
Heyne12, Chapter 14 – Money 
 
 
1. Money – Was and Is 
 a. Why money?   
  *Liquidity 
  *Functions of money: 
   Medium of exchange 
   Unit of account (standard of value) 
   Store of value (of future purchasing power) 
 
 b. Historically, money was 
  *Metals and other things 
  *Minting and seigniorage 
  *Receipts for gold and other metals deposited with goldsmiths. 
  *The receipts could be lent and interest earned 
  *The issue (myth?) of fiat money. 
  *Is our money “real” money? 
 
 c. Fundamental characteristics: 
  *Must be accepted 
  *Should be divisible 
 
 
2. Money Creation and the Ms 
 a. Most Money today is 
  Federal Reserve notes, liabilities of the Fed, promises to pay “lawful money” 
 b. Counting “the money supply” 
   M1 – coins and paper currency, checkable deposits, travelers’ checks 
   M2 – M1 plus small savings accounts, time deposits, retail money market funds. 
 c. What happens if…? 
 
3. Money and Money Creation Banks 
 a. Is there “backing”? 
 b. Banks and the money creation process 
 c. There is a reserve requirement 
 d. When a bank finds itself with excess reserves, it can lend them 
 e. When a bank lends its excess reserves, it creates new money that did not exist before. 
 f. When the loans are repaid, the money supply decreases.  Banks will normally lend it out again. 
 g. What about the issue of confidence in a bank – the issue of a run on a bank 
  *It would start… 
  *The process of making a bank insolvent 
 h. The function of the reserve requirement is primarily to control the money creation process. 
 i. If people start a run on a bank, it will quickly run out of its liquid assets needed to pay the  
  depositors.  But… 
 j. There is FDIC.  Its purpose is to stop runs. 
  
4.  The Fed and its Powers to Control Money Creation 	
	 a.	 The	origins	of	the	Fed	
	 	 *1913	
	 	 *12	regional	banks	–	each	has	a	president	and	a	region	to	service,	ours	is…	
	 	 *Board	of	Governors	–	Overlapping	terms	
	 	 *The	FOMC	



	 b.	 The	powers	of	the	Fed	
	 	 *Reserve	requirement—blunt,	powerful,	rarely	used	
	 	 *Discount	rate	–	the	rate	at	which	the	Fed	lends	reserves	to	banks	
	 	 	 If	discount	rate	up,	banks	are	discouraged	to	borrow	reserves	from	the	Fed-	Ms	down	
	 	 	 If	discount	rate	down,	banks	are	encouraged	to	borrow	reserves	from	the	Fed	–	Ms	up	
	 	 *Open	market	operations	–	causes	increases	or	decreases	in	bank	reserves	
	 	 	 Open	market	purchase	(Fed	buys	US	Gov’t	securities)--bonds	out,	reserves	in	
	 	 	 Open	market	sales	(Fed	sells	US	Gov’t	securities)—reserves	in,	bonds	out	
	
	 c.	 The	FOMC!!!	
	 	 *Every	6	weeks	or	so	
	 	 *19	members,	12	votes	–	the	composition	
	 	 *The	world	waits…	
	


