Lecture 2:
Changes in MB

Monetary Policy

*MBand MS

*Balance Sheet of the Fed

*Three major monetary tools
*Open-market operations
*Reserveratio
eDiscount rate

*Reading: Chapter17, 18

The Money Supply Process

Monetary Money Money
Base X Multiplier Supply

Determined by Detarminad by

The Fed The Fed
The Banking System
The Nonbank Public

The Fed and the Monetary Base

¢ The Fed can control the M1 supply by changing MB.

* MB = C (currency in circulation) + R (reserves held
by banks).

Fed's Balance Sheet

» The Fed’s principal liabilities are C and R.

» The Fed’s principal assets are government
securities and discount loans.

» Changes in securities and discount loans
are the major cause of monetary base
changes.

Balance Sheet of the Fed
(a Simple Version)

ASSETS LIABILITIES
US government securities Currency in circulation
Discount loans to banks Reserves




The Federal Reserve’s Balance Sheet

The Federal Reserve's Balance Sheet ($ billions)

Assets - Liabilities
Securities [U.5. Treasury, government Currency cutstanding 655.2
agency. and bankers” acceplances]  ggoB | LS. Treasury deposits 106
Discount loans. 0.04 Foreign and other deposits 06
ttems in the process of Deferred avalability credit items 81
collecticn B2 Otther Federal Reserve liabilities
Cther Federal Reserve asels 0.0 a0 caphal accoumty 408
Gold and SDR certificate Deposits by depasitory imstitutions 39
accounts 132
Cain 1.0

MB and the Fed’'s Balance Sheet

MB=C+R = currency in circulation + reserves

= (fed notes in circulation + treasury coin in
circulation)

+ (deposits with the Fed by depository
institutions + vault cash)

< currency outstanding in the fed’s balance sheet = Fed notes
= fed notes in circulation + vault cash

. treasugl coin outstanding = treasury coin in circulation + coin held by
the Fel

. res%rves = deposits with the Fed by depository institutions + vault
cas

MB and the Fed's Balance Sheet

MB-= (currency outstanding -vault cash) + (treasury
coin outstanding - coin) +(deposits with the Fed
by depository institutions + vault cash)

= currency outstanding + (treasury currency
outstanding - coin) + deposits with the Fed by
depository institutions

= Fed notes + (treasury currency outstanding -
coin) + deposits with the Fed by depository
institutions

MB and the Fed’'s Balance Sheet

» The simple expression, B = C + R, can be
expanded to

B = Federal Reserve Notes
+ Reserve deposits by depository institutions
+ Treasury currency outstanding
— Coin held by the Fed .
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MB and the Fed’s Balance Sheet

* The above expression can be expanded to include all
sources of monetary base changes.

B = securities + discount loans + Federal Reserve float +
other Federal Reserve assets + gold and SDR
certificates + Treasury currency outstanding - U.S.
Treasury deposits - foreign and other deposits - other
Federal Reserve liabilities and capital accounts;

Federal Reserve float= (cash items in the process of
collection) — (deferred availability cash items
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Changing the Monetary Base

* The Fed changes MB by changing the levels of its
assets.

* In an open market purchase the Fed buys
government bonds and increases MB.

* In an open market sale the Fed sells government
bonds and decreases MB.

* The Fed can also change MB through changes in
discount loans.
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The Effect of Open Market Operations

Currency

Hold as currency in eireulation
opP:‘n Market incroases

Deposit checks in ~ Reserves

bariking system increase
Purchase
government e
securities
The Fed
Reserves
Hold as vault cash Incréase | Monetary
base
increases
Deposit in Fed Reserves
account incresss
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Open Market Purchase from a
Bank

Hooville National Bank

Assets Liabilities

Securities -$5B
Reserves +$5B

Our bank will have $5 billion less of securities but a $5 billion credit
with the Fed.
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Fed’'s Open Market Purchase from a Bank

The Fed

Assets Liabilities

Securities +$5B Reserves +$5B

If Fed buys $5 billion worth of securities from our bank, the Fed will
have $5 billion more securities and $5 billion more in reserves, the
seller’s credit for the securities. *

Open Market Purchase from a Non-bank

Joe Q. Public

Asets Liabilities

Securities -$5B
Checkable
Deposits +$5B

If Fed buys $5 billion worth of securities from Joe Q. Public, Mr.
Public will have $5 billion less of securities but a $5 billion credit with
his bank 1

Open Market Purchase from a Non-

bank
Hooville National Bank
Assets Liabilities
Reserves +$5B Checkable Deposits +$5B

The Fed will pay for the securities with a check. Let’s assume that
Joe Q. Public does not want $5B in cash. He will have to

deposit it in abank, which will have $5B more cash reserves

Fed’'s Open Market Purchase from

a non-bank
The Fed
Assets Liabilities
Securities +$5B Reserves +$5B
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What if Joe wants cash?

Joe

Assets Liabilities
Securities -$5B
Currency +$5B

The Fed

Assets Liabilities

Securities +$5B Currency in circulation +$5B
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Therefore ...

Effect on reserves depends on how the Fed must pay for the

securities

BUT effect on MB always the same:

— when Fed BUYS securities, MB increases by the amount of the
purchase

— when Fed SELLS securities, MB decreases by the amount of the sale
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Three Major Monetary Tools

» Open-market operations

» The required reserve ratio
— Affects the size of ER
— Changes the size of m

» The discount rate: the interest rate that the
Fed charges to commercial banks that
borrow from the Fed
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The Effect of Discount Loans

Discount Raservos
Loans increase
Sats Decide
discount to
rate borrow ‘
Monetary base

increases
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Easy Monetary Policy

» Occurs when the Fed increases MS by
1. Buying securities
2. Lowering the required reserve ratio
3. Reducing the discount rate
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Tight Monetary Policy

e Occurs when the Fed decreases MS by
1. Selling securities
2. Raising the required reserve ratio
3. Raising the discount rate

Open Market Operations give the Fed most
control of the three.
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