Aim:  How does the Federal Reserve impact the economy?

Topic:  Money Multiplier

Important banking vocabulary

Deposit - Amount of money put into a bank (M1 or M2)

Required Reserves - Amount the FED forces banks to keep as cash reserves on h and in their vaults.

Excess Reserves - Amount banks can lend out after their required reserves are kept aside.  

Federal Funds Rate - the rate in which banks lend money to each other (changes when the FED changes monetary policy -- affected by the change in interest rates).

Part 1:
Document #1:  The mechanisms by which the Federal Reserve affects banks and the money supply.  

The FED has 3 mechanisms to change the amount of money in bank reserves:  
1)  Required Reserve Ratio (RRR) – The Required Reserve Ratio is the percentage of required reserves the banks must keep in their vaults.  If the Federal Reserve changes the RRR, then banks are forced to either keep more money aside (in terms of vault cash at the bank or reserve accounts at the Federal Reserve Bank) or are allowed to keep less (and lend out more).  The left over reserves that banks are allowed to lend are called excess reserves.  The change in excess reserves increases or decreases the money supply because this money is now liquid and able to be circulated.   

2)  Discount Rate:   This is interest rate at which the FED lends money to banks.  This can either encourage or discourage banks to borrow money from the FED, which will increase or decrease the money supply since this will affect the banks’ willingness and ability to loan money (putting it in circulation).  

3)  Open Market Operations - This is the main tool the FED uses because it influences monetary policy the quickest.   The FED buys and sells government securities like bonds and treasury bills or notes to banks to increase or decrease their excess reserves.  If the FED wants to increase their excess reserves (and increase the money supply), they will buy bonds from the banks; giving the banks money in exchange for their securities.  If the Fed wants to decrease the excess reserves (and decrease the money supply), they will sell bonds to the banks, which will take money out of the banks.


***hint:  Buying Bonds = Bigger Bucks



    Selling Bonds = Smaller Bucks  
4)  Effect of all 3:  These mechanisms will affect the money supply, interest rates and money demanded.  

Also changes the Federal Funds Rate -- the rate that banks lend money to each other. 


*When monetary policy is expansionary - the money supply increases, decreasing interest rates (banks will be more willing to lend money; thus lowering their interest rates) and increasing the demand for money by the public, so banks will decrease their Federal Funds Rate to each other (therefore also increasing the demand for money and investment).  


*When monetary policy is contractionary, the money supply decreases, which increases the interest rate (since banks are less willing to loan money they will raise interest rates), decreasing the demand for money by the public, which also increases the Federal Funds rate (which further decreases money supply and demand for money and investment).  
	Tool
	Description
	To Increase Money Supply
	To Decrease Money Supply

	Change Reserve Requirement Ratio (RRR)
	Change the percentage of each deposit that banks must hold aside.  
	Lower the reserve requirement ratio.
	Raise the reserve requirement

	Change the Discount Rate
	Change the rate of interest the FED charges on bank borrowings
	Lower the discount rate
	Raise the discount rate

	Open Market Operation (most used)
	Buy or sell government securities in the secondary market.
	Buy government securities
	Sell government securities


1) Why does the Federal Reserve rely on Open Market Operations the most to influence the money supply?

2)  Why would the Federal Reserve rarely change the Required Reserve Ratio?

3)  How do expansionary actions by the Federal Reserve increase the money supply?  

4) How do contractionary actions by the Federal Reserve decrease the money supply?
5)  What is the Federal Funds Rate?  How is it increased?  Decreased?  
6)  Should the Federal Reserve use monetary policy to fix economic shocks?   
Part 2:  Banks balance sheet and the multiplier effect:  

Part 2a:  Balance Sheets
Just like everyone, banks must balance the amount of money they have and the amount of money they own.  A bank’s liabilities cannot exceed its assets.  
1) Assets:  anything owned by the bank or owed to the bank is an asset of the bank.  Cash on reserve is an asset and so are loans made to citizens.

2) Liability:  Anything owned by depositors or lenders to the bank is a liability.  Checking deposits or loans made to the bank are liabilities to the bank.
Task:  look at spread sheet worksheet and then answer the following questions:  

a)  Why is a loan an asset and a checking account a liability?

b) Why must a bank’s liabilities equal its assets?

c) How did the bank in this example balance its budget and increase its assets?  

d) With this example, how can deposits in a bank create a multiplier effect? 

Part 3a:  Money Multiplier:  


In the previous example, the initial $1,000 deposit actually created $2,710 in checking deposits.  The process could continue until there are no more excess reserves.  

· The Money Multiplier (also known as the deposit expansion multiplier) = 1/required reserve ratio. 

· The change in the money supply = money multiplier x change in (excess) bank reserves.  
So, if the required reserve ratio was 10%, the money multiplier would be 10.

Then,


If open market operations led to an increase in bank reserves by $50 million dollars, the actual change in the money supply would be $500 million dollars.  

1)  Explain in your own words the process of the money multiplier and its effects.
