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Topic 8: Money
Money (Ch. 16, Ch. 21)

Money: Anything that performs the following functions: 
Medium of Exchange: 

USA medium of exchange: 
Unit of Account: 

Store of Value: 

Examples of Money: 

Not Money: 
Are Credit Cards Money? 

MONEY IS NOT INCOME 

Components of the Money Supply

M1: 

M2: M1+Savings Deposits, Small Time deposits, Monet Market, Mutual funds).
 Also MZM, several others.

Liquidity: 

What "backs" the money supply? 

Commodity Money: 
Fiat Money: 

Which one describes the USA dollar? 
Costs and benefits of commodity money
Pros: 
Cons: 
Money Demand

People hold money for two reasons: 

Example:

Suppose that you have $1000 and are busy deciding whether to invest in bonds or put the money in your checking account. The interest rate on a checking account is 0%. 
What is the opportunity cost of putting the currency in your checking account if the interest rate on the bond is 2%?

What is the opportunity cost of putting the currency in your checking account if the interest rate on the bond is 10%?

Central Bank and the Money Supply

Name of the USA central bank:

Federal Reserve Indepence

Fed and the Money Supply

Banks and the Money Supply (Ch. 16)

How do banks make profit?

Reserve Requirement/Ratio (RR): 
Excess Reserves: 
Example: Suppose I deposit $1000 in a bank. How much can the bank lend out if RR=0%? 

Example: Suppose I deposit $1000 in a bank. How much can the bank lend out if RR=100%?

Example: Suppose I deposit $1000 in a bank. How much can the bank lend out if RR=50%?

Fractional Reserve Banking: 
Example: Suppose RR=0.20
(1) Jo finds $1000 in her mattress and deposits it into a checking account in Wells Fargo. The $1000 is the initial money supply in this economy. 

WF Balance Sheet

	Assets
	Liabilities

	
	

	
	


(2) Mike needs money to repair his car, takes an $800 loan from Wells Fargo and pays Ann of Quick Repair. 
	Assets
	Liabilities

	
	

	
	


(3) Ann deposits the money in Wells Fargo.
	Assets
	Liabilities

	
	

	
	

	
	


(4) Smith family takes out $640 loan to paint house. They hire Jo, who deposits the income in her account in Wells Fargo.

	 Assets
	Liabilities

	
	

	
	

	
	

	
	


M1 balance at the beginning of this economy: 

M1 balance at the end of this economy: 
Money Multiplier (Ch. 16)
(MM) Monetary multiplier =
Maximum Money Supply = 
Example:

Example: Suppose RR=0.1 
Money Market Equilibrium Interest Rate (Ch. 21)
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