
Development of this review sheet was made possible by funding from the US Department of Education through 
South Dakota’s EveryTeacher Teacher Quality Enhancement grant. 

 

South Dakota State University 
Econ 302: Intermediate Macroeconomics 

 

Macroeconomics II: Money and Banking 
 

Kinds and functions of money

Money is as anything that is generally accepted in payment for goods or services or in the repayment of debts. 
Essentially, there are two kinds of money: commodity money and fiat money. Commodity money is comprised of 
precious metals or another valuable commodity. Put differently, commodity money has a value in use, or intrinsic 
value (as a commodity), as well as a value in exchange. From ancient times to until several hundred years ago, 
commodity money functioned as the medium of exchange in all but the most primitive societies. Since then, 
currency has evolved into fiat money - paper currency decreed by governments as legal tender but not convertible into 
coins or precious metal. Contemporary forms of fiat money are checks and e-money s - debit cards, stored-value 
cards, smart cards and e-cash. Money serves three functions: money is a medium of exchange, a unit of account 
and a store of value. 

Measures of money supply

The Federal Reserve identifies the following measures of money, or monetary aggregates. M1 is the sum of 
currency held outside the vaults of depository institutions, Federal Reserve Banks, and the U.S. Treasury; travelers 
checks; and demand and other checkable deposits issued by financial institutions (except demand deposits due to the 
Treasury and depository institutions), minus cash items in process of collection and Federal Reserve float. 

M2 is M1 plus savings deposits (including money market deposit accounts) and small-denomination (under 
$100,000) time deposits issued by financial institutions; and shares in retail money market mutual funds (funds with 
initial investments under $50,000), net of retirement accounts. 

MZM (money, zero maturity) is M2 minus small-denomination time deposits, plus institutional money market 
mutual funds (that is, those included in M3 but excluded from M2). 

M3 is M2 plus large-denomination ($100,000 or more) time deposits; repurchase agreements issued by depository 
institutions; Eurodollar deposits, specifically, dollar-denominated deposits due to nonbank U.S. addresses held at 
foreign offices of U.S. banks worldwide and all banking offices in Canada and the United Kingdom; and 
institutional money market mutual funds (funds with initial investments of $50,000 or more). 

History of banking

Commercial banking in the U.S. began when the Bank of North America was chartered in Philadelphia in 1782. A 
major controversy involving the industry in its early years was whether the federal government or the states should 
charter banks. Efforts led by advocates of greater centralized control of banking, and so the federal chartering of 
banks, led to the creation in 1791 of the Bank of the U.S., which had elements of both a private and a central bank -a 
quasi-public government institution that effectively controls the quantity of money and hence credit in the economy. 
Efforts led by advocates of less centralized control of banking, and so state chartering of banks, led to the elimination 
in 1811 of the Bank of the U.S. Because of ostensible abuses by state banks and the need for a funding agency to 
help the federal government raise funds during the War of 1812, Congress created in 1816 the Second Bank of the 
U.S. President Andrew Jackson vetoed the re-chartering of the Second Bank; and its charter lapsed in 1836. 
Consequently, until 1863, all commercial banks in the U.S. were chartered by the banking commission of the state 
in which each operated. To eliminate the supposed abuses of state-chartered banks, the National Bank Act of 1863 
created a new banking system of federally chartered banks, which the newly created Office of the Comptroller of the 
Currency supervised. Today, the U.S. has a dual banking system: state- and national-chartered banks coexist; the 
Comptroller remains the dominant regulator of nation banks. Central banking did not appear in the U.S. until the 
Federal Reserve System was created in 1913. 
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Fractional reserve banking, money creation process by banks

A bank is required to keep only a fraction of its deposits on reserve. It can lend out the remainder, or excess 
reserves. Because each bank can lend out its excess reserves, the banking system creates deposits, and hence money. 
In the simple model of money creation, currency holdings by the nonbank public and excess reserves are 

kept at zero; deposits are the only form of money. In this case, the deposit multiplier is 1, where RRD is 
RR D 

t h e  r e q u i r e d  r e s e r v e  t o  d e p o s i t  r a t i o .  T h e r e f o r e ,  A  D e p o s i t s  = 1 x  A  R e s e r v e s .  
Reserve Requirement Ratio 

In the relatively more elaborate model of M1 money creation, currency holdings by the nonbank public and excess 

reserves may both be nonzero. In this case, the deposit multiplier is ------------------------------- , where [C/D] is the 
[C/D]+ [RR/D] + [ER/D] 

currency to deposit ratio and [ER/D] is the excess reserve to deposit ratio. Therefore, 

AMI =---------------- +  1 x  A  M o n e t a r y  B a s e .  
[C/D] + [RR/D] + [ER/D] 

The Federal Reserve System, structure, function, ownership and control

The Federal Reserve System is comprised of twelve Federal Reserve banks, a Board of Governors, a Federal Open 
Market Committee, a Federal Advisory Council, and about 4,800 member commercial banks. 

Each Federal Reserve bank is a quasi-public institution owned by the private commercial banks in the district that 
are members of the Federal Reserve System. All national banks are required to be members of the Federal Reserve 
System. Commercial banks chartered by the states are not required to be members, but they can choose to join. 

The basic functions of each Federal Reserve bank are to clear checks, issue new currency, withdraw damaged 
currency from circulation, administer and make discount loans to banks in their districts, evaluate proposed mergers 
and applications for banks to expand their activities, act as liaisons between the business community and the Federal 
Reserve System, examine bank holding companies and state-chartered member banks, collect data on local business 
conditions, research topics related to the conduct of monetary policy. 

The Board of Governors of the Federal Reserve System is headquartered in Washington D.C. and consists of seven 
members, who are appointed by the president of the U.S. and confirmed by the U.S. Senate. Governors serve one 
nonrenewable 14-year term, with one governor's term expiring every other January. The chairman of the BOG is 
chosen by the president of the U. S. from among the seven governors and serves renewable four-year terms (within 
the fourteen year timeframe). The Board sets reserve requirements within limits set by legislation and effectively 
controls the discount rate by the so-called review and determination process, whereby it approves or disapproves the 
discount rates established - or, perhaps more accurately, proposed - by the Federal Reserve banks. The Board also 
sets margin requirements for stock purchases and (short) sales. 

The Federal Open Market Committee (FOMC) usually meets eight times a year and makes decisions regarding the 
conduct of open market operations, which influence the monetary base. The committee consists of the seven 
members of the Board, the president of the Federal Reserve Bank of New York, and the presidents of four other 
Federal Reserve banks. The chairman of the Board also presides as chairman of the FOMC. The FOMC purchases 
and sells securities through its agent: the trading desk at the Federal Reserve Bank of New York, where the manager 
for domestic open market operations and her/his staff execute the purchases and sales of government or government 
agency securities. 


