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Fiat money

a. has no intrinsic value.
b. is backed by gold.
c. is a medium of exchange but not a unit of account.
d. is any close substitute for currency such as checkable deposits.

Answer: a
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Demand deposits (aka checking accounts) are included in

a. M1 but not M2.
b. M2 but not M1.
c. M1 and M2.
d. neither M1 nor M2.

Answer: c
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1 Fractional reserve system
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Fractional Reserve Banking

Banks are financial intermediaries. They take in deposits, and then
lend out that money at a slightly higher interest rate.

The fractional reserve banking system creates money supply in
the economy.

Banks keep a fraction of deposits as reserves and use the rest
to make loans.

The reserve requirements are set by the Federal Reserve, and
sets the minimum proportion of liabilities that the bank must
hold in reserve.

Banks can hold excess reserves.
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Money multiplier

Bank reserves = Required reserves + Excess reserves

The reserve ratio, RR = Total reserves
Total deposits

It is the fraction of deposits that banks hold as reserves as a
percentage of total deposits.

Money Multiplier = 1
Reserve Ratio

Calculate money multiplier if RR = 5% or 0.05
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So let’s play a game.
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A bank has an 8 percent reserve requirement, $10,000 in deposits,
and has loaned out all it can given the reserve requirement.

a. It has $80 in reserves and $9,920 in loans.
b. It has $800 in reserves and $9,200 in loans.
c. It has $1,250 in reserves and $8,750 in loans.
d. None of the above is correct.

Answer: b
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Quantity Theory of Money

The quantity equation: M x V = P x Y

Velocity is stable

A change in M (money supply) causes nominal GDP (P x Y)
to change by the same percentage.

A change in M does not affect Y(real output). This is because
money is neutral, real output is determined by technology &
resources (This is true in the long-run!)

So, P changes by same percentage as P x Y and M. Rapid
money supply growth causes rapid inflation.

Most economists believe the quantity theory is a good
explanation of the long run behavior of inflation
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Money Supply

In our model, we assume that the Federal Reserve has complete
control of the money supply.

Thus the MS curve is vertical.

In the real world, the money supply is determined by the Federal
Reserve policies, consumer preferences, and banks’ lending

practices.

Rizwanur Rob Econ 1115: Principles of Macroeconomics



Fractional reserve system
Quantity Theory
Federal Reserve

Money Supply

In our model, we assume that the Federal Reserve has complete
control of the money supply.

Thus the MS curve is vertical.

In the real world, the money supply is determined by the Federal
Reserve policies, consumer preferences, and banks’ lending

practices.

Rizwanur Rob Econ 1115: Principles of Macroeconomics



Fractional reserve system
Quantity Theory
Federal Reserve

Money Supply

In our model, we assume that the Federal Reserve has complete
control of the money supply.

Thus the MS curve is vertical.

In the real world, the money supply is determined by the Federal
Reserve policies, consumer preferences, and banks’ lending

practices.

Rizwanur Rob Econ 1115: Principles of Macroeconomics



Fractional reserve system
Quantity Theory
Federal Reserve

Money Demand

The money demand is how much wealth people want to hold in
the form of money (liquid assets).

Depends on price levels. An increase in price reduces the
purchasing power of money, so more money is required to buy

goods and services.

Money demand is also inversely related to interest rates. The
higher the interest rate, the greater is the opportunity cost of

holding money.

Thus the demand curve for money is downward sloping.
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Money Demand

Why do people hold money?

1 Transactive motive

2 Precautionary motive

3 Speculative motive
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Money neutrality

Money neutrality

Classical dichotomy, monetarists and Milton Friedman

Real wage and relative prices
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Velocity

It is the rate at which money changes hands

We can calculate velocity
V = P×Y

M

P x Y = (price level) x (real GDP) = nominal GDP
M = money supply

V = velocity
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The structure of the Fed

The Fed is an independent institution.

Board of Governors
7 members appointed by Congress and located in Washington,
DC

12 regional Fed banks, each with a regional Fed president
Located all around the U.S.

Federal Open Market Committee (FOMC): Consists of the
Board of Governors and a rotation of five regional Fed
presidents. The NY Fed president is always included.

The FOMC decides monetary policy.
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The dual mandate

The Federal Reserve is charged by Congress to ”promote effectively
the goals of maximum employment, stable prices, and moderate
long term interest rates.”

This is known as the dual mandate:

1 Promote maximum employment, aka achieve full-employment

2 Maintain low inflation

Hidden third mandate?
Recall the Phillips curve! Are both objectives possible at the same
time?
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