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Our Money Supply

What does our money supply consist of? Gold? No! U.S. government bonds? No! Diamonds?
No! Money consists of just a few things: coins, paper money, demand (or checking) depos-
its, and checklike deposits (sometimes called NOW—or negotiable order of withdrawal—
accounts) held by the nonbank public. Coins (pennies, nickels, dimes, guarters, hatf-dollars,
silver dollars, and other dollar coins) and paper money {dollar bills, fives, tens, twenties,
fifties, and hundreds} together are considered cumency. (By the way, where did the dollar
come from? See the box on this topic.)

Five out of every 10 dollars in our money supply are demand deposits and other
checkable deposits. Virtually all the rest is currency. We have to be cureful, however, 1o
distinguish between checks and demand (or checking) deposits. Jackie Gleason used to
telt & story abour two guys who get into an argwment in a bar about who is more miserly
{or cheaper). Suddenly one of them pulls out a dollar bill and a book of matches, lights
the bill on fire, and lets it burn to a crisp. Not to be outdone, the other guy pulls ot a
five, lights it, and watches it burn to a crisp, So then the first guy does the same thing
with a $10 bill. Well, the other guy doesn’t want to look bad, so he reaches into his
pocket, pulls out his checkbook. writes out a check for $1.000, lights it. and watches it
burn to a crisp.

Checks are not money. Checking deposits are.

Incidentally, demand deposits are so named because they are payable “on demand”
When you write a check, yowr bank must honor it, provided, of course, that you have
enough money in your account to cover the check. Banks also insist that a certain num-
ber of business days go by before they will cash a specific check. It is usvally 5 days
for a local check and 7 to 10 days for an out-of-town check, Banks call this waiting
period the time it takes for a check to clear. But any money in your checKing account
that has been cleared is available to depositors on demand.

Our currency is legal tender for all debts, public and private. But don’t ke my word
for it. You ™l find those words written just to the left of George Washingion's portrait on
the one dollar bill, or to the Teft of Abraham Lincoln's on the five. So the government
says that your money must be accepted for payment of all debes. Does the povernment
say that abont checks and credit cards? No! (See the accompanying box.) Now what does
it say on the back of each dollar just below “THE UNITED STATES OF AMERICA™?
It says, "IN GOD WLE TRUST.” And as many people say: “In God we wust—all others
pay cash.”

What docs our mosey supply
consist of?

The U.S. dollar traces its roots back to the old Spanish- The answer is "Pieces of eight. Pieces of eight.” See

milled silver doHar. You didn’t think it was based on the
old British systenm, did you? You'd really have 10 be
crazy [o lry (0 copy a system that uses pence, shillings,
guineas, and pounds.

Are you any good & (rivia questions? In Robert
Louis Stevenson's Treasure Island, there was a parrot
who, as parrots will do, kept repeating the sie phrase
over and over. OK, what was the phrase? Yon have eight
secords to answer the question. What was the phrase
that the parrot, who, by the way, was acquainted with
Long John Silver. kept repeating? Did you guess?
Sorry—time’s up.

that? You learn something every day.

By the way, how much money is two biis? It's a
gquarter. And four bits? That's right—30 cents, Eight
bits? A dollar.

What was that parrot getting at with his “Pieces of
cight. Pleces of eight™? He was talking dollars, Spanish-
milled silver dollars. Those dollars were milled in such a
way, that eight pieces—or bits—coukd be tom (rom each
dollar, like perforated slices in a metal pie. That way.
if you had a dollar and wanted 1o spend just 25 cents,
you tore off two pieces or hits. To this day, some South
American couniries have coins worth 12 centavos.
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on the web

If you'd like to learn more aboul ot supply of curvency. the Federal Reserve Bank of
Atlanta has a very interesting website: www fibatlanta.org/publelin and click on “Dollars
and Cents brochure.”

How Do We Pay Our Bills?

There are many ways to pay for things—cash, check, credit card, debit card, prepaid or
stored-value cards, and electronic fund transfers. Checks had been most impotiant before the
new millennium, but we have been moving rapidly toward a velatively checkless economy.

Credit cards, and especially debit cards. increasingly are used 1o pay for goods and
services. And prepaid cards, which have long been issued by phone companies, have
replaced food stamps, and are even being issued by employers in place of paychecks.

More and more people are paying their bills with electronic fund transfers——
movements of funds directly from one bank accownd to another. Many people have
arrangements with the phone and electric companies to have their bills automaticaily
deducted from their bank accounts. Stmilarly, some employers deposit paychecks elec-
tronically., And every month. the Social Security Administration sends out tens of
millions of benefit payments electronically. As electronic payments beconte more
widespread, their share of total payments will conlinue o grow very rapidiy, possibly
passing 70 percend in 2010,

M1 and M2

Qur money supply includes currency, demand deposits, traveler's checks, and what the
Federal Reserve terms “other checkable deposits,” which include the NOW accounts and
“share draft accounts,” or checking accounts issued by credit unions,

According to the Federal Reserve there is over $750 biltion in cwrrency in the hands
of the public (see Figure 1). But the U.S. Treasury estimates that between two-thirds
and three-quarters of U.S. currency is held outside the United Staes. Foreigners. espe-
cially Russians, consider American dollars—particularly one hundred dollar bills—as a
much better medium of exchange and standavd of vadue than their own cwirencies. So

M = curreney, demand
deposits, traveler's checks, and
ather checkable deposits

The answer is no. Credit cards are I} cards that
enable you to buy a whole range of goods and services
withowt having to pay until the end of the month, Who
pays? The bank that issued yowr credit card pays the
merchant; then, & Tew weeks later. you repay the bask.

What the bank woukd really Hke vou o do is run
up a large balance and pay 18 or 20 percent interest on
that balance for years and years. That's the main reason
they will pive you a credit line of $5.000, $10,008. or
even more.

Credit cards are & convenient way to buy things and
account for nearly one-guarter of the dollar value ol all
purchases. They provide shori-term loans from the
financial institutions that issued the cards.

Bank of America issued the first bank credit cards
in 1958, but most people didn’t begin using them
regularly until the 1970s. Through the 1960s people
wsed cash and checks to pay lor nearly all purchases.

American houscholds, on average, pussess nearly eight
raajor bank cards—or 17, including store and gas cards.

Bunk credit cards like VISA, MasterCard, and
American Express hiave become extremely important in
our economy. Not only can you travel and make major
purchases without having o carry hundreds or thou-
sands of delars in cash, but you won't be able to rent
a car. stay in some hotels, or transact certain types of
business without such a card. Bul remember, they're
only pieces of plastic—not money.

Debit cards look like credit cards. They're not
money either. When you buy something, the sales clerk
asks you, "Credit or debit?” If you have a debit card,
the meney comes right out of your checking account.
Suppose you've got $1.000 in your checking account
and use your debit card to pay for a 5200 purchase.
Before you've lefi the cash register, your checking
account balance has already gone down to $800.
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Figure 1

ME and M2, Febnmy T 20087
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merey market musaal fuads beld by
individuals 1o M1, we gel M2
*Percentages may not add to 1000
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the hottom line is that our money supply, M1, may be as much as $500 billion lower
than the official figure shown in Figare |.

M1 is shown atong with M2 in Figure 1. As of February 2008, our money supply
totaled $1.358 billion. Newmdy everyone considers Mi our money supply. but we're also
going to consider a broader measare of money, M2,

By adding savings deposits, smeall-devonination time deposits, and money markel
amttnal fundy held by individuads 1o M1, we get M2 You know what savings deposils
are. Time deposits hold funds that must be feft in the bank for a specificd period of
time—a week, a month, three months, a year, five years, or even longer,

Remember the bank ads that warn, “There is a substantial penalty for early with-
drawal”? These warnings are another way of saying that under the conditions of a
tine deposit, you are legally required to Jeave your money in the bank for a specified
period of time. And so, unlike a demand deposit, time deposits are not payable until
a cerlain date.

Technically, the money held in time and savings deposits does not have to be paid
to the depositors “on demand.”” When you fill out a withdrawal slip 1o take money
out ol your savings sccount, you are completely confident that you will walk out of
the bank with your money. Legally. however, your bank can require up to 30 days’
written nolice before giving you these funds. In praciice, of course, no bank ever does
this, Although nearly every bank in the couutry is insured by the Federal Deposit
Tnsurance Corporation, it is quite possible that, if a 30-day waiting period were
enforced. many nervous depositors would rush into their bauks 10 get their money
while they could. Money market mutaal funds are issued by stockbrokers and other
institutions, usually pay slightly higher interest vates than banks, and offer check-writing
privileges.

Untii 2006 the Federal Reserve also compiled and published figures {or a sull
larger monetary aggregate, M3, M3 = M2 + large-denomination time deposis {of
5100,000 and more) + money market mutual funds hetd by instituiions. But the
Federal Reserve Board concluded M2 played a much more importamt role in nonetary
policy process than M3, so it stopped collecting the underlying data and publishing
M3 figures.
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Figure 2

Annad Percentage Change

i the Money Supply, ME,
19602007
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anml growih of M1 from less than
{ percent 1o just over 9 pereent. But
since then there have been extremely
sharp flectuations. rmging from an
annnal increase of 17 percent o a
decrease of aboul 4 peecent.
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A strong case can be made te designale M2 as our basic money supply rather than
MI. First, it is the monetary meastre most closely watched by the Federal Reserve, the
agency thal controfs the growth of our money supply. Second, with the enormous growth
of money market deposit accounts, time deposits, and money market mutual funds, which
people can quickly convert into cash, attention has shifted to M2, But I'm enough of a
traditionalist to keep calling M1 our basic money supply—at least until the next edition
of this text.

Our Growing Money Supply

Our money supply grows from year to year as {he amount of currency in circulation goes up
and as our checking deposits and checklike deposits go up as well. How fast does the money
supply grow? Figure 2 shows monetary growth from the 1960s through 2007.

Monetary growth has not been smooth. You'll notice huge jumps. for example. in the
mid-1980s and carly 1990s. The Federal Reserve controls the rate of monetary growth.
How? Read all about it in the next chapter.

The Demand for Money

How much of your assets do you hold in the form of money? A typical middle-class

family might own a home. two cars, several thousand dollars” worth of corporate stock,

and perhaps one or two U.S. Treasury bonds. Of course, none of that is money. But the

same Family roay also have a couple of bank accounts and S800 in cash. Let's consider

the reasons why people hold some of their assets in the form of money.

Economists recognize that people hold money for a variety of pwrposes. John  Why do people hold wmoney?

Maynard Keynes noted that people had three reasons for holding money: te make trans-

actions, for precautionary reasons, and to speculate, After we discuss the Keynesian

motives for holding money, we shall look at the tnfluences that shape the demand for

holding woney.

The Keynesian Motives for Holding Moncy Instead of holding their assets in
other forms—stocks. bonds, real estate, commodities—everyone opts (o hold at leust
some of their assets in the form of currency or dewand deposits. John Maynard Keynes
observed that people hold money not just 1o buy things, but also lor precautionary and
speculative reasons. But the ransactions motive is. by far, the most important motive for
holding money.
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“Framaciions motive Individuals have day-to-day purchases for which they pay in cash or by check. You
take care of your rem or mortgage payment, car paywent, monthly bills, and major
purchases by check. Cash is sometimes needed for groceries, gasoline, restaurant meals,
the movies, and nearly every other small purchase. Businesses, too, need to keep sub-
standial checking accounts to pay their bills and to meet their payrolls. Individuals and
businesses, then, boith need to hold a certain amount of money for regular expenses.
Keynes called this ihic transactions motive for holding money.

Prreciutivnary motive Next we have the precautionary motive. People will keep money on hand, sometimes
called a rainy-day fund, just in case some unforescen emergency arises. They do not
actually expect to spend this money, but they want to be ready if the need wrises.

Spreulative motive Finally, there is the speculative motive for holding money. When interest rates are
very low-—as they were during the Great Depression when Keynes was writing—you
don’t stand (o lose much by holding your assets in the form of money. Alternatively, by
tying up your assets in the form of bonds, you actually stand to lose money should inter-
est rates rise, becanse you'd be locked into very low rates. ln effect, the speculative
demand for money is based on the belief that better opportunities for investment will
come along and that, In particular, interest rates will rise.

These three Keynesian motives, especially the transactions motive, explain why
people want to hold some of their assets in the form of cash. But how mueh? That
depends on the four influences on the demand for money.

Four Influences on the Demand for Money The amount of money we hold is
influcnced by four factors: (1) inflation {2) income, {3) intevest rates, and (4} credit avail-
ability. Changes in these factors change how much moncy we hold.

(1) Inflation During periods of inflation, as prices rise, we need to hold an increasing
amount of money to mecet our day-to-day needs. When the price of a hot dog rose from
a nickel to a dime during the fate 19405, hot dog lovers needed to carry twice as much
money to satisfy their craving. Fifty years ago a family of four could eat out and po (o
the movies for abowt $10; doing that today might cost six times as much. So they would
need to have six times as much money.

Money is the poor people’s (2) Incame  Pour people seldom cary around much money. Cheek it out. The more you
credit card. mike, the more you spend, and the more you spend, the more money you aeed to hold as
—Marshall McLuhan cash or in your checking account. Even if vou use.a eredit card, you stil have to pay your

bill at the end of the month. As income rises, so does the demand for money balances,

(3} The Interest Rate - So far we’ve had two positive relationships: the quantity of money
demanded rises with the fevel of prices and income. Are you ready for a negative relation-
ship? All right, ther. The quuntity of money demanded pocs down as interest rates rise.

Until recently people did not receive interest for holding money. Cash that you keep
in your wallet or under your mattress still pays no interest, and until the late 1970s
neither did checking deposits. Even today nearly all checking deposits pay less than
2 percent interest, and some don’t pay any interest whatsocver, Alternatives to holding
your asscis in the form of woney are to hold them in the form of bords, money market
funds, time deposits, and other interest-bewing scouritics. As interest rates rise, these
assets become more attractive than money balances. Thus., there s a negative relationship
between inferest rates and money balances,

Do you remember the concept of opportunity cost, which was introduced in Chap-
ter 27 What is the opportunity cost of holding money? Is the interest that you forgo.

{4) Credit Availability  1f you can get credit, you don’t need to hold so much money.
Forty ycars ago most Antericans paid cash for their smaller purchases and used checks
for big-ticket items. The only form of consumer credit readily available was from
retail merchants and manufacturers. The Iast fowr decades have seen a veritable explo-
sion in consumer credit in the form of credit cards and bank loans. Over this period
increasing credit availability has been exerting a downward pressure on the demand
for money.




