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Money and Monetary Policy
(Sloman 5e Chapter 18 pages 491-515, Chapter 20 pages 556-587)

(Sloman 6e Chapter 17 pages 478-501, Chapter 19 pages 542-554)
Money

Money – any commodity or token that is generally acceptable as a means of payment

Means of payment – method of settling a debt

Barter – the exchange of goods and services directly for other goods and services

Double coincidence of wants 

Functions of Money:

1. Medium of exchange – an object that is generally accepted by sellers and buyers in exchange for goods and services

2. Unit of account – a measure of the relative value of various goods and services; standard of value

3. Store of value – permits a medium of exchange, and thus value or wealth, to be stored for periods of time

Characteristics of money:


Durability


Portability


Divisibility


Stability in value


Acceptability

Fiat money –  money that is not backed by gold, silver, or other items of 
value but that has worth because a government requires that it be accepted as a medium of exchange

Currency – the paper money and coins that are in circulation in a nation

Token money – intrinsic value is less than the face value of the coin

Measures of Money Supply

Relative degrees of liquidity

M1

Paper money and coins (@46% and 3%, respectively, of US M1 in 1996)

Checkable deposits (demand deposits) (@51% of US M1 in 1996)

Traveler’s checks

DOES NOT INCLUDE GOV’T or CENTRAL BANK or COMMERCIAL BANK or OTHER FINANCIAL INSTITUTIONS’ CURRENCY AND CHECKABLE DEPOSITS

(would be double counting and is only the measure of money in private sector)
M2

M1

Certain near-monies (highly liquid financial assets that do not function 
directly or fully as a medium of exchange but can be readily converted into currency or checkable deposits)

Savings deposits including money market deposit accounts

Small (less than $100,000) time deposits

Money market mutual funds

M3

M2

Large ($100,000 or more) time deposits

Yes, there are other, broader measures such as L which includes M3, savings bonds, short-term Treasury securities, and other types of near money

Bank has three types of assets:


Liquid assets – government Treasury bills and commercial bills


Investment securities – longer term government bonds and other 


bonds


Loans – commitments of fixed amounts of money for agreed-upon 


periods of time

Economic functions of depository institutions


Creating liquidity


Minimizing the cost of obtaining funds


Minimizing the cost of monitoring borrowers


Pooling risk

Financial regulation


Deposit insurance


Balance sheet rules



Equity capital requirements



Reserve requirements



Deposit rules (these have been rapidly changing)



Lending rules – proportions of different types of loans

Deregulation


Easing of restrictions and expansion of services; eliminating some 


barriers to entry; blurring of lines

Financial innovation


Economic environment – variable rate mortgages came about as a 


result of high inflation and rising interest rates


Technology – decreased cost of computing and long-distance 


communication


Regulation – innovation takes place to avoid regulations

How Banks create money

Reserve ratio – the fraction of a bank’s total deposits that are held in 

reserves




Commercial bank’s required reserves________




Commercial bank’s checkable deposit liabilities


Required reserves = deposits x required reserve ratio


Excess reserves = actual reserves minus required reserves


Vault cash = excess reserves

Checkable-deposit multiplier = deposit multiplier = monetary multiplier

Monetary multiplier – the multiple of its excess reserves by which the 
banking system can expand checkable deposits and thus the money supply by making new loans; equal to 1 divided by the reserve requirement








___________1___________





      

Required reserve ratio

Maximum checkable-deposit creation = excess reserves  x  money multiplier

Monetary multiplier works in both directions

When banks lend, they create checkable deposits that are money.
By extending credit, the bank “monetizes” and IOU

Leakages


Currency drain


Excess reserves held by banks (Japan example)

	Reserve Requirements

	Type of liability
	Requirement

	
	Percentage of liabilities
	Effective date

	Net transaction accounts 1 

	     $0 to $7.0 million 2 
	0
	12-23-04

	     More than $7.0 million to $47.6 million 3 
	3
	12-23-04

	     More than $47.6 million
	10
	12-23-04

	 

	Nonpersonal time deposits
	0
	12-27-90

	 

	Eurocurrency liabilities
	0
	12-27-90


Taken from: http://www.federalreserve.gov/monetarypolicy/reservereq.htm

According to: http://www.appropriate-conomics.org/asia/thailand/golden.

html the Thai Reserve Requirement is 7% today.
However, this is in a liquidity requirement where the reserved funds may be held in liquid investments. (http://www.appropriate-conomics.org/asia/

thailand/golden.html) in a 1999 paper.
Further information at the Bank of Thailand web site:
http://www.bot.or.th/BOTHomepage/BankAtWork/Payment/General/Eng_TPSEMEAP.htm
Extended Analysis (from McConnell & Brue)

By lending and thereby creating money to the maximum of their ability during prosperity, commercial banks may contribute to excessive aggregate demand and, therefore, to inflation

During a recession, banks may decrease the money supply by cutting back on lending. This contraction of the money supply will restrain aggregate demand and intensify the recession

Profit motivated bankers can be expected to vary the money supply in a way that reinforces cyclical fluctuations

Central banks have at their disposal certain monetary tools to alter the money supply in a counter-cyclical (rather than a pro-cyclical) fashion

Short-run effects of a change in the quantity of money

Increase in Qm increases AD and shifts AD curve right; 
price level ( and real GDP (
Long-run effects of a change in the quantity of money

Increase in Qm has no effect on RGDP but does cause an ( in the price level


Due to consequent ( in money wage rate and a ( in AS
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Quantity Theory of Money

The proposition that in the long run, an increase in the quantity of money brings an equal percentage increase in the price level; based on:


1.
Velocity of circulation (V) – the average number of times 


money is used annually to buy the goods and services that 


make up GDP


2.
The equation of exchange – states that the quantity of 
money 
(M) multiplied by the velocity of circulation (V) equals GDP

RGDP = Y

GDP = PY

where P = price level

MV = GDP

equation of exchange
MV = PQ 
MV = PY
and 
V = PY / M

Two assumptions:

1. Velocity of circulation is not influenced by quantity of money

2. Potential GDP is not influence by the quantity of money

Monetary Policy

Demand for money

1. Transactions Demand = Dt

Convenient for purchasing goods and services; main determinant of the 

amount of money demanded for transactions is the level of nominal GDP
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Amount of Money Demanded


In reality, higher interest rates are associated with slightly lower 

volumes of money demanded for transactions

2. Asset Demand = Da

Store of value; Da varies inversely with the rate of interest; when 

opportunity cost is low, people hold on to more money (cash) 
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Amount of Money Demanded

Total Money Demanded = Dm

Horizontally add Da to Dt


Dm = Da + Dt
	





0






$





Amount of Money Demanded

Nominal GDP increases, then Dt increases and Dm shifts right

Nominal GDP decreases, then Dt decreases and Dm shifts left

The Money Supply
Because monetary authorities and financial institutions have provided the economy with some particular stock of money, the money supply (Sm) is a vertical line
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Amount of Money Demanded and Supplied

If Sm↓ there is a temporary shortage of Sm and interest rates (i) increase

Monetary policy – deliberate changes in the money supply to influence interest 
rates and thus the total level of spending in the economy. The goals are to achieve and maintain price level stability, full employment, and economic growth.

Tools of Monetary Policy

1. Open Market Operations (US) – buying of bonds or selling of bonds to commercial banks and the general public; most important tool for influencing the money supply

a. buying bonds increases banks actual and excess 
reserves and/or public’s checkable deposits. This increases the money supply. Actual and excess reserves are increased by the amount of the purchase. 

When central bank buys bonds, demand for them increases so prices rise and interest rates decline.



b.
selling bonds works the opposite of the above (a.)

2. Federal Funds Rate – the interest rate charged by banks to one another on overnight funds to satisfy required reserve rules; used by Fed to influence government bond rates and by banks as a basis for setting rates in the market 

Discount rate – the interest rate the central bank charges 


on loans they grant to commercial banks 



a.
all new reserves acquired from the central bank are 



excess reserves

a. borrowing from the central bank increases a bank’s 
reserves and 
enhances their ability to extend credit

b. lower discount rate encourages borrowing and vice 
versa; however not used very much

3. Reserve ratio – a change in required reserves affects money creating ability of the banking system in two ways:



a.
changes amount of excess reserves



b.
changes size of monetary multiplier

Expansionary Monetary Policy (easy money)

To increase the supply of money, the central bank must increase the excess reserves of commercial banks


1.
buy securities


2.
lower the discount rate


3.
lower the reserve ratio


Hopefully, this would lead to increasing AD, output, and employment

Restrictive Monetary Policy (contractionary or tight money)

What to do if there is inflation, a reduction of excess reserves is in order


1.
sell securities


2.
raise the discount rate


3.
raise reserve ratio

Objective is to tighten the supply of money in order to reduce spending and control inflation

Relative importance of actions

1. Open market is most important because it can be done in large 

or small amounts and its impact on bank reserves is prompt

2. Discount rate is more of an announcement effect signifying direction of monetary policy. Prime rate parallels discount rate, more or less.

3. Changing reserve ratio is a less important control and is used 
only sparingly; effect is great on bank profits though.
Monetarists
Monetarists say that inappropriate monetary policy is the major source of 

macroeconomic instability and that the enactment of a monetary rule would make sense.
Monetary rule – Require the central bank to expand the money supply each 

year at the same annual rate as the typical growth of the economy’s production capacity; a fixed-rate expansion of the money supply
Due to the direct link between changes in the money supply and aggregate demand, this would ensure that the AD curve would shift rightward to accompany the typical right-ward shift of the long-run aggregate supply curve. As a result real GDP would increase and the price level would remain the same.

Therefore, monetarists say, a monetary rule would promote steady growth of real output along with price stability.

Rational expectation theorists agree with the monetarists that an economy tends to automatically achieve equilibrium at its full-employment output.

Rational Expectation Theory – the hypothesis that firms and households expect monetary and fiscal policies to have certain effects on an economy and (in pursuit of their own self-interests) take actions that make these policies ineffective
However, “mainstream” economists oppose both a monetary rule and a balanced-budget requirement. They believe that monetary policy and fiscal policy are important tools for achieving and maintaining full employment, price stability, and economic growth.

MV = PQ

Equation of exchange
PQ = GDP


Assuming V is stable, then 
V =             = 

If M increases, the GDP will increase and consumers use the increase in M to purchase GDP, thereby increasing AD
Monetary Policy, Real GDP, and the Price Level


The Money Market



    Investment Demand


	

	



Amount of money demanded and supplied

 Amount of investment (I)


(billions of dollars)
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Equilibrium RGDP & Price Level
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Money Market

Dt directly related to nominal GDP

Da inversely related to interest rate (i) due to opportunity cost

Dm inversely related to the interest rate

Nominal GDP ↑ , Dm shifts to the right

Nominal GDP ↓ , Dm shifts to the left

Interest rate does not determine location of Sm curve, but monetary policy helps 

determine interest rate

Investment

Investment spending is inversely related to real interest rate

∆i mainly affects I component of total spending but also durable consumer 

goods bought on credit

Investment versus bond dilemma – i ↑, cost of capital goods increases and i 

on bonds ↑, and vice versa

Impact of changing interest rates is mainly on investment and, through 

that, on AD, output, employment, and the price level

Equilibrium GDP

I = one of the components of AD

The greater the investment spending, the farther to the right lies the 
AD curve

Effects of Easy Money Policy

Problem: unemployment and recession

Central Bank buys bonds, lowers reserve ratio, or lowers Fed Funds rate

Excess reserves increase

Money supply rises





   Sm1 to Sm2
Interest rate falls




   decreases from 10% to 8%

Currency falls on the foreign exchange market and Net exports increase

Investment spending increases



from $15b to $20b

AD increases






from AD1 to AD2
RGDP rises by a multiple of the increase in investment
from Q1 to Qf
Effects of Tight Money Policy

Problem: inflation

Central Bank sells bonds, increases reserve ratio, or increases Fed Funds rate

Excess reserves decrease

Money supply falls





     Sm3 to Sm2
Interest rates rise




      increases from 6% to 8%

Currency rises on foreign exchange market and Net exports decrease

Investment spending decreases



from $25b to $20b

AD decreases






from AD3 to AD2

Inflation curtailed (the rate of price level increases slows)

Monetary multiplier =





Reserve ratio =





P = Price level (average price a unit of output is sold for)


Q = physical volume of all goods and services produced
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