACHING TIP: Drawing the money supply curve relative to the interest rate may seem like a leap for some students because the role of the interest rate has not yet been defined in the analysis. There are a couple of ways to overcome this. One is to wait until the next chapter to draw the money supply curve. Another is to use this as the first step in building a bridge between monetary policy and the determination of equilibrium output in the macroeconomy. The interest rate provides the first link—as the cost of planned investment—between the money market and the market for goods and services.
VI.
Looking Ahead: In the next chapter we turn to the demand side of the money market.

Other Resources


Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).
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Application 1: Why Do Governments Regulate the Banking System?

A good way to review the deposit-expansion process and also provide a macroeconomic justification for a central bank is the following. Ask students to imagine that the private banking system were completely unregulated while the economy went through the typical boom and bust cycle. Consider what would happen as the economy went into a recession. A common characteristic of all recessions is a rise in the bankruptcy rate. The debt of bankrupt companies, largely held by banks, becomes highly discounted or worthless and will lead some deposit holders to fear for the solvency of their bank. Even if this doesn’t cause insolvency at individual banks, it will cause a multiplied decrease in the money supply: withdrawals of cash cause a decrease in bank reserves, which means banks will have to decrease their volume of lending (“call in loans”).

This process can be demonstrated with T-accounts. Suppose an individual withdraws $10,000 from her account in Bank #1 and stuffs it under her mattress. Bank #1 loses $10,000 in both assets (cash reserves) and liabilities (demand deposits). This is illustrated on the T-account for Bank #1 as stage 1. With a required reserve ratio of .10, the bank’s required reserves were allowed to drop only by $1,000, but its actual reserves dropped by $10,000, so it now has deficient reserves of $9,000. The bank will have to call in loans of $9,000. (Actually, because loans are routinely paid back and rolled over each day, the bank need only decrease its lending volume by $9,000 that day.) This action is illustrated in the T- account as stage 2.

	
	Bank #1

	
	Assets
	Liabilities

	
	–$10,000
	–$10,000

	Stage 1
	Reserves
	Demand Deposits

	
	
	

	
	 +$9,000
	

	
	Reserves
	

	Stage 2
	 –$9,000
	

	
	Loans
	


Assume that whoever paid back his loan to Bank #1 did so with a check drawn on Bank #2. Bank #2 will lose $9,000 in reserves and $9,000 in demand deposits, and will find itself with deficient reserves of $8,100. Bank #2 thus calls in loans of $8,100, and the process continues.

	
	Bank #2

	
	Assets
	Liabilities

	
	–$9,000
	–$9,000

	Stage 1
	Reserves
	Demand Deposits

	
	
	

	
	+$8,100
	

	
	Reserves
	

	Stage 2
	–$8,100
	

	
	Loans
	


The money multiplier 1/(required reserve ratio) = 1/0.1 = 10.0 tells us the decline in deposits will ultimately total $10,000/0.1 = $100,000. The effect on the balance sheet of the entire banking system will be as follows:

	Entire Banking System

	Assets
	Liabilities

	–$10,000
	–$100,000

	Reserves
	Demand Deposits

	–$90,000
	

	Loans
	


Review what has occurred. The recession led to fears of bank insolvency, which led to cash withdrawals. In the example, the withdrawal of $10,000 from Bank #1 ultimately causes total demand deposits to decrease by $100,000. The money supply itself has actually decreased by $90,000—the $100,000 drop in demand deposits minus the $10,000 increase in cash in the public’s hands. A decrease in the money supply—as students will see in the next chapter—has a contractionary effect on the economy. Thus, with an unregulated banking system a recession leads to further contractions of output due to a declining money supply. In short, an unregulated private banking system would be an automatic destabilizer.

The same argument holds during a recovery. As the economy improves, the public would redeposit its cash and cause an expansionary increase in the money supply just as the economy was expanding on its own. Once again, an automatic destabilizer.

The solution—adopted in the United States and in most other countries—is for a central bank to guarantee the deposits of the public in the case of bank insolvency. In this way, FDIC protection for bank accounts can be viewed as a stabilizing influence on the economy [Note: With an unregulated banking system, another impact on the macroeconomy would come from the behavior of the banks themselves. As the economy goes into recession, banks become more hesitant to lend (due to an expected rise in borrower bankruptcies). They thus accumulate excess reserves, causing a contraction of the money supply. Once again, the monetary contraction occurs just as the economy is already heading into recession. This databilizing influence requires countervailing moves by the Fed.] 


TEACHING TIP: Instructors teaching at schools close to a regional Fed bank or to Washington, DC, might consider inviting a Fed economist/spokesperson as a guest lecturer to describe what the Fed does.
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