Chapter 32: Money and Banking & yole dozxo

What is Money?

Money is anything that is generally accepted as final payment for goods and services or for the
repayment of debt - cash/currency, checks, gold, etc.
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Trading goods and services for goods and services.
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The Functions of Money (2siill Giila 9)

Anything that performs the functions of money is money
1. Medium of exchange J:ull Al g
Money usable for buying and selling goods and services
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e Unit of account: (4aill (uliia) ilua 33a g
Society uses monetary units for measuring the relative worth of a wide variety of goods, services,
and resources. With money as an acceptable unit of account, the price of each item need be

stated only in terms of the monetary unit.

Money aids rational decision making by enabling buyers and sellers to easily compare the prices
of various goods, services, and resources.
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Store of value: 4l () j3as 3 4all)

Money enables people to transfer purchasing power from the present to the future. People
normally do not spend all their incomes on the day they receive them. In order to buy things later,
they store some of their wealth as money.
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Example: Choose the correct answer

1.

When a consumer wants to compare the price of one product with another, money is primarily
functioning as a:

A) Store of value

B) Unit of account

C) Checkable deposit

D) Medium of exchange

What function is money serving when you deposit money in a savings account?
A) A store of value

B) A unit of account

C) A checkable deposit

D) A medium of exchange

What function is money serving when you use it when you go shopping?
A) A store of value

B) A unit of account

C) A medium of deferred payment

D) A medium of exchange

If whole tomatoes were money, which of the following functions of money would be the hardest
(«==) for tomatoes to satisfy?

A) Unit of account

B) Store of value

C) Medium of exchange

D) Certificate of gold

When a banker records how many dollars each of his borrowers owes the bank, money is serving
as a:

A) Store of value

B) Unit of account

C) Medium of exchange

D) Legal tender
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Liquidity of money:

An asset's liquidity is the ease with which it can be converted quickly into the most widely accepted and
easily spent form of money, cash, with little or no loss of purchasing power.

The more liquid an asset is, the more quickly it can be converted into cash and used for either purchases
of goods and services, or purchases of other assets. By definition, cash is perfectly liquid. By contrast,
a house is highly illiquid for two reasons. First, it may take several months before buying it. Second,
there is a loss of purchasing power when the house is sold.
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The Components of the Money Supply: 8l (2 all clizsa

Money Definition M1

It consists of:
(1) Currency (coins and paper money) in the hands of the public st ¢ 4 shaiall dlaall |
(2) All checkable deposits ( all deposits in commercial banks and saving institutions 53 s sall ailasll area

Money, M1 = Currency + Checkable Deposits

» Government and government agencies (central bank S <l €ull) supply coins and paper money.
Commercial banks and savings institutions (thrifts) provide checkable deposits.

Currency: Cons + Paper Money

The currency consists of metal coins and paper money. The coins are issued by the treasury (a_lxa) 2i
4y 33l J8 ) while paper money consists of central bank notes.

The currency is token money. This means that the face value of any prices of currency is unrelated to
its intrinsic value (4512 4.4dll) -the value of the physical material (metal or paper and ink).

Checkable Deposits:

The safety and convenience of checks has made checkable deposits a large component of the M1
money supply. Checks are less accepted than currency for small purchases, for major purchases
most sellers will accept checks as payment.

People can convert checkable deposits into paper money and coins on demand; checks drawn on
those deposits are the equivalent of currency.
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Money Definition M2

Money definition M2 includes M1 plus several near monies (&Y &ilasl),

Near- monies are certain 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.

There are three categories of near monies included in the M2:

a. Saving deposits, including money market deposit accounts (MMDA).

b. Small (less than $100,000) time deposits "certificate of deposits CD" ( funds from time deposit

become available at their maturity).

c. Money market mutual funds held by individuals ( MMMF)

Money, M2 = M1 + MMDA + Small time deposits + MMMF

Total money supply = Money M2

Example

Use the following to answer equations below:

Money market mutual fund $220
Currency and coins in banks $10
Currency and coins in circulation $60
Saving deposits, including money market deposit $50
accounts

Large ( $100,000 or more) time deposit $180
Small (less than $100,000) time deposits $80
Checkable deposits $70

1. Refer to the above information. What is the amount of money supply M1 for this economy?

Money, M1 = Currency and coins in circulation + Checkable Deposits = 60 + 70 = $130

2. Refer to the above information. What is the amount of money supply M2 for this economy?

Money, M2 = M1 + MMDA + Small time deposits + MMMF

M2 =130 + 50 + 80 + 220 = $480
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Money as Debit:

The components of the money supply (paper money and checkable deposits) are debts, or promises to
pay. Paper money is the circulating debt of the central bank. Checkable deposits are the debts of
commercial banks and thrift institutions.

Value of Money

Why are currency and checkable deposits money?
The answer to these questions has three parts:

Acceptability

Currency and checkable deposits are money because people accept them as money.
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Legal Tender asill glail)

The confidence in the acceptability of paper money is strengthened because government has
designated currency as legal tender.
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Relative Scarcity el 3 ail)

The value of money depends on its supply and demand for money. Money derives its value from its
scarcity relative to its utility. The utility of money lies in its capacity to be exchanged for goods and
service now or in the future. The demand for money depends on the total dollar volume of transactions
in any period plus the amount of money individuals and businesses want to hold for future transactions.
With a constant demand for money, the supply of money provided by monetary authorities will
determine the domestic value or “purchasing power" of the monetary unit.
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Money and Prices

Purchasing Power of Money: |s the amount of goods and services a unit of money will buy.
Purchasing Power of the Dollar: The amount a dollar will buy varies inversely with the price level.

When the consumer price index (CPI) or "cost of living" index goes up, the value of the dollar goes
down, and vice versa.
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Higher prices lower the value of the dollar because more dollars are needed to buy a particular
amount of goods and services, or resources.

1

Where $V is the value of dollar, P is the price level.

For example, if the price level is 1, then the value of dollar is 1. If the price level rises to, say, 1.2, the
value of dollar falls to 0.833.

Money supply curve

A line showing the total quantity of money in the economy at each interest rate. The money supply is
determined by the central bank.
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Interest rates: Is the price paid for the use of money. It also the price that borrowers need to bay lenders
for transferring purchasing power to the future.

- The supply of money is independent of the interest rate (interest rate change = money supply
constant).

- The central bank changes the supply of money by buying or selling bonds in the bonds market.

Interest rate

Money supply, M
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The Demand for Money

Why does the public want to hold some of its wealth as money?

The public wants to hold some of its wealth in money for two reasons: to make purchases with it and
to hold it as an asset

Transactions Demand (Dy)

People hold money because it is convenient for purchasing goods and services.Households need
money to pay for groceries and to pay mortgage and utility bills. Businesses need money to pay for
labor, materials, power, and other inputs they both have a transactions demand

- The level of GDP is the main determinant of the amount of money demanded for transactions
- Larger the total money value=Ilarger the amount of money needed

- The demand for money as a medium of exchange is called the transactions demand for money.
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- The level of nominal GDP is the main determinant of the amount of money demanded for
transactions.

- The larger the total money value of all goods and services exchanged in the economy, the larger
the amount of money needed to negotiate those transactions.

- The transactions demand for money varies directly with nominal GDP. (NGDP 1 = Dt 7).

- The transactions demand for money is independent of the interest rate (interest rate change =
transactions demand for money constant).

- The transactions demand is vertical because it is assumed to depend on nominal GDP rather than
on the interest rate.
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Asset Demand for Money (Da)

The second reason for holding money derives from money's function as a store of value.

People may hold their financial assets in many forms, including corporate stocks, corporate or
government bonds, or money. To the extent they want to hold money as an asset, there is an asset
demand for money.
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» The asset demand for money varies inversely with the interest rate because of the opportunity cost
involved in holding currency and checkable deposits that pay no interest or very low interest.

Total Money Demand (Dm)

The total demand for money Dn, is determined by horizontally adding the asset demand for money D,
to the transactions demand D:.

Dm =D + D,
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The Equilibrium Interest Rate

We can combine the demand for money with the supply of money to determine the equilibrium

interest rate.

At equilibrium interest rate:

Amount of money demanded = amount of money supply

The intersection of demand and supply determines the equilibrium interest rate.

Interest rate (%)

Example

'

M.'i

b,

Money ($ million)

Assume that the following data characterize an economy: money supply = 200 billion, quantity of
money demanded for transactions = 150 billion; quantity of money demanded as an asset = 10 billion
at 12 percent interest, increasing by 10 billion for each 2 percentage point fall in the interest rate.

a. What is the equilibrium interest rate?

Interest rate | Transactions Asset Total demand | Money supply
demand for demand for for money (Sm)
money money Dm = D5 + Dy

12 150 10 160 200
10 150 20 170 200
8 150 30 180 200
6 150 40 190 200
4 150 50 200 200
2 150 60 210 200

At equilibrium interest

rate: Dm = Sm = 200

— i=4%

b. Suppose that money supply decrease to 180, what is the new equilibrium interest rate?

At equilibrium interest rate: Dm = Sm = 180

When /= 8%
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c. Considering your answers in part b, what is the impact of a decrease in money supply on the interest
rate (show graphically)

A decrease money supply shifts the money supply curve to the left. That leads to increase on the
interest rate from i1 to iz.

MS, MS,

—’r'J“

b

Interest rate (%)

\I'I.I'ID

Amount of money
demanded and supplied

d. What is the impact of an increase in transactions demand for money on the interest rate?

An increase in transactions demand for money shifts the total demand for money curve to the

right. There is a greater amount demanded at each possible interest rate, the equilibrium interest
rate increase from i1 to io.

Tenemest cabi, r
i

Mgy, A
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