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Chapter 13
Money and Banks
I.
The use of Money 

Barter is the direct exchange of one good for another, without the use of money 

The use of money greatly simplifies the market transactions and by default it reduces transaction cost.

We may identify several essential characteristics of money

· Medium of exchange – acceptance of payment 

· Stores value 

· Standard of value – serves as a yardstick.

II.
The Money Supply 

Cash versus Money 

The concept of money includes more than the dollar bills and coins in our pockets.  Checking accounts can and do perform the same market transactions as cash.
Money is anything generally accepted as a medium of exchange.
Transaction Accounts 

Transaction account is a bank account that permits direct payment to a third party.

The balance in your transaction account substitutes for cash, and is, therefore, a form of money

Basic Money Supply 

Money supply (M1) is currency held by the public, plus balances in transaction accounts.

Cash is only part of the money supply; a large portion of “money” consist of balance in transactions accounts.
This is the narrowest definition of money.  “M1 includes funds that are readily accessible for spending. M1 consists of: 

1. Currency outside the U.S. Treasury, Federal Reserve Banks, and the vaults of depository institutions; 
2. Traveler's checks of nonbank issuers; 
3. Demand deposits; and 
4. Other checkable deposits (OCDs), which consist primarily of negotiable order of withdrawal (NOW) accounts at depository institutions and credit union share draft accounts.”

M1 is perhaps the closest counter part of the theoretical definition of money because all its components are actively used and widely accepted for making payments.

Credit Cards are not part of any money supply.  Credit cards are just that, a credit account.  An account you are borrowing from, and there for is not a payment.  Only when you pay your bill with cash or your checking account are you using money.
Near Money

M2 includes a broader set of financial assets held principally by households. M2 consists of: 
1. M1;

2.  Savings deposits (which include money market deposit accounts, or MMDAs);
3. Small-denomination time deposits (time deposits in amounts of less than $100,000); and 
4. Balances in retail money market mutual funds (MMMFs). 
The concept of and asset belong in the money supply depends on the liquidity of the asset.  Liquidity is “the degree to which an asset or security can be bought or sold in the market without affecting the asset's price.”

Some of these assets in M2 cannot be used as currency, but can easily be converted.  

Aggregate Demand 
Aggregate demand is the total quantity of output demanded at alternative price level in a given time period, ceteris paribus.

The interest of money arises on how it affects the overall economy through the assets market.
III.
Creation of Money
Since most of what we call money is not cash but bank balance, Bureau of Engraving and Printing have a small part to do with the money supply in the economy.
Deposit Creation 

It appears that transaction accounts deposits come from other transaction accounts balance.  This suggests that money creates money.  To determine the source we must look at banks.

· Banks make loans.
· These loans are moneys lend for the purpose of consumption, thus bank loans create of money.

In making a loan, a bank effectively creates money, because transaction-account balances are counted as part of the money supply.

To understand where money comes from, we look at the following two principles:

1. Transaction accounts balances are the largest part of the money supply.

2. Banks create transactions account balance by making loans.

Monopoly Bank

We will use a monopoly bank in order to simplify the process of money creation by banks.  The money in pocket was already counted as part of the money supply because it represents cash held by the public.  When you deposit cash or coins in a bank, you are changing the composition of the money supply, not it size.

Initial loan 
In order to understand the process of money creation, we first introduce the definitions of required reserve.   Required reserve is the minimum amount of reserves a bank is required to hold by government regulation.

Step 1: A deposits takes place and let us suppose the required reserve is 10%. 

	 
	Assets 
	Liabilities

	
	 $    10.00 
	Cash
	 $    10.00 
	Deposit

	total
	 $    10.00 
	 
	 $    10.00 
	 


Step 2: Bank makes a loan. 
	 
	Assets 
	Liabilities

	
	 $       1.00 
	Cash
	 $    10.00 
	Deposit

	
	 $       9.00 
	Loan 1
	 
	 

	Total
	 $    10.00 
	 
	 $    10.00 
	 


Step 3: There is only one bank and the individual that borrows the money deposits his/her money in the bank. 

	 
	Assets 
	Liabilities

	
	 $       9.00 
	Deposit 2
	 $       9.00 
	Deposit 2

	
	 $       1.00 
	Cash
	 $    10.00 
	Deposit 1

	
	 $       9.00 
	Loan 1
	 
	 

	total
	 $    19.00 
	 
	 $    19.00 
	 


Step 4: Step 4 is a repetition of ‘Step 2.’ Bank has another 9 dollars in deposits of which the bank can lend 90 percent.
	 
	Assets 
	Liabilities

	
	 $    0.90 
	Cash 2
	 $    9.00 
	Deposit 2

	
	 $    1.00 
	Cash 1
	 $  10.00 
	Deposit 1

	
	 $    9.00 
	Loan 1
	 
	 

	
	 $    8.10 
	Loan 2
	 
	 

	total
	 $  19.00 
	 
	 $  19.00 
	 


Step 5: ‘Step 5’ is a repetition of ‘Step 3’ - there is only one bank and the individual that borrows the money deposits his/her money in the bank, but the new amount is $8.10.
Using the Loan 

Bank reserve is assets held by a bank to fulfill its deposits obligations.
Note:

· Assets to a bank are the loans that they make plus any fix capital or return on investment.

· Liabilities to a bank are the deposits made by its clients.
· Total Assets have to equal Total Liabilities 

Fractional Reserves 

Reserve ratio is the ratio of a bank’s reserves to its total transactions deposits.

Reserve Ratio = 
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The money which is not required by regulator to be stored is then used to make loans.  These loans are then used to purchase different goods and services, which eventually through the banking system increase the money supply.
Reserve Requirements 
The power to create money resides in the banking system, not in any single bank.  If banks could create money at will, it would have a lot of control over aggregate demand for goods and services.
The Federal Reserves System requires banks to maintain some minimum reserve ratio.  These directly limits the ability of banks to grant new loans

Required reserve is the minimum amount of reserves a bank is required to hold by government regulation.

Denoted by:
Required reserves = 
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This minimum reserve requirement directly limits deposit creation possibilities.
Excess Reserves 

Excess reserves are bank reserves in excess of required reserves 

As long as a bank has excess reserves, it can make additional loans.  If they do make loans, then the money supply increases.  Excess reserve is denoted as:
Excess reserves = total reserves – required reserves, or

Excess reserves = total deposits – required reserves
A Multibank World 

The existence of a multibank system makes the money-creation process even more powerful.  The key issue is not how much excess reserve any specific bank holds but how much excess reserves exist in the entire banking system.  If excess reserves exist anywhere in the banking system, then some banks still have unused lending authority.

IV.
The Money Multiplier 

“In monetary macroeconomics and banking, the money multiplier measures how much the money supply increases in response to a change in the monetary base.”

· Excess reserves are the source of bank lending authority.

· Each loan made creates new excess reserves, which help fund the next, yet smaller, loan.

This recurring sequence of loans and spending is like the income multiplier.  Money multiplier is the number of deposit (loan) dollars that the banking system can create from $1 of excess reserves.

Currently (from 2009 to 2010) the money multiplier is below 1, this means that the Federal Reserve does not have monetary policy by increasing or decreasing money supply.  This explains why the Federal Reserve has been using other monetary tools, such as quantitative easing, to assist in the economic recovery.

Denoted as:

Money multiplier = 
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Limits to Deposit Creation 

The potential of the money multiplier to create loans is summarized by the equation:
Excess reserves of banking systems ×
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Take the excess from the first bank and then multiply by the money multiplier 

Excess Reserves as lending Power
A bank can make loans only if it has excess reserves.  Each bank may lend an amount equal to its excess reserves and no more.  As such loans enter the asset markets; it becomes deposits somewhere else and creates new excess reserves and further lending capacity.
The entire banking system can increase the volume of loans by the amount of excess reserves multiplied by the money multiplier.

Excess reserves of banking systems 
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By keeping track of excess reserves we can gauge the lending capacity of any bank and thus the banking system (using the multiplier).

V.
The Macro Role of Banks
Financing Aggregate Demand 

Banks perform two essential functions:

1. Banks transfer money from savers to spenders by lending funds held on deposits.

2. The banking system creates additional money by making loans in excess of total reserves.

These two functions translate into the following:

· Increase in the money supply tends to increase aggregate demand.
· When banks curtail their lending activity, the aggregate demand decrease.
Constraint on Money Creation

Bank Deposits

It is the willingness of people keeping deposits in their banks.  If people do not trust banks then bank deposits will dwindle and banks will not have excess reserve to lend.
Willing Borrowers 

It is the willingness of individuals, firms and government to borrow the money that banks make available.  If interest rates are too high, borrowers will reduce their willingness to borrow.
Willing Lenders 
Banks themselves may not be willing to satisfy all credit demand.  This is true when loans are too risky for banks or if there is a high level of uncertainty.  In the past three years bank have greatly reduced their willingness to lend, after 5 years of extremely lax lending practices.
Government Regulation

In the absence of government regulation, individual banks would have tremendous power over the money supply and therewith all macroeconomic outcomes.
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