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The sixteenth edition of Introduction to Finance: Markets,
Investments, and Financial Management builds upon the suc-
cesses of its earlier editions while maintaining fresh and up-
to-date coverage of the field of finance. This edition introduces
several new electronic features to assist with student access to
the textbook and with learning.

Our text is designed to present a more-balanced first
course in finance, one that offers students perspectives on finan-
cial markets, investing, and financial management. We use a
successful pedagogy that reviews, first, markets and institu-
tions; then, the world of investments; and finally, the concepts
and applications of business financial management.

Unlike other textbooks with a singular “corporate finance”
focus, our text offers a balanced first course in finance. Eighteen
chapters cover the three major financial areas involving the
financial system, investments, and business finance. For the stu-
dent who does not plan to take additional courses in finance,
this book provides a valuable overview of the discipline’s
major concepts. For the student who wants to take additional
courses in finance, the overview presented provides a solid
foundation upon which future courses can build.

Introduction to Finance is meant to be used in a course
whose purpose is to survey the foundations of the finance dis-
cipline. As such, it is designed to meet the needs of students in
various programs. Specifically, Introduction to Finance can be
used in any of the following four ways:

1. As the first course in finance at a college or university where
the department wants to expose students to a broad founda-
tional survey of the discipline.

2. Asthe first and only course in finance for nonfinance business
students.

3. As an appropriate text to use at a school that seeks to provide
liberal arts majors with a business minor or business concen-
tration. The writing level is appropriate to provide students
with a good foundation in the basics of our discipline.

4. As a “lower division” service course whose goal is to
attract freshmen and sophomores to business and to attract
them to become finance majors.

The philosophy behind the book is threefold. First, we
believe that a basic understanding of the complex world of
finance should begin with a survey course that covers an
introduction to financial markets, investments, and financial
management or business finance. Students can gain an integ-
rated perspective of the interrelationships among these three
areas. They will appreciate how businesses and individuals
are affected by markets and institutions, as well as of how
markets and institutions can be used to meet the goals of
individuals or firms. Given the events in the financial markets
and the economy in 2007-2009 and the financial implications
of the United Kingdom’s 2016 decision to withdraw from
the European Union (known as “Brexit”), this integrated
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perspective adds value to student learning and an understand-
ing of the field.

Second, we wrote the book as an introductory survey of
finance with a readable and user-friendly focus in mind. We
seek to convey basic knowledge, concepts, and terms that will
serve the nonfinance major into the future and that will form
a foundation upon which the finance major can build. Some
finer points, discussions of theory, and complicated topics are
reserved for “Learning Extensions” in selected chapters. We
aim to make students using our text financially literate and
cognizant of the richness of finance. The book provides a good
foundation for students to build upon in later courses in finan-
cial management, investments, or financial markets.

Third, we focus on the practice of finance in the settings of
markets, investments, and financial management. We focus on the
descriptive in each of these fields. We don’t want students to be
unable to see the forest of finance because the trees of quantitative
methods obscure their view or scare them away. When we do in-
troduce equations and mathematical concepts that are applicable
to finance, we will show step-by-step solutions.

By learning about markets (including gaining knowledge
about institutions), investments, and management as the three
major strands of finance, students will finish their course with
a greater understanding of how these three fields interrelate.
Financial markets will be seen as the arena to which businesses
and financial institutions go to raise funds, and as the mechan-
ism through which individuals can invest their savings to meet
their future goals. The topic of investments is important in
facilitating the savings—investment process. Understanding the
trade-off of risk and return, as well as the valuation of bonds
and stocks, is essential to investors and businesses raising
financial capital. Understanding how securities markets work
is equally important. Financial management uses information
it obtains from securities and other financial markets to effi-
ciently and profitably manage assets and to raise needed funds
in a cost-efficient manner.

A broad exposure to the discipline of finance will meet
the needs of nonmajors who should know the basics of finance
so they can read the The Wall Street Journal, visit business-
related Internet sites, and analyze other business information
sources intelligently. It will help the nonfinance major work
as a member of a cross-functional work team, a team that will
include finance professionals. In addition, this overview of fin-
ance will start the finance major off on the right foot. Rather
than receiving a compartmentalized idea of finance—often
viewed through the corporate finance lens that many texts
use—the finance major will receive a practical introduction to
the different disciplines of finance, and will better appreciate
the relationships among them.

Part 1 of the book contains six chapters on the financial
system, with primary emphasis on financial markets and the
tools and skills necessary to better understand how such markets
work. We begin with an overview of the three main subfields
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of finance, identify the “six principles of finance,” and discuss
career opportunities. The principles of finance are the following:

. Money has a time value.

. Higher returns are expected for taking on more risk.

. Diversifying one’s investments can reduce risk.

. Financial markets are efficient in pricing securities.

. The objectives of managers and stockholders may differ.
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. Reputation matters.

We discuss finance and the role and functions of the finan-
cial system to a nation’s economy. The role of banks, other fin-
ancial intermediaries, and the Federal Reserve are reviewed, as
are their functions in the financial system. Part 1 introduces the
international role of finance and how modern economies are
affected by exchange rates, trade, and the flow of global funds.

Following this introduction to the financial system, Part 2
focuses on investments. We review the role of savings in an
economy and the ways in which funds flow to and from dif-
ferent sectors. Interest rates are introduced, and the discussion
centers on making the student aware of the different influences
on interest rate levels and why the rates change over time. Be-
cause interest rates measure the cost of moving money across
time, this section reviews basic time-value-of-money concepts
with many worked-out examples, including the keystrokes that
students can use when working with financial calculators.

Next, after reviewing the characteristics of bonds and
stocks, students will learn to apply time-value-of-money con-
cepts to find the prices of these securities. Continuing our
overview of investments, we discuss investment banking basics
and the operations of securities markets, as well as the funda-
mentals of investment risks and returns, to conclude Part 2.
Advanced classes may want to review the financial deriv-
atives basics, which are explained in a Learning Extension of
Chapter 11°s discussion of securities and markets.

The raising of funds by businesses in the institutional and
market environments is covered in Parts 1 and 2. Next, in Part 3,
the final six chapters of the text introduce students to financial
management. The discussion begins with the different ways in
which to organize a business, and the financial implications of
each organizational form. We introduce accounting concepts,
such as the balance sheet, income statement, and statement of
cash flows, with simple examples. We discuss financial ratios,
which assist in the process of analyzing a firm’s strengths and
weaknesses. We review their use as a means of helping man-
agers plan ahead for future asset and financing needs. Strategies
for managing a firm’s current assets and current liabilities are
examined, as are the funding sources firms use to tap the finan-
cial markets for short-term financing. Finally, we introduce stu-
dents to capital budgeting basics and capital structure concepts.

New and Improved

Many new pedagogical features are included in the textbook,
including the following:

e An e-book format for electronic and “cloud” access to the
textbook and related learning material. A black-and-white,

binder-ready version is available as well for those preferring
a paper copy.

e Coordinated chapter learning objectives, chapter summar-
ies, and end-of-chapter review questions. Each chapter
learning objective is numbered; the expanded chapter sum-
maries review each individual learning objective and each
review question is keyed to a specific learning objective
number.

e Every chapter contains 3 or 4 Discussion Questions that
can be used in class, assigned to students, or used by the
instructor on learning management systems such as Black-
board, Moodle, Sakai, and others to form the basis of graded
or ungraded class participation and critical thinking.

e The e-book version presents, at the end of each section
(corresponding to each learning objective) several multiple
choice questions for students to use as a review of chapter
concepts.

e Some of the tables, charts, and graphics include interactive
features that allow students to sort, categorize, or focus on a
single graph feature at a time as it changes values over time.
Other downloadable spreadsheets allow students to practice
some of the chapter’s calculations.

e Excel templates have been updated and revised to reflect the
book’s content.

e Existing test bank items were re-examined and new ques-
tions added to reflect the many content changes and to better
test student knowledge.

The content of Introduction to Finance has been updated
to incorporate many of the economic and financial events of the
past few years. The financial crisis of 2007-2008, the subsequent
recession and recovery—along with the behavior of the Federal
Reserve and securities markets—provide a means to highlight
causes, effects, and the integration of finance into our everyday
lives, as well as the implications for markets, investments, and
business finance. A financial crisis colored label, denoting a
“Focus Point,” is placed next to relevant text material.

We continue with our innovation found in previous edi-
tions, featuring a real firm (Walgreens, the retail drugstore
chain) in many of the chapters on investments and financial
management as a means of presenting and analyzing data.

In addition to these broad improvements, all chapters have
been updated and revised to reflect recent events and data.
Specific notable changes in this sixteenth edition include the
following:

Chapter 1, The Financial Environment, provides an over-
view of the financial system and environment including eco-
nomic and financial developments during the 2007-2008 fin-
ancial crisis and the 2008-2009 Great Recession. The chapter
has been reorganized with “careers in finance” being presented
near the end of the chapter after students have been introduced
to basic finance terms and concepts.

Chapter 2, Money and the Monetary System, discusses
the process of moving savings into investments and provides
an overview of the monetary system. While physical money



(coin and paper currency) in the United States continues to be
our focus, we recognize possible growth in the use of digital
currencies including bitcoin. The relationship between money
supply and economic activity is discussed in light of continued
easy monetary policies.

Chapter 3, Banks and Other Financial Institutions, covers
the types and roles of financial institutions. During the 200709
period, falling housing prices, mortgage loan defaults, and
declining values on mortgage-backed securities that resulted
in many financial institutions not having adequate equity cap-
ital to continue to operate, and, thus, needing to merge or be
“bailed out.” The ability of banks to maintain sound balance
sheets, including adequate capital ratios, continues to be of
concern to regulators, politicians, and others.

Chapter 4, Federal Reserve System, describes the current
structure and operations of the Federal Reserve (the Fed).
The Fed’s response to the recent financial crisis and economic
downturn as well as its efforts to stimulate economic growth
through quantitative easing and other means is covered. The
Fed used quantitative easing, among other things, to stimulate
economic growth and is finding it difficult to move towards
more-traditional interest rate levels. Janet Yellen, the current
chair of the Fed’s board of governors, is faced with the difficult
task of simultaneously maintaining economic growth raising
interest rates that are near zero.

Chapter 5, Policy Makers and the Money Supply, describes
how the four policy maker groups (Federal Reserve System,
the president, Congress, and the U.S. Treasury) are respons-
ible for carrying out the national economic policy objectives
of economic growth, high employment, and price stability. We
cover the U.S. government’s response to the perfect financial
storm involving the financial crisis and the subsequent Great
Recession. New material on the current size of the national
debt and the efforts of the U.S. Treasury to manage the national
debt are presented.

Chapter 6, International Finance and Trade, covers the
evolution of the international monetary system and efforts
by European countries to achieve unification, although the
recent decision by the United Kingdom to withdraw from
the European Union has caused concern about the future
economic and financial viability of the European Union.
Material on currency exchange rates and the factors that af-
fect currency exchange rates have been substantially rewrit-
ten. We discuss the use of hedging, forward contracts, and
forward rates in the section that covers managing currency
exchange risk. We also have added a Learning Extension
that discusses the use of forward contracts in international
business transactions.

Chapter 7, Savings and Investment Process, discusses the re-
lationship between gross domestic product and capital forma-
tion, and covers the major sources of income and outlays in-
volved in the annual federal budget. Recent data on personal
and corporate savings are presented and discussed. The role
played by individuals in the 2007-09 financial crisis and the
Great Recession is also covered.
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Chapter 8, Interest Rates, discusses the supply and demand
for loanable funds and the components of market interest rates.
This chapter was substantially rewritten and uses current in-
terest rates when examining interest rates. The relationship
between interest rates and the maturity of comparable-quality
debt remains at historically low levels and is due, in part, to
the Fed’s easy monetary policy. Recent default risk premium
levels are also presented and discussed.

Chapter 9, Time Value of Money, conveys the importance
of compounding (earning interest on interest) in building
wealth over time. We continue to present examples of how
to perform time value calculations using formulas, interest
factor tables, step-by-step financial calculator keystrokes, and
Excel spreadsheets. While historically low interest rates make
it attractive to finance the purchase of homes and other dur-
able goods, low rates also make it difficult for individuals to
build wealth over time.

Chapter 10, Bond and Stocks: Characteristics and Valu-
ations, has its bond valuation section rewritten to use the
“annual percentage rate” (APR) approach as opposed to the
“effective interest rate” (EAR) approach. The chapter contains
updated data and improved discussions of bonds and stocks.
We have revised the discussion of the risks facing investors in
the low interest rate environment sustained by the Fed since
the Great Recession. Spreadsheet examples show how to apply
time value concepts to calculate bond prices and stock prices.

Chapter 11, Securities and Markets, incorporates changes in
securities trading, including high-frequency trading and events
such as the New York Stock Exchange and Intercontinental
Exchange (NYSE-ICE) merger, as well as an overview of the
Facebook initial public offering (IPO) and some of its issues.
This chapter’s Learning Extension on futures and options has
been revised to reflect reviewer suggestions.

Chapter 12, Financial Returns and Risk Concepts, is one of
the more mathematical chapters; it shows how to do calcula-
tions with step-by-step calculator keystrokes and spreadsheet
functions. Its content is updated, especially evidence regarding
the difficulty in “beating the market” by active investors.

Chapter 13, Business Organization and Financial Data,
features data from Walgreens’ financial statements, with high-
lights about the merger with Boots Alliance. We maintain that
a firm’s goal is to maximize shareholder wealth, and we dis-
cuss “sustainability” in light of this goal.

Chapter 14, Financial Analysis and Long-Term Financial
Planning, uses updated data from Walgreens and the retail
drugstore industry in a practical example of financial ratio
analysis using industry averages. We focus on changes in
Walgreens’ financial ratios following its merger with Boots
Alliance to form Walgreens Boots Alliance.

Chapter 15, Managing Working Capital, expands the dis-
cussion of managing cash in a difficult business environment
with low interest rates. We discuss a new reason why firms
hold large amounts of cash, with the tax cost of repatriating the
funds back to the home country.



vi PREFACE

Chapter 16, Short-Term Business Financing, contains in-
formation on real firms’ working capital financing strategies
and on the implications of the financial crisis on a firm’s abil-
ity to obtain short-term financing, including the role of “sup-
ply chain financing” by some banks and suppliers. We include
a section on the American Energy and Infrastructure Jobs Act
of 2012 (JOBS Act of 2012), a tool to help small firms obtain
financing, including the use of “crowdfunding.”

Chapter 17, Capital Budgeting Analysis, relates the cash
flow estimation process for a project to the firm’s statement
of cash flows found in Chapter 13 and reviews standard cap-
ital budgeting analysis tools, such as net present value (NPV),
internal rate of return (IRR), profitability index (PI), and mod-
ified internal rate of return (MIRR).

Chapter 18, Capital Structure and the Cost of Capital,
contains updated discussions of trends in the use of debt by
corporations and the use of debt financing in the low interest
rate environment that has existed since the Great Recession.
We include information of how managers compute capital
costs from the Cost of Capital Survey issued by the Associ-
ation of Finance Professionals.

Learning and Teaching Aids

The sixteenth edition of Introduction to Finance offers the fol-
lowing aids for students and instructors:

Chapter Openers: Each chapter begins with the following:

e Chapter Learning Objectives, which students can use to re-
view the chapter’s main points and which instructors can
use as a basis for in-class lecture or discussion;

e Where We Have Been statements that remind students of
what was covered in the previous chapters;

e Where We Are Going, which are previews of chapters to
come;

e How This Chapter Applies To Me that explain how the con-
tent of the chapter, no matter how technical or business spe-
cific, has applications to the individual student.

Applying Finance To: These boxes show how the topic
of each chapter relates to the finance fields of institutions and
markets, investments, and financial management.

Learning Activities: We direct the student to relevant
websites at different points in each chapter.

Margin Definitions: Margin definitions of key terms are
provided to assist students in learning the language of finance.

Focus Icons: Icons are placed by relevant text to indicate
discussions of finance principles, implications of the recent
financial crisis, financial or business ethical issues, and global
or international discussions.

Spreadsheet Illustrations: We show how to use spread-
sheets to solve problems, and to teach students about the power
of spreadsheet functions and analysis.

Boxed Features: Throughout the book, boxes are used to
focus on current topics or applications of interest. They are
designed to illustrate concepts and practices in the dynamic
field of finance.

e Small Business Practice boxes highlight aspects of the
chapter topics relating directly to small businesses and
entrepreneurship.

e Career Opportunities in Finance boxes provide information
about various careers in finance and appear in many chapters.

e Personal Financial Planning boxes provide insight into how the
chapter’s content can be applied to an individual’s finances.

Learning Extensions: Chapter appendixes, called Learn-
ing Extensions, are included in many chapters. Learning
Extensions provide additional in-depth coverage of topics
related to their respective chapters, and many challenge stu-
dents to use their mathematical skills.

End-of-Chapter Materials:
following:

Each chapter provides the

e Review Questions, keyed to specific chapter learning ob-
jectives that review chapter material

e Exercises for students to solve and exercise their mathem-
atical skills

e Problems that are more difficult and that should be solved
by using spreadsheets. Downloadable templates are availa-
ble for each problem.

Companion Website: The text’'s website at www.wiley.
com/college/melicher contains a myriad of resources and links
to aid learning and teaching.

Instructor’s Manual and Test Bank: The Instructor’s
Manual is available to adopters of this text. It features detailed
chapter outlines, lecture tips, and answers to end-of-chapter
review questions and problems.

Computerized Test Bank: There is a test bank for the
text. A Test-Generating Program that allows instructors to cus-
tomize their exams also is provided.

Powerpoint Presentations: Created by the authors, a
PowerPoint presentation is provided for each chapter of the
text. Slides include outline notes on the chapter, additional
presentation topics, and figures and tables from the text.

Spreadsheet Templates: Excel-compatible templates,
developed by Robert Ritchey of Texas Tech University, are
available on the text website. Students can use the financial
analysis tools worksheets and templates to help apply what
they’ve learned in the text and solve some of the end-of-chapter
problems and challenge problems.
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PART 1

INSTITUTIONS AND MARKETS

Introduction

Ask someone what he or she thinks “finance” is about. You’ll probably get a variety of
responses: “It deals with money.” “It is what my bank does.” “The New York Stock Exchange
has something to do with it.” “It’s how businesses and people get the money they need—you
know, borrowing and stuff like that.” And they’ll all be correct!

Finance is a broad field. It involves national and international systems of banking and the
financing of business. It also deals with the process you go through to get a car loan and what
a business does when planning for its future needs.

It is important to understand that while the U.S. financial system is quite complex, it gen-
erally operates very efficiently. However, on occasion, imbalances can result in economic, real
estate, and stock market “bubbles” that, when they burst, cause havoc on the workings of the
financial system. The decade of the 2000s began with the bursting of the “tech” or technology
bubble and the “dot.com” bubble. Then, in mid-2006, the real estate bubble, in the form of
excessive housing prices, burst. This was followed by peaking stock prices in 2007 that were,
in turn, followed by a steep decline that continued into early 2009. Economic activity began
slowing in 2007 and deteriorated into an economic recession beginning in mid-2008, which was
accompanied by double-digit unemployment rates. The result was the 200709 “perfect finan-
cial storm” that produced the most distress on the U.S. financial system since the Great Depres-
sion years of the 1930s. Of course, new economic and financial concerns will continue to occur.

Within the general field of finance, there are three areas of study—financial institutions
and markets, investments, and financial management. Financial institutions collect funds from
savers and lend them to, or invest them in, businesses or people that need cash. Examples
of financial institutions are commercial banks, investment banks, insurance companies, and
mutual funds. Financial institutions operate as part of the financial system. The financial sys-
tem is the environment of finance. It includes the laws and regulations that affect financial
transactions. The financial system encompasses the Federal Reserve System, which controls
the supply of money in the U.S. economy. It also consists of the mechanisms that have been
constructed to facilitate the flow of money and financial securities among countries. Financial
markets represent ways for bringing those who have money to invest together with those who
need funds. Financial markets, which include markets for mortgages, securities, and curren-
cies, are necessary for a financial system to operate efficiently. Part 1 of this book examines the
financial system, and the role of financial institutions and financial markets in it.

Securities markets play an important role in helping businesses and governments raise
new funds. Securities markets also facilitate the transfer of securities between investors. A
securities market can be a central location for the trading of financial claims, such as the New
York Stock Exchange. It may also take the form of a communications network, as with the
over-the-counter market, which is another means by which stocks and bonds can be traded.
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INSTITUTIONS
AND MARKETS

FINANCIAL
MANAGEMENT

When people invest funds, lend or borrow money, or buy or sell shares of a company’s stock,
they are participating in the financial markets. Part 2 of this book examines the role of secur-
ities markets and the process of investing in bonds and stocks.

The third area of the field of finance is financial management. Financial management
studies how a business should manage its assets, liabilities, and equity to produce a good or
service. Whether or not a firm offers a new product or expands production, or how to invest
excess cash, are examples of decisions that financial managers are involved with. Financial
managers are constantly working with financial institutions and watching financial market
trends as they make investment and financing decisions. Part 3 discusses how financial con-
cepts can help managers better manage their firms.

The three areas of finance interact with, and overlap, one another. Financial institutions
operate in the environment of the financial markets, and work to meet the financial needs of
individuals and businesses. Financial managers do analyses and make decisions based on
information they obtain from the financial markets. They also work with financial institutions
when they need to raise funds and when they have excess funds to invest. Participants invest-
ing in the financial markets use information from financial institutions and firms to evaluate
different investments in securities such as stocks, bonds, and certificates of deposit. A person
working in one field must be knowledgeable about all three. Thus, this book is designed to
provide you with a survey of all three areas of finance.

Part 1, Institutions and Markets, presents an overview of the financial system and its important
components: policy makers, monetary system, financial institutions, and financial markets. Finan-
cial institutions operate within the financial system to facilitate the work of the financial markets.
For example, you can put your savings in a bank and earn interest. But your money just doesn’t
sit in the bank. The bank takes your deposit and the money from other depositors and lends it to
Kathy, who needs a short-term loan for her business; to Ian for a college loan; and to Roger and
Jayden, who borrow the money to help buy a house. Banks bring together savers and those who
need money, such as Kathy, Ian, Roger, and Jayden. The interest rate the depositors earn and the
interest rate that borrowers pay are determined by national and even international economic forces.
Just what the bank does with depositors’ money and how it reviews loan applications is determined
to some extent by bank regulators and financial market participants, such as the Federal Reserve
Board. Decisions by the president and Congress relating to fiscal policies and regulatory laws may
also directly influence financial institutions and markets and alter the financial system.

Chapter 1 provides an overview of the financial environment. Chapter 2 covers the role
and functions of money, money market securities, and the interaction of money supply and
economic activity in the monetary system. Depository institutions, such as banks and savings
and loan associations, as well as other financial institutions involved in the financial inter-
mediation process are the topics of Chapter 3. The Federal Reserve System, the U.S. central
bank that controls the money supply, is discussed in Chapter 4. Chapter 5 places the previous
chapters in perspective, discussing the role of the Federal Reserve and the banking system in
helping meet national economic goals for the United States, such as economic growth, high
levels of employment, and stable prices. Part 1 concludes with a discussion of the international
monetary system, currency exchange markets and rates, and international trade in Chapter 6.
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The Financial Environment

LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:

LO 1.1 Define finance and describe the three areas of finance.

LO 1.2 Explain why finance should be studied.

LO 1.3 Describe and discuss the six principles of finance.

LO 1.4 Identify the four components of the financial system and describe their roles.

LO 1.5 Describe financial markets characteristics and the four types of financial markets.
LO 1.6 Identify several major career opportunities in finance.

LO 1.7 Describe this textbook’s plan of study.

WHERE WE HAVE BEEN...

As we progress through this book, we will start each chapter with a brief review of previ-
ously covered materials. This will provide you with a reference base for understanding the
transition from topic to topic. After completing the text, you will be at the beginning of what
we hope is a successful business career.

WHERE WE ARE GOING...

The financial environment within which we live and work is composed of a financial system,
institutions, and markets. Part 1 of this text focuses on developing an understanding of the
financial institutions and markets that operate to make the financial system work efficiently.
Chapter 2 describes the U.S. monetary system, including how it is intertwined with the
capital formation process and how it has evolved. Current types of money are described, and
we discuss why it is important to control the growth of the money supply. In following
chapters, we turn our attention to understanding how financial institutions, policy makers,
and international developments influence how the financial system functions.

HOW THIS CHAPTER APPLIES TO ME...

While it is impossible to predict what life has in store for each of us in terms of health, fam-
ily, and career, everyone can be a productive member of society. Nearly all of us will take
part in making social, political, and economic decisions. A basic understanding of the finan-
cial environment that encompasses economic and financial systems will help you in making
informed economic choices.
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Let us begin with the following quote by George Santayana, a U.S. philosopher and poet:

Those who cannot remember the past are condemned to repeat it."

While this quotation refers to the need to know something about history so that individuals
can avoid repeating bad social, political, and economic decisions, it is equally important to the
field of finance. It is the responsibility of all individuals to be able to make informed public
choices involving the financial environment. By understanding the financial environment and
studying the financial system, institutions and markets, investments, and financial manage-
ment, individuals will be able to make informed economic and financial choices that will lead
to better financial health and success. After studying the materials in this book, you will be
better informed in making choices that affect the economy and the financial system, as well as
be better prepared for a business career—possibly even one in the field of finance.

finance study of how individuals,
institutions, governments, and
businesses acquire, spend, and
manage financial resources

financial environment financial
system, institutions, markets,
businesses, individuals, and global
interactions that help the economy
operate efficiently

financial institutions
intermediaries that help the
financial system operate efficiently
and transfer funds from savers

to individuals, businesses, and
governments that seek to spend or
invest the funds

financial markets locations or
electronic forums that facilitate
the flow of funds among investors,
businesses, and governments

investments involves the sale or
marketing of securities, the analysis
of securities, and the management
of investment risk through portfolio
diversification

financial management involves
financial planning, asset
management, and fund-raising
decisions to enhance the value of
businesses

11 What Is Finance?

Almost every day we hear news reports about economic conditions, unemployment, price
changes, interest rates, stock prices, government expenditures and taxes, and monetary policy.
Many of us are often overwhelmed trying to understand and interpret developments and inter-
actions among these topics. We begin this textbook by defining finance and describing the
financial environment and the three areas of finance.

Finance is the study of how individuals, institutions, governments, and businesses acquire,
spend, and manage money and other financial assets. Understanding finance is important to all
students regardless of the discipline or area of study, because nearly all business and economic
decisions have financial implications. The decision to spend or consume now (for new clothes
or dinner at a fancy restaurant) rather than save or invest (for spending or consuming more in
the future) is an everyday decision that we all face.

The financial environment encompasses the financial system, institutions or interme-
diaries (we will use these terms interchangeably throughout this text), financial markets,
business firms, individuals, and global interactions that contribute to an efficiently operating
economy. Figure 1.1 depicts the three areas of finance—institutions and markets, investments,
and financial management—within the financial environment. Note that while we identify
three distinct finance areas, these areas do not operate in isolation but rather interact or inter-
sect with each other. Our focus in this book is to provide the reader with exposure to all three
areas, as well as to show how they are integrated. Of course, students pursuing a major or area
of emphasis in finance will take multiple courses in one or more of these areas.

Financial institutions are organizations or intermediaries that help the financial system
operate efficiently and transfer funds from savers and investors to individuals, businesses, and
governments that seek to spend or invest the funds in physical assets (inventories, buildings,
and equipment). Financial markets are physical locations or electronic forums that facilit-
ate the flow of funds among investors, businesses, and governments. The investments area
involves the sale or marketing of securities, the analysis of securities, and the management of
investment risk through portfolio diversification. Financial management involves financial
planning, asset management, and fund-raising decisions to enhance the value of businesses.

Finance has its origins in economics and accounting. Economists use a supply-and-
demand framework to explain how the prices and quantities of goods and services are determ-
ined in a free-market economic system. Accountants provide the record-keeping mechanism
for showing ownership of the financial instruments used in the flow of financial funds between
savers and borrowers. Accountants also record revenues, expenses, and profitability of organ-
izations that produce and exchange goods and services.

'George Santayana, Reason in Common Sense, The Life of Reason, Vol. 1 (Charles Scribner’s Sons, 1905), p. 284.
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Principles of Finance

Efficient methods of production and specialization of labor can exist only if there is an
effective means of paying for raw materials and final products. Businesses can obtain the
money needed to buy capital goods, such as machinery and equipment, only if a mechanism
has been established for making savings available for investment. Similarly, federal and other
governmental units, such as state and local governments and tax districts, can carry out their
wide range of activities only if efficient means exist for raising money, for making payments,
and for borrowing.

Financial institutions, financial markets, and investment and financial management are
crucial elements of the financial environment and well-developed financial systems. Financial
institutions are intermediaries, such as banks, insurance companies, and investment companies
that engage in financial activities to aid the flow of funds from savers to borrowers or investors.

Financial markets provide the mechanism for allocating financial resources or funds from
savers to borrowers. Individuals make decisions as investors and financial managers. Investors
include savers and lenders as well as equity investors.

While we focus on financial managers in this book, we recognize that individuals also
must be continuously involved in managing their personal finances. Investment management
involves making decisions relating to issuing and investing in stocks and bonds. Financial
management in business involves making decisions relating to the efficient use of financial
resources in the production and sale of goods and services. The goal of the financial manager
in a profit-seeking organization should be to maximize the owners’ wealth. This is accom-
plished through effective financial planning and analysis, asset management, and the acquis-
ition of financial capital. Financial managers in not-for-profit organizations aim to provide
a desired level of services at acceptable costs and perform the same financial management
functions as their for-profit counterparts.

Two Themes

As we progress through this book, we offer two themes within the financial institutions and
markets, investments, and financial management topic areas. In each chapter we provide boxed
materials relating to small business practice and personal financial planning. Successful
businesses typically progress through a series of life-cycle stages—from the idea stage to

1.1 What Is Finance?

[FIGURE 1.1 [feRuR
Illustration of the Financial
Environment
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entrepreneurial finance study of
how growth driven, performance
focused, early stage firms raise
financial capital and manage
operations and assets

personal finance study of how
individuals prepare for financial
emergencies, protect against
premature death and property
losses, and accumulate wealth

exiting the business. More specifically, the successful business typically moves through five
stages: development, start-up, survival, rapid growth, and maturity. Individuals who choose to
become small business owners do so for a number of different reasons. Some small business
owners focus on salary-replacement opportunities, where they seek income levels comparable
to what they could have earned by working for much larger firms. Other individuals pursue
lifestyle small business opportunities, where they get paid for doing things they like to do.
Entrepreneurs seek to own and run businesses that stress high growth rates in sales, profits,
and cash flows.

Entrepreneurial finance is the study of how growth driven, performance focused, early
stage firms (from development through early rapid growth) raise financial capital and manage
their operations and assets. Our small business practice boxes focus on operational and finan-
cial issues faced by early stage firms. Personal finance is the study of how individuals prepare
for financial emergencies, protect against premature death and the loss of property, and accu-
mulate wealth over time. Our personal financial planning boxes focus on planning decisions
made by individuals, regarding saving and investing their financial resources.

LEARNING ACTIVITY

Go to the Small Business Administration website, http://www.sba.gov, and explore what
is involved in deciding whether to start a new business.

12 Why Study Finance?

The first 15 years of the twenty-first century have been a difficult time in the United States
and worldwide. Whereas the 1990s decade was a period of economic growth and prosperity,
the early part of the twenty-first century has been characterized by economic and financial
markets volatility, along with many individuals just “treading water” in trying to maintain the
standards of living they had previously achieved.

A “price bubble” for technology stocks, including so-called “dot.com” start-ups, burst
in the United States in 2000. An economic downturn followed and was exacerbated by the
terrorist attack on September 11, 2001. Economic recovery occurred over several years until
the housing price bubble burst in 2006 and housing values declined sharply. Securities tied to
housing prices also declined sharply, causing concerns that “over-borrowed” financial insti-
tutions might fail because they held insufficient equity capital resources to cover the decline
in values of the home mortgages and housing-related debt securities they held. This led to the
2007-2008 financial crisis. A major economic recession (sometimes called the Great Recession)
began in early 2008 and continued through mid-2009 and turned out to be the deepest and

Small Business Practice

Importance of Small Firms in the U.S. Economy

As the U.S. economy moved from the industrial age to the infor-
mation age, dramatic changes occurred in the importance of small
businesses. While large firms with five hundred or more employ-
ees continued to downsize and restructure throughout the 1990s
and into the twenty-first century, small firms provided the impetus
for economic growth.

During the mid-1970s through the 1980s period, firms with
fewer than five hundred employees provided over one-half of total
employment and nearly two-thirds of the net new jobs in the United
States. Small firms provided most of the net new jobs during the
1990s. And, while the decade of the 2000s involved a housing
price collapse, a major financial crisis, and economic recession,
small firms continued to be the primary supplier of new jobs.

Why have small firms been so successful in creating new
jobs? A Small Business Administration white paper suggests
two reasons. First, small firms play a crucial role in technolo-
gical change and productivity growth. Market economies change
rapidly, and small firms are able to adjust quickly. Second, small
firms provide the mechanism and incentive for millions of indi-
viduals to pursue the opportunity for economic success.

Others may argue that it is the entrepreneurial spirit and
activity that account for the importance of small firms in the U.S.
economy. Whatever the reasons, the ongoing growth of small
businesses continues to be an important stimulus to the economy
in the early years of the twenty-first century. For current statis-
tics, visit the Small Business Administration, Office of Advocacy
website at http://www.sba.gov/advo.




longest recession since the Great Depression of the 1930s. While unemployment rates in the
United States exceeded 10 percent in 2009 and remained above the 7 percent level as of the
end of 2012, they were reduced to about 5 percent by late 2015.

The health of economies and financial institutions and markets are linked throughout the
world. European and other major foreign financial institutions were caught in the 2007-2008
financial crisis and most foreign economies suffered economic downturns near the end of
the 2000s decade. Since then, European and many other economies have been slow to recover
and some remain in recessions at the end of 2015. Even China, which had been growing its
economy at a double-digit rate during the first decade of the 2000s, has been characterized by
slowing economic activity during the past couple of years. This has worldwide implications
since many developed and developing (emerging market) economies are tied to demand for
natural resources and other products manufactured by Chinese firms. Even as China attempts to
move from an exports-based economy to a consumer-based economy, their economic slowdown
has made it difficult for many U.S., and other foreign companies to grow their sales in China.

We believe the analysis and understanding of past developments in economic activity and
financial markets are useful to governments, businesses, and individuals in planning their futures.
By learning from the past, we may be able to avoid, or mediate, similar pitfalls in the future.

There are several reasons to study finance. Knowledge of the basics of finance covered
in this text should help you make informed economic decisions, personal and business invest-
ment decisions, and career decisions.

1. To make informed economic decisions.

As we will see, the operation of the financial system and the performance of the econ-
omy are influenced by policy makers. Individuals elect many of these policy makers in the
United States, such as the president and members of Congress. Since these elected officials
have the power to alter the financial system by creating laws, and since their decisions can
influence economic activity, it is important that individuals be informed when making
political and economic choices. Do you want a balanced budget, lower taxes, free interna-
tional trade, low inflation, and full employment? Whatever your financial and economic
goals may be, you need to be an informed participant if you wish to make a difference.
Every individual should attain a basic understanding of finance as it applies to the financial
system. Part 1 of this book focuses on understanding the roles of financial institutions and
markets and how the financial system works.

2. To make informed personal and business investment decisions.

An understanding of finance should help you better understand how the institution, gov-
ernment unit, or business that you work for finances its operations. At a personal level, the
understanding of investments will enable you to better manage your financial resources and
provide the basis for making sound decisions for accumulating wealth over time. Thus, in
addition to understanding finance basics relating to the financial system and the economy,
you also need to develop an understanding of the factors that influence interest rates and
security prices. Part 2 of this book focuses on understanding the characteristics of stocks
and bonds and how they are valued, on securities markets and how to make risk versus
return investment decisions.

3. To make informed career decisions based on a basic understanding of business finance.

Even if your business interest is in a nonfinance career or professional activity, you likely will
need to interact with finance professionals both within and outside your firm or organization.
Doing so will require a basic knowledge of the concepts, tools, and applications of financial
management. Part 3 of this book focuses on providing you with an understanding of how
finance is applied within a firm by focusing on decision making by financial managers.

Of course, you may be interested in pursuing a career in finance or at least want to know what
people who work in finance actually do. Throughout this text, you will find discussions of career
opportunities in finance, as well as a boxed feature entitled Career Opportunities in Finance.

DISCUSSION QUESTION 1

Are individuals in the United States “better off”” economically now than they were at the
beginning of the twenty-first century? Why?

1.2 Why Study Finance?
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13 Six Principles of Finance

(71T Finance is founded on six important principles. The first five relate to the economic
behavior of individuals, and the sixth focuses on ethical behavior. Knowing about these prin-
ciples will help us understand how managers, investors, and others incorporate time and risk
into their decisions, as well as why the desire to earn excess returns leads to information-efficient
financial markets in which prices reflect available information. Unfortunately, sometimes
greed associated with the desire to earn excess returns causes individuals to risk losing their
reputations by engaging in questionable ethical behavior and even unethical behavior in the
form of fraud or other illegal activities. The bottom line is, “Reputation matters!” The follow-
ing are the six principles that serve as the foundation of finance:

e Money has a time value.
e Higher returns are expected for taking on more risk.

Diversification of investments can reduce risk.

e Financial markets are efficient in pricing securities.

Manager and stockholder objectives may differ.

Reputation matters.

Time Value of Money

Let’s look at these principles one by one. Money in hand today is worth more than the promise
of receiving the same amount in the future. The “time value” of money exists because a sum of
money today could be invested and grow over time. For example, assume that you have $1,000
today and that it could earn $60 (6 percent) interest over the next year. Thus, $1,000 today
would be worth $1,060 at the end of one year (i.e., $1,000 plus $60). As a result, a dollar today
is worth more than a dollar received a year from now. The time-value-of-money principle
helps us to understand the economic behavior of individuals and the economic decisions of
the institutions and businesses that they run. This finance principle pillar is apparent in many
of our day-to-day activities, and knowledge of it will help us better understand the implica-
tions of time-varying money decisions. We explore the details of the time value of money in
Chapter 9, but this first principle of finance will be apparent throughout this book.

Risk Versus Return

A trade-off exists between risk and expected return in all types of investments—both assets
and securities. Risk is the uncertainty about the outcome or payoff of an investment in the
future. For example, you might invest $1,000 in a business venture today. After one year, the
firm might be bankrupt and you would lose your total investment. On the other hand, after
one year your investment might be worth $2,400. This variability in possible outcomes is your
risk. Instead, you might invest your $1,000 in a U.S. government security, where after one
year the value may be $950 or $1,100. Rational investors would consider the business venture
investment to be riskier and would choose this investment only if they feel the expected return
is high enough to justify the greater risk. Investors make these trade-off decisions every day.

Business managers make similar trade-off decisions when they choose between differ-
ent projects in which they could invest. Understanding the risk/return trade-off principle also
helps us understand how individuals make economic decisions. While we specifically explore
the trade-off between risk and expected return in greater detail in Part 2, this second principle
of finance is involved in many financial decisions throughout this text.

Diversification of Risk

While higher returns are expected for taking on more risk, all investment risk is not the
same. In fact, some risk can be removed or diversified by investing in several different



assets or securities. Let’s return to the example involving a $1,000 investment in a business
venture, where after one year the investment could provide a return of either zero dollars
or $2,400. Now let’s assume that there also is an opportunity to invest $1,000 in a second,
unrelated business venture in which the outcomes would be zero dollars or $2,400. Let’s
further assume that we will put one-half of our $1,000 investment funds in each investment
opportunity such that the individual outcomes for each $500 investment would be zero dollars
or $1,200.

While it is possible that both investments could lose everything (i.e., return zero dollars)
or return $1,200 each (a total of $2,400), it is also possible that one investment would go broke
and the other would return $1,200. So, four outcomes are now possible:

Possible Combined Possible Combined
Outcomes Investment Returns Return
Outcome 1: $500 + $500 $0 + $0 = $0
Outcome 2: $500 + $500 $0 + $1,200 = $1,200
Outcome 3: $500 + $500 $1,200 + $0 = $1,200
Outcome 4: $500 + $500 $1,200 + $1,200 = $2,400

If each outcome has an equal, one-fourth (25 percent), chance of occurring, most of us
would prefer this diversified investment. While it is true that our combined investment of
$1,000 ($500 in each investment) at the extremes could still return zero dollars or $2,400, it is
also true that we have a 50 percent chance of getting $1,200 back for our $1,000 investment.
As a result, most of us would prefer investing in the combined or diversified investment rather
than in either of the two investments separately. We will explore the benefits of investment
diversification in Part 2 of this text.

Financial Markets Are Efficient

A fourth finance-related aspect of economic behavior is that individuals seek to find under-
valued and overvalued investment opportunities involving both real and financial assets.
It is human nature, economically speaking, to search for investment opportunities that
will provide returns higher than those expected for undertaking a specified level of risk.
This attempt by many to earn excess returns, or to “beat the market,” leads to information-
efficient financial markets. However, at the same time it becomes almost impossible to
consistently earn returns higher than those expected in a risk/return trade-off framework.
Rather than looking at this third pillar of finance as a negative consequence of human
economic behavior, we prefer to couch it positively in that it leads to information-efficient
financial markets.

A financial market is said to be information efficient if at any point the prices of securit-
ies reflect all information available to the public. When new information becomes available,
prices quickly change to reflect that information. For example, let’s assume that a firm’s stock
is currently trading at $20 per share. If the market is efficient, both potential buyers and sellers
of the stock know that $20 per share is a fair price. Trades should be at $20, or near to it, if the
demand (potential buyers) and supply (potential sellers) are in reasonable balance. Now, let’s
assume that the firm announces the production of a new product that is expected to substan-
tially increase sales and profits. Investors might react by bidding up the price to, say, $25 per
share to reflect this new information. Assuming this new information is assessed properly, the
new fair price becomes $25 per share. This informational efficiency of financial markets exists
because a large number of professionals are continually searching for mispriced securities. Of
course, as soon as new information is discovered, it is immediately reflected in the price of
the associated security. Information-efficient financial markets play an important role in the
marketing and transferring of financial assets between investors by providing liquidity and fair
prices. The importance of information-efficient financial markets is examined throughout this
text and specifically in Chapter 12.

1.3 Six Principles of Finance
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ethical behavior how an individual
or organization treats others legally,
fairly, and honestly

Management Versus Owner Objectives

A fifth principle of finance relates to the fact that management objectives may differ from owner
objectives. Owners, or equity investors, want to maximize the returns on their investments but
often hire professional managers to run their firms. However, managers may seek to emphasize
the size of firm sales or assets, have company jets or helicopters available for their travel, and
receive company-paid country club memberships. Owner returns may suffer as a result of man-
ager objectives. To bring manager objectives in line with owner objectives, it often is necessary
to tie manager compensation to measures of performance beneficial to owners. Managers are
often given a portion of the ownership positions in privately held firms and are provided stock
options and bonuses tied to stock price performance in publicly traded firms.

The possible conflict between managers and owners is sometimes called the principal-agent
problem. We will explore this problem in greater detail and describe how owners provide incent-
ives to managers to manage in the best interests of equity investors, or owners, in Chapter 13.

Reputation Matters

The sixth principle of finance is, “Reputation matters!” An individual’s reputation
reflects his or her ethical standards or behavior. Ethical behavior is how an individual or
organization treats others legally, fairly, and honestly. Of course, the ethical behavior of organ-
izations reflects the ethical behaviors of their directors, officers, and managers. For institutions
or businesses to be successful, they must have the trust and confidence of their customers,
employees, and owners, as well as that of the community and society they operate in. All would
agree that firms have an ethical responsibility to provide safe products and services, to have
safe working conditions for employees, and not to pollute or destroy the environment. Laws and
regulations exist to ensure minimum levels of protection and maintain the difference between
unethical and ethical behavior. Examples of high ethical behavior include when firms establish
product safety and working-condition standards well above the legal or regulatory standards.

Unfortunately, and possibly due in part to the greed for excess returns (such as higher
salaries, bonuses, more valuable stock options, personal perquisites, etc.), directors, officers,
managers, and other individuals sometimes are guilty of unethical behavior for engaging in
fraudulent or other illegal activities. Reputations are destroyed, criminal activities are prose-
cuted, and involved individuals may receive jail sentences. The unethical behavior of directors,
officers, and managers also may lead to a loss of reputation and even destruction of the insti-
tutions and businesses for which they work.

Many examples of fraudulent and illegal unethical behavior have been cited in the financial
press over the past few decades, and most seem to be tied to greed for personal gain. In such
cases, confidential information was used for personal benefit, illegal payments were made to
gain business, accounting fraud was committed, business assets were converted to personal use,
and so forth. In the early 1980s, a number of savings and loan association managers were found
to have engaged in fraudulent and unethical practices, and some managers were prosecuted and
sent to prison while their institutions were dissolved or merged with other institutions.

In the late 1980s and early 1990s, fraudulent activities and unethical behavior by invest-
ment banking firms resulted in several high-profile financial wheeler-dealers going to prison.
This led to the collapse of Drexel Burnham Lambert and the near collapse of Salomon Brothers.
By the early part of the twenty-first century, such major firms as Enron, its auditor Arthur
Andersen, and WorldCom ceased to exist because of fraudulent and unethical behavior on
the part of their managers and officers. In addition, key officials of Tyco and Adelphia were
charged with illegal actions and fraud.

In 2009, Bernie Madoff was convicted and sent to prison for operating a “Ponzi scheme”
that resulted in investor losses of billions of dollars. Returns in a Ponzi scheme are fictitious
and not earned. Early investors receive their “returns” from the contributions of subsequent
investors. Ultimately, the scheme collapses when there are no substantial new investors and
when existing investors want to sell their investments. As of late 2015, executives of the Volk-
swagen Corporation were being questioned about the use of computer software that resulted
in government emissions tests that were misleading concerning the amount of pollution that
was being emitted by their diesel engine automobiles.



While the financial press chooses to highlight examples of unethical behavior, most indi-
viduals exhibit sound ethical behavior in their personal and business dealings and practices.
In fact, the sixth principle of finance depends on most individuals practicing high-quality eth-
ical behavior and believing that reputation matters. To be successful, an organization or busi-
ness must have the trust and confidence of its various constituencies, including customers,
employees, owners, and the community. High-quality ethical behavior involves treating others
fairly and honestly, and goes beyond just meeting legal and regulatory requirements. High repu-
tation value reflects high-quality ethical behavior, so employing high ethical standards is the
right thing to do. Many organizations and businesses have developed and follow their own code
of ethics. The importance of practicing sound ethical behavior is discussed throughout this text.

DISCUSSION QUESTION 2

Would you purchase an automobile from a manufacturer that may have been modifying
the pollution control equipment on its vehicles in order to pass government regulations?

14 Overview of the Financial System

The financial system is a complex mix of financial intermediaries, markets, instruments,
policy makers, and regulations that interact to expedite the flow of financial capital from
savings into investment. We present a brief overview of the financial system in Chapter 1 and
then follow with more-detailed coverage in the remaining chapters of Part 1.

Characteristics and Requirements

Figure 1.2 provides a graphical review of the four major components of the U.S. financial
system. First, an effective financial system must have several sets of policy makers who pass

Policy Makers
President, Congress, and U.S. Treasury
Federal Reserve Board

Role: pass laws and set fiscal and
monetary policies

Monetary System
Federal Reserve Central Bank
Commercial Banking System

Role: create and transfer money

/N

Financial Institutions Financial Markets
Debt Securities Markets
Equity Securities Markets
Derivative Securities Markets
Foreign Exchange Markets

Depository Institutions
Contractual Savings Organizations
Securities Firms
Finance Firms

Role: accumulate and
lend/invest savings

Role: market and facilitate
transfer of financial assets
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m Three Financial

System Components and the
Financial Functions Used to
Carry Out Their Roles

laws and make decisions relating to fiscal and monetary policies. These policy makers include
the president, Congress, and the U.S. Treasury, plus the Federal Reserve Board. Since the
United States operates within a global economy, political and economic actions of foreign
policy makers influence, although indirectly, the U.S. financial system and its operations.
Major economic goals are identified and policy-maker actions designed to achieve those goals
are discussed in Chapter 5.

Second, an effective financial system needs an efficient monetary system that is composed
of a central bank and a banking system that is able to create and transfer a stable medium of
exchange called money. In the United States, the dollar is the medium of exchange, the central
bank is the Federal Reserve System, and the banking system is commonly referred to as the
commercial banking system. Characteristics of money and the monetary system are discussed
in Chapter 2, and the Federal Reserve System is covered in Chapter 4.

Third, an effective financial system also must have financial institutions, or interme-
diaries, that support capital formation either by channeling savings into investment in real
assets or by fostering direct financial investments by individuals in financial institutions and
businesses.

Four types of financial intermediaries are listed in Figure 1.2. Depository institutions, con-
tractual savings organizations, securities firms, and finance firms are discussed in Chapter 3.
The process of accumulating and then lending and investing savings is referred to as the savings-
investment process. We cover the types of financial asset instruments and securities used in
the United States throughout the text and discuss how the savings-investment process works
in Chapter 7.

Fourth, an effective financial system must also have financial markets that facilitate
the transfer of financial assets among individuals, institutions, businesses, and governments.
Figure 1.2 identifies three types of financial markets—debt securities markets, equity secur-
ities markets, and derivative securities markets. We briefly discuss these markets later in this
chapter and then provide more-detailed coverage of the various securities markets throughout
the text. Foreign exchange markets are discussed in Chapter 6.

Financial System Components and Financial Functions

As previously noted, the role of policy makers is to pass laws and to set both fiscal and mone-
tary policy. Here we focus on the monetary system, financial institutions, and financial
markets components by expressing their roles as financial functions that are necessary
in an effective financial system. Figure 1.3 indicates that the role of monetary system is
creating and transferring money. Financial institutions carry out their role by efficiently
accumulating savings and then lending or investing these savings. Financial institutions play

ROLES EXPRESSED AS
COMPONENTS FINANCIAL FUNCTIONS

Creating money

Monetary System

Transferring money

Accumulating savings

Financial Institutions

Lending/investing savings

Marketing financial assets

Financial Markets

L]

Transferring financial assets




an important role in the savings-investment process both through financial intermediation
activities and by facilitating direct investments by individuals. Financial markets, along
with certain securities firms, are responsible for marketing and transferring financial assets
or claims.

Creating Money

Since money is something that is accepted as payment for goods, services, and debts, its value
lies in its purchasing power. Money is the most generalized claim to wealth, since it can be
exchanged for almost anything else. Most transactions in today’s economy involve money, and
most would not take place if money were not available.

One of the most significant functions of the monetary system within the financial system
is creating money, which serves as a medium of exchange. In the United States, the Federal
Reserve System is primarily responsible for the amount of money that is created, although
most of the money is actually created by depository institutions. A sufficient amount of money
is essential if economic activity is to take place at an efficient rate. Having too little money
constrains economic growth. Having too much money often results in increases in the prices
of goods and services.

Transferring Money

Individuals and businesses hold money for purchases or payments they expect to make in the
near future. One way to hold money is in checkable deposits at depository institutions. When
money is held in this form, payments can be made easily by check. The check is an order to
the depository institution to transfer money to the party who received the check. This is a
great convenience, since checks can be written for the exact amount of payments, be safely
sent in the mail, and provide a record of payment. Institutions can also transfer funds between
accounts electronically, making payments without paper checks. Funds transfers can be made
by telephone, at automated teller machines (ATMs) connected to a bank’s computer, and via
the Internet.

Accumulating Savings

A function performed by financial institutions is the accumulation or gathering of individual
savings. Most individuals, businesses, and organizations do not want to take the risks involved
in having cash on hand. Even if cash amounts are relatively small, these are put into a depos-
itory institution for safekeeping. When all the deposits are accumulated in one place, they can
be used for loans and investments in amounts much larger than any individual depositor could
supply. Depository institutions regularly conduct advertising campaigns and other promo-
tional activities to attract deposits.

Lending and Investing Savings

Another basic function of financial institutions is lending and investing. The money that has
been put into these intermediaries may be lent to businesses, farmers, consumers, institutions,
and governmental units. It may be lent for varying periods and for different purposes, such as
to buy equipment or to pay current bills. Some financial institutions make almost all types of
loans. Others specialize in only one or two types of lending. Still other financial institutions
invest all or part of their accumulated savings in the stock of a business or in debt obligations
of businesses or other institutions.

Marketing Financial Assets

New financial instruments and securities are created and sold in the primary securities market.
For example, a business may want to sell shares of ownership, called stock, to the general
public. It can do so directly, but the process of finding individuals interested in investing funds

1.4 Overview of the Financial System 13
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Personal Financial Planning

People Are the Financial System

The main participant in the financial system is not the large insti-
tution or corporation . . . it’s you and others like you. House-
holds, families, and individuals provide up to 80 percent of the
savings flows in the U.S. economy in any year. There are three
main sources of savings: personal savings, business savings (that
is, retained earnings), and government surpluses. Personal savings
far outweigh the other two sources combined as a source of savings
flows in the United States.

Another way to look at this is to consider this question:
where do financial institutions get the funds they invest and loan?

Banks get their funds mainly from individuals’ checking and
savings accounts and certificates of deposit (CDs). Pension funds
obtain their cash from the savings of working people. Insurance
firms accumulate funds to invest from policyholders’ payments of
premiums for their life, health, car, and home insurance. Mutual
funds obtain investable cash by selling their shares to investors
like you who want to accumulate savings and returns on savings
to fund a future goal such as retirement, a new car, a house down
payment, or children’s college expenses.

money markets where debt
securities of one year or less are
issued or traded

in the business is likely to be difficult, costly, and time consuming. One particular financial
intermediary—an investment banking firm—can handle the sale of shares of ownership. The
function of the investment banking firm is essentially one of merchandising. Brokerage firms
market existing, or “seasoned,” instruments and securities.

Transferring Financial Assets

Several types of financial institutions facilitate or assist in the processes of lending and selling
securities. Brokerage firms market and facilitate the transferring of existing, or seasoned,
instruments and securities. Also, if shares of stock are to be sold to the general public, it is
desirable to have a ready market in which such stocks can be resold when the investor desires.
Organized stock exchanges and the over-the-counter market provide active secondary markets
for existing securities. The ability to buy and sell securities both quickly and at fair-market
values is important in an efficient financial system.

DISCUSSION QUESTION 3

How “effective” have the president and Congress been as “policy makers” in passing laws
and setting fiscal policy for the benefit of the people during the past few years?
LEARNING ACTIVITY

Go to the Bloomberg Businessweek website, http://www.bloomberg.com/businessweek,
and identify a major business development relating to the financial environment.

1.5 Financial Markets: Characteristics
and Types

Financial markets facilitate the raising of financial capital by government entities and business
firms. Government entities can issue or sell debt securities to finance the building of roads and
bridges or to provide added services to the people. Business firms can issue debt securities,
and corporations can sell equity securities or stocks to raise funds to invest in and grow their
businesses. Financial markets also facilitate the transfer of previously issued debt and equity
securities from existing to new investors.

Money and Capital Markets

Money markets are where debt securities with maturities of one year or less are issued and
traded. These markets are generally characterized by high liquidity whereby money market
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securities can be easily sold or traded with little loss of value. These short-lived securities gen-
erally have low returns and low risk. Money market securities will be discussed in Chapter 2.

Capital markets are where debt instruments or securities with maturities longer than one
year and corporate stocks or equity securities are issued and traded. Capital market securities
are generally issued to finance the purchase of homes by individuals, buildings and equip-
ment by businesses, and for provision of infrastructure (roads, bridges, buildings, etc.) by
governments. Business firms and governments issue long-term debt securities, called bonds,
to finance their assets and operations. Mortgages are issued to finance homes and buildings.
Corporations also issue stocks to meet their financing needs. We will cover capital market
securities in Part 2.

Primary and Secondary Markets

There are primary and secondary markets for debt (bonds and mortgages) and equity securit-
ies. The initial offering, or origination, of debt and equity securities takes place in a primary
market. Proceeds from the sale of new securities after issuing costs go to the issuing business
or government issuer. The primary market is the only “market” where the security issuer
directly benefits (receives funds) from the sale of its securities. Mortgage loans provide finan-
cing for the purchase of homes and other real property.

Secondary markets are physical locations or electronic forums where debt (bonds and
mortgages) and equity securities are traded. Secondary markets for securities facilitate the trans-
fer of previously issued securities from existing investors to new investors. Security transactions
or transfers typically take place on organized security exchanges or in the electronic over-the-
counter market. Individuals and other investors can actively buy and sell existing securities in
the secondary market. While these secondary market investors may make gains or losses on their
securities investments, the issuer of the securities does not benefit (nor does it lose) from these
activities. The secondary market for securities is typically divided into short-term (money) and
long-term (capital) market categories. We discuss primary and secondary securities markets in
detail in Chapter 11. There also is an active secondary market for real estate mortgages. We will
discuss the basics of secondary markets for mortgages in Chapter 7.

Major Types of Financial Markets

There are four main types of financial markets—debt securities markets, equity securities
markets, derivative securities markets, and foreign exchange markets. Debt securities are
obligations to repay borrowed funds. Debt securities markets are markets where money
market securities, bonds (corporate, financial institution, and government), and mortgages are
originated and traded. Bond markets are where debt securities with longer-term maturities
are originated and traded. Government entities (federal, state, and local), financial institutions,
and business firms can issue bonds. While bonds and bond markets are discussed throughout
this text, there is a specific focus on them in Chapter 10. Mortgage markets are where loans
to purchase real estate (buildings and houses) are originated and traded. Mortgage markets are
discussed in Chapter 7.

Equity securities, also called common stocks, are ownership shares in corporations.
Equity securities markets are markets where ownership shares in corporations are initially
sold and traded. Corporations can raise funds either through a private placement, which
involves issuing new common stocks directly to specific investors, or through a public offering,
which involves selling new common stocks to the general public. Financial institutions can
also raise equity capital by selling common stocks in their firms. Equity securities and markets
are discussed in detail in Chapter 11.

In addition to money and capital markets, there are also derivative securities markets,
which are markets for financial contracts or instruments that derive their values from underly-
ing debt and equity securities. A familiar form of derivative security is the opportunity to buy
or sell a corporation’s equity securities for a specified price and within a certain amount of time.
Derivative securities may be used to speculate on the future price direction of the underlying
financial assets or to reduce price risk associated with holding the underlying financial assets.
Organized exchanges handle standardized derivative security contracts, while negotiated

capital markets where debt
securities with maturities longer
than one year and corporate stocks
are issued or traded

primary market where the initial
offering or origination of debt and
equity securities takes place

secondary markets where the
transfer of existing debt (bonds and
mortgages) and equity securities
between investors occurs

debt securities obligations to
repay borrowed funds

debt securities markets where
money market securities, bonds,
and mortgages are originated and
traded

bond markets where debt
securities with longer-term
maturities are originated and traded
mortgage markets where loans to
purchase real estate are originated
and traded

equity securities ownership
shares, called common stocks, in
corporations

equity securities markets where
corporate ownership shares are
initially sold and traded

derivative securities markets
where financial contracts that derive
their values from underlying debt
and equity securities are originated
and traded
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foreign exchange markets
electronic markets in which banks
and institutional traders buy and
sell various currencies on behalf of
businesses and other clients

contracts are handled in electronic markets often involving commercial banks or other financial
institutions. We discuss derivative securities in the Learning Extension to Chapter 11.
Foreign exchange markets (also called FOREX markets) are electronic markets in
which banks and institutional traders buy and sell various currencies on behalf of businesses
and other clients. In the global economy, consumers may want to purchase goods produced or
services provided in other countries. Likewise, an investor residing in one country may wish
to hold securities issued in another country. For example, a U.S. consumer may wish to pur-
chase a product in a foreign country. If the product is priced in the foreign country’s currency,
it may be necessary to exchange U.S. dollars for the foreign currency in order to complete the
transaction. Businesses that sell their products in foreign countries usually receive payment in
the foreign currencies. However, because the relative values of currencies may change, firms
often use the currency exchange markets to reduce the risk of holding too much of certain
currencies. We discuss currency exchange rates and foreign exchange markets in Chapter 6.

1.6 Careersin Finance

Career opportunities in finance are available in business financial management, depository
financial institutions, contractual savings and real property organizations, and securities mar-
kets and investment firms. While you may aspire to own your own business or to be a chief
executive officer (CEO) or chief financial officer (CFO) in a major corporation, most of us
must begin our careers in an entry-level position. Following are some of the ways to get started
in a finance career.

1. Business financial management

Larger businesses or corporations divide their finance activities into treasury and control
functions, whereas smaller firms often combine these functions. The treasurer is respons-
ible for managing the firm’s cash, acquiring and managing the firm’s assets, and selling
stocks and bonds to raise the financial capital necessary to conduct business. The controller
is responsible for cost accounting, financial accounting, and tax record-keeping activities.
Entry-level career opportunities include the following:

e Cash management analyst: involves monitoring and managing the firm’s day-to-day
cash inflows and outflows

o Capital expenditures analyst: involves estimating cash flows and evaluating asset invest-
ment opportunities

e Credit analyst: involves evaluating credit applications and collecting amounts owed by
credit customers

e Financial analyst: involves evaluating financial performance and preparing financial plans

e Cost analyst: involves comparing actual operations against budgeted operations

e Tax analyst: involves preparing financial statements for tax purposes

2. Depository financial institutions

Banks and other depository institutions offer the opportunity to start a finance career in
consumer or commercial lending. Banks also hold and manage trust funds for individuals
and other organizations. Entry-level career opportunities include the following:

e Loan analyst: involves evaluating consumer and/or commercial loan applications

e Bank teller: involves assisting customers with their day-to-day checking and banking
transactions

o [nvestments research analyst: involves conducting research on investment opportunities
for a bank trust department

3. Contractual savings and real property organizations

Insurance companies, pension funds, and real estate firms also provide opportunities
for starting a career in finance. These institutions need a variety of employees willing to
blend marketing or selling efforts with financial expertise. Entry-level career opportunities
include the following:
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e [nsurance agent (broker): involves selling insurance to individuals and businesses and
participating in the processing of claims

e Research analyst: involves analyzing the investment potential of real property and secur-
ities for pension fund holdings

® Real estate agent (broker): involves marketing and selling or leasing residential or com-
mercial property

e Mortgage analyst: involves analyzing real estate loan applications and assisting in the
arranging of mortgage financing

4. Securities markets and investment firms

Securities firms and various investment-related businesses provide opportunities to start a
finance career in the investments area. Opportunities include buying and selling seasoned
securities, analyzing securities for investment potential, marketing new securities issues,
and even helping individuals plan and manage their personal financial resources. Entry-
level career opportunities include the following:

e Stockbroker (account executive): involves assisting clients in purchasing stocks and
bonds and building investment wealth

e Security analyst: involves analyzing and making recommendations on the investment
potential of specific securities

o [nvestment banking analyst: involves conducting financial analysis and valuation of new
securities being issued

e Financial planner assistant: involves analyzing individual client insurance needs and
investment plans to meet retirement goals

While we have focused on entry-level careers in profit-motivated businesses and financial
organizations, careers in finance are also available in government or not-for-profit organiza-
tions. Finance opportunities at the federal or state government levels include managing cash
funds, making asset expenditure decisions, and issuing debt securities to raise funds. Hospitals
and other not-for-profit organizations also need expert financial managers to manage assets,
control costs, and obtain funds. Financial and other analysts are hired both by government
units and not-for-profit organizations to perform these tasks.

All of these entry-level finance job opportunities also can be found in the international
setting. For example, many businesses engaged in producing and marketing products and ser-
vices in foreign markets often offer employees opportunities for international job assignments.
Large U.S. banks also offer international job experiences through their foreign banking opera-
tions. Furthermore, since worldwide securities markets exist, securities analysts and financial
planners often must analyze and visit foreign-based firms.

Several detailed Career Opportunities in Finance boxes are presented in selected chapters.
We hope these materials provide you with a better understanding of some of the many career
opportunities that exist in the finance field. We are also sure that new finance job opportunities

Career Opportunities in Finance

survey of individuals 25 years after graduation found that over
one-half had worked for four or more employers while one-fourth
had been fired (or, in kinder terms, “involuntarily terminated”).

You Are Likely to Have More than One
Business Career

Students are advised today to prepare for several business careers
during their working lifetimes. Corporate America continues to
restructure and reinvent itself. At the same time, new industries
associated with the information age are developing, and old indus-
tries are dropping by the wayside. These developments make it
even more likely that each of you will have the opportunity for
multiple business careers.

Graduates of Harvard University are periodically surveyed
concerning their work experiences and careers. Responses to one

Over half of the men and women respondents had had at least two
substantially different careers, and in many instances significant
retraining was required.

Remember as you read this book that even if you don’t
currently plan on a career in finance, learning about finance
might become very important to you later in your working life-
time. And, no matter where your business career takes you,
you will always need to know and understand your personal
finances.




18 CHAPTER 1 The Financial Environment

will occur in the future as the field continues to develop and change. It is now time to begin
learning about finance!

LEARNING ACTIVITY

1. Go to The Wall Street Journal website section at http://www.careerjournal.com, and
find information related to job hunting.

2. The Monster.com website, http://www.monster.com, provides information on current
finance. “Search for “finance” jobs and list some of the available entry-level finance
positions,” and list some of the entry-level finance positions available.

17 The Plan of Study

The subject matter of this book includes the entire scope of the financial environment
from the perspective of the financial system and the three areas of finance—institutions
and markets, investments, and financial management. You will learn about the markets
in which funds are traded and the institutions that participate in and assist these flows of
funds. You will learn about the investments area of finance, including the characteristics
of debt and equity securities that are issued, the markets where securities are traded, and
investment risk/return concepts. You will study the financial management principles and
concepts that guide financial managers to make sound financial planning, asset acquis-
ition, and financing decisions. International finance applications also are integrated
throughout the text.

Part 1 focuses on the financial institutions, markets, and other participants that make the
U.S. financial system operate effectively both domestically and within the global economy.
Chapter 2 introduces the role of money within the overall financial system and its monetary
system component. Chapter 3 focuses on the financial intermediation roles of depository and
other financial institutions, as well as how they operate within the financial system. Chapter 4
discusses the Federal Reserve System. Chapter 5 discusses economic objectives, the role and
actions of policy makers, and how money and credit are provided to meet the needs of the
economy. We conclude Part 1 with a chapter on international finance and trade because of its
importance in understanding market economies worldwide.

Part 2 is concerned with the investments area of finance. Chapter 7 discusses the savings
and investment process and its major role in the U.S. market economy. This is followed by
Chapter 8, which describes the structure of interest rates. Time-value-of-money concepts are
covered in Chapter 9, and the characteristics and valuations of bonds and stocks are presented
in Chapter 10. Chapter 11 discusses the characteristics and workings of the securities market.
Part 2 concludes with Chapter 12, which describes financial return and risk concepts for a
single asset or security, and for portfolios of securities.

Part 3 focuses on the financial management of businesses. We begin Chapter 13 with an
introduction and overview of the types of business organizations, and follow with a review of
basic financial statements and financial data important to the financial manager. Chapter 14
discusses the need for, and the way in which to conduct, financial analysis of past perform-
ance and concludes with a section on financial planning for the future. Chapter 15 covers the
management of working capital, while Chapter 16 focuses on sources of short-term business
financing. We then turn our attention in Chapter 17 to the process and methods for conducting
capital budgeting analysis. We conclude Part 3 with Chapter 18, which provides a discussion
of capital structure and cost of capital concepts.

Of course, as we illustrated in Figure 1.1, the three areas of finance are not independ-
ent but, rather, are continually interacting or overlapping. For example, financial institutions
provide an important financial intermediation role by getting individual savings into the hands
of businesses so that financial managers can efficiently use and invest those funds. Financial
managers also rely heavily on the investments area of finance when carrying out their finan-
cial management activities. Corporations often need to raise funds in the primary securities
markets, and secondary securities markets, in turn, provide investors with the liquidity of
being able to buy and sell previously issued securities. Our approach in this book is to provide
survey exposure to all three areas of finance.



Applying Finance To...

e Institutions and Markets Financial institutions and financial
markets are necessary components of an efficient financial system.
Institutions perform an important financial intermediation role by
gathering the savings of individuals and then lending the pooled
savings to businesses that want to make investments.

e Investments Securities markets are also important components
of an efficient financial system. The primary securities market facil-
itates raising funds by issuing new debt and equity securities. The

Summary

LO 1.1 Finance is the study of how businesses and others acquire,
spend, and manage money and other financial resources. More spe-
cifically, finance is composed of three areas—financial institutions
and markets, investments, and financial management. However, these
three areas are not independent of one another but rather intersect or
overlap. This book’s survey approach to the study of finance covers
all three areas.

LO 1.2 You should study finance so that you can make informed
economic, personal and business investment, and career decisions.

LO 1.3 There are six principles of finance: (1) money has a time value,
(2) higher returns are expected for taking on more risk, (3) diversifica-
tion of investments can reduce risk, (4) financial markets are efficient
in pricing securities, (5) manager and stockholder objectives may
differ, and (6) reputation matters.

LO 1.4 An effective financial system has four major components—
policy makers, a monetary system, financial institutions, and finan-
cial markets—to facilitate the flow of financial capital from savings

Key Terms

bond markets

capital markets

debt securities

debt securities markets
derivative securities markets
entrepreneurial finance

equity securities

equity securities markets
ethical behavior

finance

financial environment
financial institutions

Review Questions

1. (LO 1.1) What is finance?
2. (LO 1.1) What is meant by the term financial environment?
3. (LO 1.1) What are the three areas of finance?

4. (LO 1.1) Briefly describe the terms entrepreneurial finance and
personal finance.

Review Questions 19

secondary market for securities facilitates the transfer of ownership
of existing securities among investors.

e Financial Management Business firms continually interact with
financial institutions as they carry out their day-to-day operations. Busi-
nesses also often seek to raise additional funds to finance investment in
inventories, equipment, and buildings needed to support growth in sales.
Bank loans and mortgage loans are important financing sources, along
with the proceeds from the issuance of new debt and equity securities.

into investments. Policy makers pass laws and set fiscal and monetary
policies designed to manage the economy. A monetary system cre-
ates and transfers money. Financial institutions accumulate and lend/
invest individual savings. Financial markets are needed to market and
transfer securities and other financial assets.

LO 1.5 Financial markets can be classified as either money or capital
markets, or as primary or secondary markets. There are four major
types of financial markets—debt securities markets, equity securities
markets, derivative securities markets, and foreign exchange markets.

LO 1.6 Career opportunities in finance are available in financial man-
agement, depository financial institutions, contractual savings and real
property organizations, and securities markets and investment firms.

LO 1.7 The plan of study in this book consists of three parts. Part 1
focuses on the financial institutions, markets, and other participants
that make the U.S. financial system operate effectively. Part 2 covers
the investments area of finance. Part 3 focuses on the financial manage-
ment of businesses.

financial management
financial markets
financial system

foreign exchange markets
investments

money markets

mortgage markets
personal finance
primary market
secondary market

5. (LO 1.2) Briefly describe how the financial environment has
changed during the past few years.

6. (LO 1.2) Identify and briefly describe several reasons for study-
ing finance.

7. (LO 1.3) What are the six principles of finance?
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8. (LO 1.3) Describe what is meant by ethical behavior.

9. (LO 1.4) What are the four major components of an effective
financial system?
10. (LO 1.4) Identify and briefly describe the financial functions in
the financial system.

11. (LO 1.5) Briefly describe the differences between money and
capital markets.

Exercises

1. Match the following dates with the associated events.
Year Event
a. 2000 (1) Great Recession
b. 2001 (2) U.S. terrorist attack
c. 2006 (3) financial crisis
d. 2007-08 (4) technology stock bubble
e. 2008-09 (5) housing price bubble

2. The U.S. financial system is composed of (1) policy makers, (2) a
monetary system, (3) financial institutions, and (4) financial markets.
Indicate which of these components is associated with each of the
following roles.

a. Accumulate and lend or invest savings

b. Create and transfer money

c. Pass laws and set fiscal and monetary policies

d. Market and facilitate transfer of financial assets

3. Financial markets may be categorized as (1) debt securities mar-
kets, (2) equity securities markets, (3) derivative securities markets,
and (4) foreign exchange markets. Indicate in which of these markets
the following securities trade.

a. Mortgages

b. Bonds

¢. Common stocks

d. Currencies

4. In business, ethical dilemmas or situations occur frequently. Laws
and regulations exist to define what unethical behavior is. However,
the practicing of high-quality ethical behavior often goes beyond just
meeting laws and regulations. Indicate how you would respond to the
following situations.

12. (LO 1.5) What are the differences between primary and secondary
markets?

13. (LO 1.5) How do debt securities and equity securities differ?
14. (LO 1.5) Identify the four types of major financial markets.

15. (LO 1.6) Indicate some of the career opportunities in finance
available to business graduates today.

a. Your boss has just told you that tomorrow the Federal Drug
Administration will announce its approval of your firm’s market-
ing of a new breakthrough drug. As a result of this information,
you are considering purchasing shares of stock in your firm this
afternoon. What would you do?

b. In the past, your firm has been in compliance with regulatory
standards relating to product safety. However, you have heard
through the company grapevine that recently some of your firm’s
products have failed, resulting in injuries to customers. You are
considering quitting your job due to personal moral concerns. What
would you do?

5. Obtain several recent issues of The Wall Street Journal or
Bloomberg Businessweek. Identify, read, and be prepared to discuss
at least one article relating to one of the six principles of finance.

6. Obtain several recent issues of The Wall Street Journal or
Bloomberg Businessweek. Identify, read, and be prepared to discuss
at least one article relating to one of the four types of financial mar-
kets identified in Chapter 1.

7. Obtain several recent issues of The Wall Street Journal or
Bloomberg Businessweek. Identity, read, and be prepared to discuss
at least one article relating specifically to recent changes in the finan-
cial environment.

8. Go to the U.S. Small Business Administration (SBA) website,
http://www.sba.gov, and search for sources of information on starting a
new business. Identify and prepare a written summary of the start-up
basics described on the SBA site.



Money and the
Monetary System

LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:

LO 2.1 Discuss the developments that led to the 2007-2008 financial crisis.

LO 2.2 Describe three ways in which money is transferred from savers to businesses.
LO 2.3 Identify the major components of the monetary system.

LO 2.4 Describe the functions of money.

LO 2.5 Discuss how money developed in the United States.

LO 2.6 Describe major types of money market securities.

LO 2.7 Explain the M1 and M2 definitions of the money supply.

LO 2.8 Explain possible relationships between money supply and economic activity.

LO 2.9 Describe developments in the international monetary system.

WHERE WE HAVE BEEN...

In Chapter 1, we provided a general overview of the financial environment including the three
areas of finance: institutions and markets, investments, and financial management. We also hope
that we provided you with a convincing argument as to why you should study finance, and an
understanding of the career opportunities that are available in finance. Six principles of finance
were described. You should also know what is required for a financial system to be effective and
know the types of financial markets that are available to aid the transferring of financial assets.

WHERE WE ARE GOING...

As we progress through Part 1, we build on our understanding of the U.S. financial system.
Chapter 3 focuses on understanding the importance of depository and other institutions in
the financial system. We discuss how your savings are pooled with the savings of other
individuals in financial institutions and then are made available to businesses, governments,
and other individuals who may want to invest in inventories, invest in highways, or purchase
homes. The remaining chapters in Part 1 focus on the Federal Reserve System, the role of
policy makers, and how international developments influence the financial system.

HAPTER 2

21
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HOW THIS CHAPTER APPLIES TO ME...

Each of us needs money. While you may feel you need more or less money than your friend,
money is necessary for each of us to conduct day-to-day activities. You may have to buy gas
for your car or pay for public transportation to school or work. You may need money for
lunch or supplies. You may even want to borrow money to purchase a house someday. After
reading this chapter you should have a clearer understanding of the functions and types of
money available to you.

John Kenneth Galbraith, a U.S. economist, said the following about money:

Money is a singular thing. It ranks with love as man’s greatest source of joy. And
with death as his greatest source of anxiety. Over all history it has oppressed
nearly all people in one of two ways: either it has been abundant and very
unreliable, or reliable and very scarce.'

Why should any “one thing” be so important? Money is what makes the financial system
work. Money is a measure of wealth. Money can be used to purchase goods and services.
Money is acceptable to repay debts. Creating and transferring money are integral parts of the
capital formation process. However, too much money in an economy is associated with unsus-
tainable economic growth and rapidly rising prices. On the other hand, too little money in an
economy is associated with poor economic performance and sometimes recession. Of course,
the relationships between money supply and economic activity and money supply and rising
prices also are impacted by a number of other factors as we will see later in this chapter, as
well as in other chapters.

21 The 2007-2008 Financial Crisis

A number of negative economic and financial trends and events all came together to
contribute to the financial crisis of 2007-2008 and the Great Recession of 2008-2009. A rapid
decline in housing prices began in 2006. This led to increased unemployment, first in housing-
related activities and then more broadly. As a result, many homeowners were forced to default
on their home mortgage loans. These developments occurred at a time when individuals,
financial institutions, and business firms were heavily in debt. The result was a so-called “per-
fect financial storm” accompanied by a fear that the financial system might collapse.

While there continues to be some disagreement as to specific causes of the financial
crisis, most economists and others trace the beginning of the crisis to the bursting of the U.S.
housing bubble in mid-2006. For a period of time prior to mid-2006, housing prices were
continually rising year over year with some areas of the United States experiencing annual
double-digit housing price increases. The first part of the twenty-first century was a time
when U.S. federal government policies encouraged home ownership. Lenders were willing to
lend to financially “risky” borrowers seeking mortgage loans to make home purchases, and
individual borrowers were willing to take on excessive amounts of mortgage debt, all in the
belief that housing prices would continue to rise. Once housing prices began to decline, many
homeowners had the equity in their homes “wiped out” and many mortgage loans became
“underwater,” which occurs when mortgage debt on the home exceeds the value of the home.
This rapid decline in housing values was accompanied by a major loss of jobs in home con-
struction and related industries.

Many home mortgage loans were combined into “pools” of loans, and then mortgage-
backed securities were issued with the mortgage loan pools as backing, or collateral.
Large amounts of mortgage-backed securities were held by banks and other financial

'John Kenneth Galbraith, The Age of Uncertainty, (Boston: Houghton Mifflin, 1977), Print.
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institutions, and as home prices collapsed it became clear that these mortgage-backed securit-
ies had been previously overvalued and they also declined sharply in value. A “credit crunch”
occurred when banks and other financial institutions found that they did not have adequate
equity capital to cover their large mortgage loan and other debt commitments. As a result,
financial institutions were forced to lay off many employees. Businesses found it difficult to
borrow from banks and other financial institutions because of the credit crunch, causing even
higher levels of unemployment.

During 2008, the federal government helped some financial institutions to merge, “bailed
out” a number of institutions and businesses, and allowed other financial institutions to fail.
The financial crisis and associated credit crunch were accompanied by the 2008—09 economic
downturn, which began in early 2008 and ended in mid-2009 with economic activity declining
more than 10 percent and the unemployment rate exceeding 10 percent. The 2008-09 eco-
nomic downturn is referred to as the Great Recession since it involved the largest economic
downturn since the Great Depression of the 1930s.

We will discuss more details relating to the financial crisis and the Great Recession at
various points throughout the first two parts of this textbook. In this chapter we begin with a
discussion of money and the monetary system. Many economists and others believe there is a
link between the supply, or availability, of money and economic activity. The argument is that
monetary policy makers can stimulate economic activity through increased monetary liquid-
ity by making more money available (at lower borrowing costs) to businesses, investors, and
others. It is presumed that the investment of these low-cost funds will result in more economic
growth. However, there is a difference of opinion as to how direct the relationship is between
the availability of money and economic activity. We will provide further discussion later in
the chapter.

DISCUSSION QUESTION 1

How were your family and you impacted by the 2007-08 financial crisis?

22 Process of Moving Savings
Into Investments

Financial institutions and markets move or transfer money from individuals and institutions
with excess money to business firms and others who have needs for more money. We usually
look at individuals in total, or in the aggregate, as an economic unit. Financial institutions,
business firms, and governments (federal, state, and local) also are viewed as economic units.
A surplus economic unit generates more money than it spends, and thus it has excess money
to save or invest. A deficit economic unit spends more money than it brings in and must
balance its money receipts with money expenditures by obtaining money from surplus units.

Individuals taken as a group have generally been a surplus economic unit in the past.
Of course, while some individuals are saving, others are borrowing to cover the purchase of
goods and services. Individuals desiring to purchase homes also borrow by taking out mort-
gage loans. Some business firms are savers when their revenues exceed their costs of opera-
tion and reinvest back into the businesses. Other businesses choose to borrow or sell stock to
finance their operations and grow their businesses with the intent of providing higher returns
to their investors. Private sector financial institutions also have responsibilities to provide
returns to their investor-owners and sometimes borrow heavily to grow their institutions and,
hopefully, provide higher returns. Sometimes, government entities (federal, state, and local)
have tax revenues that exceed expenditures and, thus, are surplus economic units. However,
when government entities spend more than they receive from tax revenues, they must borrow
the money shortfall and, thus, are deficit economic units.

The ability of the U.S. financial system to operate effectively over time depends on each
of the three overall economic units (individuals, business firms, and government entities)
achieving a reasonable balance between their aggregate revenues and expenditures. When
expenditures exceed revenues for extended periods of time, deficit economic units must build
up large amounts of debts. A major factor in the severity of the 2007-08 financial crisis and

surplus economic unit generates
more money than it spends
resulting in excess money to save
or invest

deficit economic unit generates
less money that it spends resulting
in a need for additional money
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savings-investment

process involves the direct or
indirect transfer of individual
savings to business firms in
exchange for debt and equity
securities of the firm

the 2008—-09 Great Recession was the massive amount of debt taken on by individuals, busi-
ness firms, financial institutions, and government entities during the decade leading up to the
crises. In an effort to survive the financial crisis and recover from the recession, government
entities, through increased expenditures in the form of stimulus programs, have increased
their deficits and, in the case of the U.S. government, dramatically increased the size of the
national debt.

Our primary focus is on the savings-investment process that involves the direct or indir-
ect transfer of individual savings to business firms in exchange for their debt and stock securit-
ies. Figure 2.1 shows three ways whereby money is transferred from savers to a business firm.
As illustrated in the top portion of the figure, savers can directly purchase the debt or equity (in
the form of common stock issued by a corporation) securities of a business firm by exchanging
money for the firm’s securities. No financial institution is used in this type of savings-investment
transaction since it involves only a saver and the business firm.

The use of indirect transfers is the more common way by which money is transferred from
savers to investors. The middle part of Figure 2.1 shows how the transfer process usually takes
place when savers purchase new securities issued by a business. From Chapter 1, you should
recall that this indirect transfer involves use of the primary securities market. In this pro-
cess, financial institutions operate to bring savers and security issuers together. Savers provide
money to purchase the business firm’s securities. However, rather than a direct transfer taking
place, financial institutions, such as investment banks, may facilitate the savings-investment
process by first purchasing the securities being issued by a corporation and then reselling the
securities to savers. No additional securities are created in this type of indirect transfer.

The bottom part of Figure 2.1 illustrates the typical capital formation process involving a
financial institution. Savers deposit or invest money with a financial institution, such as a bank,
insurance company, or mutual fund. The financial institution issues its own securities to the
saver. For example, a saver may give money in the form of currency to a bank in exchange for
the bank’s savings or time-deposit obligation. The bank, in turn, may lend money to a business
firm in exchange for that firm’s “I owe you” (IOU) in the form of a loan. As money passes
from savers through a financial institution to a business firm, a debt instrument or security is
created by the financial institution and by the business firm. This is the process of financial
intermediation that we will discuss further in Chapter 3.

Of course, the savings-investment process could, alternatively, focus on the flow of money
from savers to government entities that are operating at deficits caused by expenditures greater
than tax revenues. The U.S. government and state and local governments can sell their debt

Direct Transfers

Money
Savers Business Firm
Securities
Indirect Transfers
(through an investment banking firm)
Money Money —»
a Investment Busi Fi
avers Banking Firm usiness Firm
le— Securities Securities —
Indirect Transfers
(through a financial intermediary)
Money —> —— Money —|
Financial . .
Savers o e Business Firm
Institution
———
Institution’s Firm’s
Securities Securities

m Savings-Investment Process: From Individual Savers to a Business Firm
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Small Business Practice

Starting Your Small Business provides information on how to establish, manage, and grow

your small business. When considering whether to establish, or
Today, with modern telecommunication facilities and the Internet, start, a business, it is important to ask, “Are you really ready to
many small businesses can be located wherever their owners want start?” It is also important to “plan your business,” as well as
to live and work. At the same time, certain cities and geographical “understand legal and tax issues.” And, before “opening your
areas in the United States may be more conducive to helping small doors,” you might want to access the D&B website at http://
businesses succeed. www.dnb.com.

The Dun & Bradstreet Company (D&B) provides a wealth
of information relating to the starting of a new business. D&B

securities directly to savers who might be individuals, business firms, or financial institutions.
Indirect transfers also could take place with the aid of financial institutions to facilitate the
movement of government entity debt securities to savers. A financial institution may oper-
ate as a conduit in the primary securities market. Alternatively, the financial institution may
purchase the government entity’s debt securities and, in turn, issue its own debt securities to
individuals and other savers.

The savings-investment process could also focus on moving the savings of individuals
and other savers to those individuals, businesses, institutions, and governments that want to
finance real estate investments. Many individuals want to own their own homes and can do so
only by taking on mortgage debt or home loans. Other organizations also may wish to invest
in real property in the form of offices, manufacturing facilities, or other buildings. Doing so
often requires the need to finance a part of the purchase price with a mortgage loan on the real
property being purchased. While our focus in this text is primarily on the savings-investment
process involving the raising of money or financial capital by business firms, the process for
financing deficits by government entities will be discussed in Chapter 5, and the financing of
residential and commercial property will be addressed in Chapter 7.

23 Qverview of the Monetary System

The monetary system is responsible for carrying out the financial functions of creating and
transferring money. Money is needed to conduct day-to-day activities, facilitate the capital
investment process, and support economic growth. Businesses need money to invest in inven-
tories, equipment, and buildings. Governments need money to construct roads, buildings,
parks, and other infrastructure for the people. Individuals need money to purchase goods,
services, and homes.

Figure 2.2 indicates the major participants in the U.S. monetary system. A central bank
is needed to define and regulate the amount of the money supply in the financial system. A
central bank also facilitates the transferring of money by processing and clearing checks, a
form of money called deposit money. The central bank in the United States is called the Fed-
eral Reserve System (or Fed, for short). We will discuss the characteristics and operation of
the Fed in Chapter 4 and cover its policy-making activities in Chapter 5.

An efficient banking system also is needed. Not all types of financial institutions are
the same. For example, while insurance companies and investment companies can provide a
financial intermediation function between savers and investors, only depository institutions
as a group can create money. Depository institutions include commercial banks, savings and
loan associations (S&Ls), savings banks, and credit unions. For purposes of presentation, it
is common practice to refer to all depository institutions as “banks,” and they all are part of
the banking system. We discuss the characteristics of depository and other major financial
institutions in Chapter 3.

The banking system, as depicted in Figure 2.2, is composed of all the banks in the system. For
illustration purposes, there is a “first bank™ and a “last bank.” The banking system creates money
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real assets include the direct
ownership of land, buildings or
homes, equipment, inventories,
durable goods, and precious metals
financial assets money, debt
securities and financial contracts,
and equity securities that are backed
by real assets and the earning power
of the issuers

Central Bank
Federal Reserve System

Board of Governors
Federal Reserve Banks
Defines and regulates Facilitates the transferring of money
money supply through check processing and clearing
Banking System

1. creates money

2. transfers money

3. provides financial intermediation
4. processes/clears checks

First Bank

Other Banks Last Bank

m The U.S. Monetary System

(technically, deposit money) and, along with the Fed, clears checks and transfers money within the
overall financial system. Checks can be cleared either through other banks in the banking system or
with the aid of the Fed. We will examine the check-clearing process in Chapters 3 and 4.

While an individual bank, such as First Bank, cannot create money, the banking system
can. Let’s assume that First Bank receives $1,000 from the ABC business firm and sets up a
checking account (demand deposit) for the firm. The $1,000 received by First Bank is called
“reserves” and represents money held by First Bank so that it can pay off checks written by
ABC against its checking account balance. However, rather than holding the full $1,000 in
reserves, First Bank will only hold a fraction (e.g., 20 percent, or $200) in reserves and will
lend out the remaining $800 to the XYZ firm. As long as XYZ places the $800 loan proceeds
in its checking account at a bank (e.g., Last Bank) somewhere in the banking system, the initial
$1,000 demand deposit established for ABC has increased to $1,800 (the $1,000 for ABC plus
the $800 for XYZ). As long as deposit money keeps coming back into the banking system,
more deposit money is created. In practice, the Fed specifies the percentage of reserves that
banks must hold against demand deposits. We will explore the deposit money creation process
in greater detail in Chapter 5 when we discuss the Fed’s monetary policy-making activities.

24 |mportance and Functions of Money

Real assets include the direct ownership of land, buildings or homes, equipment, inventor-
ies, durable goods, and even precious metals. Financial assets are money, debt instruments,
equity securities, and other financial contracts that are backed by real assets and the earning
abilities of issuers. A loan to you to purchase an automobile usually provides for the lender to
hold the auto title (ownership) until the loan is repaid. Long-term debt issued by a corporation
may represent a claim against specific assets, such as buildings and equipment, or the general
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assets of the issuer. A mortgage loan to you will be backed by the house against which the
loan is being made.

Money is anything generally accepted as a means of paying for goods and services and for
paying off debts. For something to serve successfully as money, it must be easily divisible so
that exchanges can take place in small or large quantities, relatively inexpensive to store and
transfer, and reasonably stable in value over time. Money must perform three basic functions,
serving as a medium of exchange, a store of value, and a standard of value.

Money was first developed to serve as a medium of exchange to facilitate transactions.
Primitive economies consisted largely of self-sufficient units, or groups, that lived by means of
hunting, fishing, and simple agriculture. There was little need or occasion to exchange goods
or services. As economies developed, however, the process of exchange became important.
Some individuals specialized, to a degree at least, in herding sheep, raising grain, or shaping
gold as metal smiths. To aid in the exchanging of goods for goods, called barter, tables of rel-
ative values were developed from experience. For example, a table might show the number of
furs, measures of grain, or amount of cloth agreed to equal one cow. This arrangement eased
exchanges, but the process still had many serious drawbacks. For example, if a person had a
cow and wanted to trade it for some nuts and furs, he or she would need to find someone who
had an excess of both these items to trade. The need for a simpler means of exchange led to
the development of money, with its relatively low storage and transfer costs, to be used as a
medium of exchange.

Money also may be held as a store of value. That is, money may be spent immediately
after it is received or after it has been held for some time. While money is held, it is a liquid
asset and provides its owner with flexibility, but the owner pays for this flexibility by giving
up the potential return that could be earned through investment or the satisfaction that could
be gained from spending it for goods and services. Purchasing power is the amount of goods
and services that can be purchased with a unit of money. Money can perform its function as
a store of value only if its purchasing power is relatively stable over time. Under this condi-
tion, the spending decision is separated from the income decision. Once income is received,
the holder of the income can choose to spend it or save it. If the decision is to save, then that
money can be made available through the savings-investment process to those who may want
to invest now. Purchasing power is reduced by inflation, which is a rise, or increase, in the
prices of goods and services that is not offset by increases in their quality.

Any asset other than money can also serve as a store of value as long as that asset can
be converted into money quickly and without significant loss of value. We refer to this qual-
ity—the ease with which an asset can be exchanged for money or other assets—as liquidity.
Money is perfectly liquid since it is a generally accepted medium of exchange. Other assets,
such as savings deposits held at depository institutions, approach the liquidity of money. The
existence of such liquid assets reduces the need for holding money itself as a store of value.

Money also serves as a standard of value, which means that prices and contracts for
deferred payments are expressed in terms of the monetary unit. For example, in the United
States, prices and debts are usually expressed in terms of dollars without stating whether the
purchase will be cash or credit. Of course, if money is to perform its function as a standard
of value, it is essential that the value of the monetary unit be relatively stable over time. For
example, if one dollar can be used to purchase two ballpoint pens today but only one tomor-
row, such money would not be very effective as either a store of value or a standard of value.

While money is the fundamental measure of wealth, an individual’s net worth usually
consists of more than just money. Individual net worth is the sum of an individual’s money,
real assets, and financial assets, or claims against others less the individual’s debt obligations.
Recall that real assets include the automobile that you own, your house (if you have one) and
its contents, clothes, and even jewelry or precious stones. You may also own shares of stock
in a mutual fund. While this is a financial asset, it is still part of your net worth. However,
you may have borrowed from a bank to purchase your automobile, and you probably have a
mortgage loan on the house you purchased. These are financial claims held by others against
some of your real property. You must subtract debt obligations, or financial claims against
you or your real property, in order to determine your individual net worth. There are probably
more than 8 million millionaires in the world with about one-third of them being in the United
States. If you wish to join this group someday, you will have to accumulate a net worth in
excess of $1 million. Good luck!

money anything that is generally
accepted as payment for goods,
services, and debts

medium of exchange the basic
function of money

barter exchange of goods or
services without using money

store of value money held for
some period of time before it is
spent

purchasing power amount of
goods and services that can be
purchased with a unit of money

inflation an increase in the prices
of goods and services that is not
offset by increases in their quality

liquidity how easily and with
little loss of value an asset can be
exchanged for money or other assets

standard of value a function of
money that occurs when prices
and debts are stated in terms of the
monetary unit

individual net worth sum of an
individual’s money, real assets, and
financial assets less the individual’s
debt obligations
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bimetallic standard monetary
standard based on two metals,
usually silver and gold
full-bodied money coins that

contain the same value in metal as
their face value

token coins coins containing metal
of less value than their stated value

25 Development of Money
in the United States

The two basic components of money supply in the United States are physical (coin and cur-
rency) money and deposit money. A review of the development of money in the United States
will help us understand the characteristics of money today, as well as how well U.S. money
performs the three functions of money.

Physical Money (Coin and Paper Currency)

The first function of “successful” money is that it serves as a medium of exchange. Physical
money is the coin and paper currency used to purchase goods and services and to settle debts.
We will first examine how U.S. coins have changed in terms of their precious metal (gold and
silver) content over time. Then, we will examine how U.S. paper currency has changed in
terms of both its physical characteristics and “backing” with precious metals.

U.S. Coins While barter was undoubtedly important in early American history, the gov-
ernment moved swiftly toward a monetary system based on precious metals that would serve
as an efficient medium of exchange. During much of the seventeenth and eighteenth centuries,
the American colonies relied primarily on the Spanish dollar to conduct business transac-
tions.” In 1785, the word dollar was adopted by the U.S. Congress as the standard monetary
unit, or standard of value. The first monetary act in the United States, passed in 1792, provided
for a bimetallic standard based on both gold and silver. The dollar was defined in both grains
of pure silver and grains of pure gold. All gold and silver coins were to be full-bodied money
because their metal content was worth the same as their face values. For example, one silver
dollar was to contain one dollar’s worth of silver, a ten-dollar gold coin was to contain ten
dollars’ worth of gold, and so on.

A law enacted in 1837 modified the weight for the silver dollar to 412.5 grains of silver
with .900 fineness. Copper of .100 fineness was used to make the coins last longer. The result
was that each dollar contained .77344 ounce of pure silver. Since the value of the silver content
was to be $1, silver was valued at $1.29 per ounce ($1/.77344).

Figure 2.3 shows examples of full-bodied and token U.S. coins. The top portion shows
the front side (obverse) of the peace-type dollar and the Franklin half-dollar. The peace-type
dollar was produced from 1921 to 1935. The Franklin half-dollar, produced from 1948 to
1963, contained .36169 ounce of pure silver. Since silver prices had been gradually rising, the
Franklin half-dollar was full-bodied money at a silver price of $1.38 ($.50/.36169). Depend-
ing on the prevailing market price of silver, a silver coin such as the half-dollar could be less
than, greater than, or exactly full-bodied.

The store of value of full-bodied money was reflected in the then-current value of its
precious metal content, and as long as the price of precious metals moved in unison with the
prices of goods and services, this money’s store of value reflected the store of purchasing
power.

Rapidly rising silver prices in the 1960s, however, made silver coins worth more as
melted-down bullion than their face values. As a result, the U.S. government “debased” its
full-bodied money by replacing silver content with copper and nickel. Coins with face values
higher than the value of their metal content are called token coins. The bottom portion of
Figure 2.3 shows two copper-nickel—clad (token) U.S. coins. The Eisenhower dollar was min-
ted from 1971 to 1978. Kennedy half-dollars were full-bodied coins in 1964, were changed
to silver-clad (reduced silver content) coins from 1965 to 1970, and have been copper-nickel—
clad coins since 1971.

*The Spanish dollar often was cut into eight pieces or “bits” to make change. Sometimes the U.S. quarter dollar is
referred to as “two bits.” This term originated from cutting the Spanish dollar into “pieces of eight.”
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Two Full-Bodied Coins
[Face value and silver metal content were equal when coin was issued]

Peace Type Dollar Franklin Half Dollar
(issued 1921-35) (issued 1943-63)
[contains .77344 [contains .36169

ounces of silver] ounces of silver]

Two Token Coins
[Face value much greater than metal (no silver) content]

Eisenhower Dollar Kennedy Half Dollar
(issued 1971-78) (issued 1971—present)
[contains only [contains only

copper and nickel] copper and nickel]

GIETIEE] Examples of Full-Bodied and Token (Copper-Nickel-Clad) U.S. Coins

The production of gold coins began in 1795 with the $5 and $10 coins. The issuance of
full-bodied gold dollars was authorized in 1849, and production continued through 1889. For
several decades, the value of a U.S. dollar was expressed both in terms of silver and gold. All
gold coin production was stopped in 1933, and in 1934 U.S. citizens were prohibited from
holding monetary gold in the United States. This restriction was extended in 1961 to gold held
abroad by U.S. citizens. All restrictions on holding gold in money form were removed in 1975.

Paper Currency The evolution and use of paper currency in the United States have been
characterized by a very erratic history. While some paper money was issued by individual
colonies, the first effort of a government to issue paper money occurred when the Continental
Congress authorized the issuance of notes called Continentals to finance the Revolutionary
War. While these notes were denominated in dollars, they had no backing in either silver or
gold. Rather, they were backed only by possible future tax revenues to be gathered when the
colonies became independent. As you might guess, the Continentals soon became worthless.
This led to a long period of distrust of paper money. After a brief experience with two national
banks, American banking went through a period of no federal regulation and nonuniformity
in operating laws. State-chartered banks issued their own paper currency almost at will and in
many cases with no or little backing of their notes with gold or silver deposits.’

By 1865, it was estimated that about one-third of the circulating paper currency was counterfeit. As a result, the U.S.
Treasury established the U.S. Secret Service to control counterfeiting activities.

29
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representative full-bodied
money paper money fully backed
by a precious metal

fiat money paper money
proclaimed to be legal tender by the
government for making payments
and discharging public and private
debts

Paper money may be either representative full-bodied money or fiat money. Repre-
sentative full-bodied money is paper money that is backed by an amount of precious metal
equal in value to the face amount of the paper money. The U.S. government has issued two
types of representative full-bodied money. Gold certificates were issued from 1865 through
1928. Since they could be redeemed for gold with a value equal to the paper currency’s face
amount, they were “as good as gold.” However, since most gold certificates were issued in
large denominations, they were not intended to be used in general circulation but rather to
settle institutional gold accounts. The issuance of silver certificates was authorized beginning
in 1878. A switch to “small-size” silver certificates occurred in 1929, and they continued to be
issued and used through 1963.

Figure 2.4 shows examples of full-bodied and fiat U.S. paper currency. The top portion
shows a silver certificate. These certificates could be exchanged for silver dollars or silver bul-
lion when presented to the U.S. Treasury. Of course, like full-bodied silver coins, these silver
certificates became worth more in terms of the bullion value of silver relative to their face val-
ues as silver prices began climbing in the 1960s. As a result, redemption of silver certificates
in silver dollars was halted in 1964 by the U.S. government, and in 1968 redemption in silver
bullion also was stopped.

Today, almost all paper money in circulation is in the form of Federal Reserve Notes,
which were authorized under the Federal Reserve Act of 1913. The bottom portion of Fig-
ure 2.4 shows a Federal Reserve Note. These notes, which are not backed by either gold or
silver, are called fiat money because the government decreed the notes to be “legal tender”

Representative Full-Bodied Paper Currency
[Face value and silver metal “backing” were equal when the bill was issued]
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Silver Certificate (small size issued 1929-63)
[exchangeable for silver dollars or silver bullion equal to face amount]

Fiat Paper Currency
[No “backing” with silver (or other precious metal) deposits]
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Federal Reserve Note (small size issued 1929—present)
[U.S. government states on each note: “This note is legal tender for all debts, public and private”]

m Examples of Representative Full-Bodied and Fiat U.S. Paper Currency
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for purposes of making payments and discharging public and private debts. Of course, the
copper-nickel—clad, or token, coins of today are also fiat money because their metal content
values are less than their face values.

The reliance on the use of fiat money can be problematic. First, fiat money generally
becomes worthless if the issuing government fails. As an example, Confederate currency was
issued during the U.S. Civil War. However, when the Confederacy lost the war, this fiat money
became worthless. Second, since there is no required backing in gold or silver, it is relatively
easy to issue more and more fiat money. Issuing too much money can, in turn, lead to rising
prices and a lack of confidence in the government. An effective monetary system with a strong
central bank and prudent policy makers are needed when a financial system relies on fiat
money to carry out its transactions.

Several major changes in Federal Reserve Notes have taken place over time. In 1929, the
size of the notes was reduced about 30 percent, from large notes (7.42 inches by 3.13 inches)
to small notes (6.14 inches by 2.61 inches). This change made production less expensive and
made it easier to handle and less costly to store and transfer paper money. Figure 2.5 shows
the old and current design of the $20 U.S. Federal Reserve Note. The “small portrait” $20 note
is shown in the top portion of the figure.

When it comes to money, how individuals “behave” ranges from exhibiting high
ethical standards down to deceit, fraud, and counterfeiting. How you acquire and deal with
money affects your reputation. Individuals who work hard, follow the law, and treat other
individuals they are involved with in money transactions fairly and honestly are able to find
success, accumulate wealth, and build high-quality reputations. However, probably almost

Old Design $20 Bill
[Relatively easy to copy and counterfeit]

THIS NOTE IS LEGAL TENDER
FOR ALL DEBTS, PUBLIC AND PRIVATE

Old Design $20 Federal Reserve Note (small size issued 1929-97)

Current Design $20 Bill
[More difficult to copy and counterfeit]
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Current Design $20 Federal Reserve Note (issued beginning in 2003)

m Old and Current Designs of the $20 U.S. Federal Reserve Note
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credit money money backed by
the creditworthiness of the issuer

deposit money money backed
by the creditworthiness of the
depository institution that issued
the deposit

from the origins of money creation, there have been individuals driven by greed who have
engaged in counterfeiting activities to illegally obtain money rather than work for it. It is
difficult for most of us to understand such extreme unethical behavior, which typically results
in getting caught, serving prison time, and destroying reputations of those involved.

Unfortunately, attempts to counterfeit U.S. currencies represent a big illegal business for
some individuals and organizations. Furthermore, the ability to counterfeit currency has been
aided in recent years by the introduction of high-quality color copiers. To thwart counterfeit-
ing efforts, the U.S. Treasury Department’s Bureau of Engraving and Printing has developed
new currency designs in recent years. A new series of notes that made use of microprinting
and an embedded security strip was introduced in 1990 to improve security and to make coun-
terfeiting more difficult. A more complete design change began with the $100 “large-portrait”
bill in 1996. Large-portrait $50 bills were introduced in 1997, and $20 bills were placed in
circulation in 1998. New $5 and $10 bills were introduced in 2000 so that today only the $1
bill continues to use the small-portrait format.

Further currency design changes were implemented in 2003. The bottom portion of
Figure 2.5 shows the most recent large-portrait $20 bill, which still features Andrew Jackson.
In the 1998 version, the larger portrait was for the first time placed off-center to allow the
inclusion of a watermark that is visible from both sides when held up against a light. The bill
contains a vertically embedded security thread, which glows red when exposed to ultraviolet
light, at the far left of the portrait. Color-shifting ink, fine line printing, and microprinting
were added. In the 2003 version, U.S. currency began taking on added colors. Peach and light
blue hues were added to the previous green-and-black bills. Other changes included removing
the circle around Andrew Jackson’s head and adding a faded bald eagle to the left of the por-
trait and the words “Twenty USA” and “USA Twenty” to the right of the portrait.

These anti-counterfeiting efforts, while very costly, are essential to maintaining the pub-
lic’s trust and confidence in fiat money. Of course, it is important to remember that even
though the appearance of U.S. paper money may be changing, the government honors all
previously issued U.S. paper currency at full face value. There is no requirement or time limit
for exchanging old notes for new ones. Old notes continue to remain in circulation until depos-
itory institutions return them to the Fed to be retired.

LEARNING ACTIVITY

Go to the U.S. Treasury website, http://www.treas.gov. Go to ‘““Services,” and click on
“Coins and currency.” Then click on “Bureau of Engraving and Printing.” Find recent
information on redesigned currency.

Credit Money and Deposit Money

Credit money is money backed by the creditworthiness of the issuer. Recall that paper cur-
rency issued in the United States is called fiat money because the government proclaimed
the currency to be legal tender for purposes of making payments and discharging public and
private debts. Fiat money is a form of credit money.

The use of physical (coin and currency) money to complete transactions can be costly and
inefficient if large amounts and/or long distances are involved. As a result of these constraints
on the use of physical money, along with concerns over confidence in the banking system, a
special type of credit money called deposit money has grown readily in importance in the U.S.
monetary system. Deposit money is backed by the creditworthiness of the depository institu-
tion that issued the deposit. While deposit money is a form of credit money, it is not fiat money
in that it has not been proclaimed by be legal tender by the government for payment of debts.

Deposit money takes the form of demand deposits held at commercial banks, or other
checkable deposits held at S&Ls, savings banks, and credit unions. A demand deposit gets its
name from the fact that the owner of a deposit account “demands” that all or a portion of the
amount in his or her demand deposit account be transferred to another individual or organiza-
tion. Checks or drafts have traditionally been used to transfer demand deposit or other check-
able deposit amounts. Let’s return to our example in which the ABC business firm deposits
$1,000 at First Bank to set up a $1,000 demand deposit account in ABC’s name. ABC then
writes a $1,000 check against its deposit account and sends the check to an equipment man-
ufacturer as payment for purchase of equipment. The equipment manufacturer deposits the
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Personal Financial Planning

Local Currency: Another Form of Savings and
Spending Power

The monetary system has evolved from barter of goods and ser-
vices to today’s credit money. Money is a means to facilitate
exchange. Rather than carpenter Jim trading a chair for new shirts
sewn by seamstress Jane, Jim and Jane use Federal Reserve Notes
to buy chairs and shirts from each other.

Some areas of the United States have two monetary systems.
About 30 cities and towns print their own versions of money used
for transactions within a locality. One reason communities do so is
to keep money in the community. For example, local currency cir-
culates in Ithaca, New York; Madison, Wisconsin; Takoma Park,
Maryland; Detroit, Michigan; Austin, Texas; and Waldo County,
Maine. Such currency is legal, but it must be printed in a size that
is smaller than the U.S. $1 bill and issued in denominations of at
least $1.

Ithaca’s local currency is denominated in Ithaca Hours; each
Hour is worth about $10, the area’s average hourly wage. Denom-
inations range from one-eighth of an Hour up to two Hours. Since it
started in 1991, Hours have been earned and spent by 1,500 people
and are accepted by 300 businesses. Most stores accept them only
as partial payment for goods; they require the balance to be paid in
U.S. currency. An advisory board oversees the supply of Hours.

The idea of local currency in the United States is not new; it
has a long history. You may have experience with traveler’s checks;
they also are a form of private currency. One purchases traveler’s
checks with cash, and the checks can then be used as currency
because they represent this cash. The recognizable name and good
credit of the issuer (e.g., American Express or Thomas Cook),
rather than that of the individual making the payment, guarantees
the value of the checks. Since lost or stolen traveler’s checks can be
reported, payment stopped, and new checks issued in their place,
they provide users with a level of safety not available with cash.

check in its own demand deposit account in a bank (e.g., Last Bank). The check then must be
processed and cleared through the banking system, either with or without the assistance of the
Fed. That is, it must be returned to First Bank, which will pay the check amount to Last Bank
and deduct $1,000 from the business firm’s demand deposit account at First Bank. To aid and
speed the clearing process, copies of checks can be sent electronically rather than having to
wait for actual paper checks to be delivered.

The use of electronic ways to transfer funds held in demand and other checkable deposit
accounts continues to increase and replace the use of more costly and time consuming paper
checks. Automatic transfer service (ATS) accounts are used to make direct deposits to and
payments from checkable deposit accounts. Employers often have their employees’ wages
deposited directly in their employees’ checking accounts, rather than issuing payroll checks.
Electronic funds transfers for payment of utility bills, mortgage loans, credit card balances,
and so forth, are increasingly common.

Debit cards provide for the immediate direct transfer of deposit amounts. For example,
when a debit card is used to purchase merchandise at a retailer’s point-of-sale (POS) cash
register or from their Internet sites, the card holder’s bank transfers the designated amount from
the purchaser’s demand account to the retailer’s account. Debit cards also are used to make
cash withdrawals from automated teller machines (ATMs). When cash is dispersed, the user’s
demand deposit account’s balance is immediately reduced by the amount of cash withdrawn.

A number of firms have recently introduced digital and mobile payments systems designed
to provide more efficient online and POS experiences. Examples are Apple Pay, PayPal, and
Square. The impact will be continued movement toward the use of less physical money and a
cashless, or cash-free, monetary system.

DISCUSSION QUESTION 2

U.S. paper currency in the form of Federal Reserve Notes is no longer backed by silver
or gold. Are you concerned?

26 Money Market Securities

As noted in Chapter 1, Money markets are the markets where debt securities with maturities
of one year or less are originated (primary markets) or traded (secondary markets). Money
market securities are debt instruments or securities with maturities of one year or less. In
general, money market securities have low default risk and high liquidity. That is, issuers are

automatic transfer service (ATS)
accounts provide for direct
deposits to, and payments from,
checkable deposit accounts

debit cards provide for immediate
direct transfer of deposit amounts

money market securities debt
securities with maturities of one
year or less
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Treasury bill short-term debt
obligation issued by the U.S. federal
government

commercial paper short-term
unsecured promissory note issued
by a high credit—quality corporation

negotiable certificate of deposit
(negotiable CD) short-term debt
instrument issued by depository
institutions that can be traded in the
secondary money markets

banker’s acceptance promise
of future payment issued by an
importing firm and guaranteed
by a bank

Type
Treasury bills

Typical
Maturities

91 days to 1 year

Issuers

U.S. government

Investors

Individuals,
business firms,
and institutions

Secondary
Market

High activity

Commercial paper

1 day to 9 months

Business firms
and institutions

Business firms
and institutions

Moderate
activity

Negotiable certi- Up to 1 year Depository Business firms Low activity
ficates of deposit institutions
(Negotiable CDs)

Banker’s Up to six months  Banks Business firms High activity
acceptances

Repurchase Up to 1 year Business firms Business firms No market
agreements and institutions and institutions

Federal funds 1 day to 1 week Depository Depository No market

institutions institutions

m Major Money Market Securities

expected to meet their debt obligations when due, and short maturities and secondary markets
for many of these securities allow them to be sold with little loss of value.

Figure 2.6 identifies characteristics of major money market securities. A Treasury bill
is a short-term debt obligation issued by the U.S. federal government to meet its short-term
borrowing needs when imbalances exist between tax revenues and government expenditures.
Treasury bills are generally issued with maturities between three months (technically, 90 days)
and one year. Investors buy Treasury bills for safety and liquidity reasons. First, it is extremely
unlikely that the federal government will default on its debt obligations. Second, there is an
active secondary money market for Treasury bills, so investors can easily sell them at any time
before maturity if cash needs arise.

Businesses often find it necessary to borrow in the short-term to meet temporary imbal-
ances between when cash is received from sales and when bills must be paid. Commercial
paper is a short-term unsecured promissory note issued by a high credit—quality corporation.
Maturities on commercial paper are generally one to three months in length. However, since
there is an active secondary money market for commercial paper, purchasers can easily sell
their commercial paper holdings at any time to meet their cash needs.

A negotiable certificate of deposit (negotiable CD) is a short-term debt instrument
issued by depository institutions to individual or institutional depositors. Negotiable certificates
of deposit are issued by commercial banks in denominations of $100,000 or more with typical
maturities ranging from one month to one year. Negotiable CDs are money market securities
with an active secondary market that allows short-term investors to easily match their cash or
liquidity needs when they arise. It is important, of course, to recognize that negotiable CDs
differ from smaller-denomination CD time deposits offered by depository institutions to indi-
vidual depositors. Small-deposit CDs are nonnegotiable and must be redeemed with the issuer,
and thus no secondary securities market exists for them. In fact, owners of nonnegotiable CDs
redeemed before maturity usually are charged an interest deduction penalty.

A banker’s acceptance is a promise of future payment issued by a firm and guaranteed
by a bank. Banker’s acceptances are used to finance international trade and, typically, have
maturities from one to six months. For example, a U.S. exporter that is sending goods to an
importer in a foreign country may not know the credit quality of the importer. To facilitate
the transaction, a bank may be asked to guarantee payment of the “draft” or bill for the goods,
which will be due at a future date. The “accepted” draft is sent to the exporter. The importer
pays the amount of the draft, plus a fee for the guarantee, to the bank when due.

The bank, in turn, pays the exporter or whoever is holding the draft at the time of matur-
ity. Exporters often sell their banker’s acceptances at a discount to obtain cash prior to the due



2.7 Measures of the U.S. Money Supply 35

date. There is a very active secondary market for banker’s acceptances, with other business
firms often buying banker’s acceptances as a source of low default risk, high liquidity short-
term investments. We will discuss the process of conducting international trade in greater
detail in Chapter 6.

A repurchase agreement is a short-term debt security sold by a business firm or fin- repurchase agreement short-
ancial institution to another business or institution, where the seller agrees to repurchase the  term debt security where the seller
security at a specified price and date. Repurchase agreements may be as short as one day agrees to repurchase the security at
or involve several months. Most repurchase agreements utilize Treasury bills but may also a specified price and date
include commercial paper or negotiable certificates of deposit.

Brokers and dealers, through an electronic network, facilitate the bringing together of
organizations with excess funds and those in need of funds. Since cash receipts relative to
cash expenditures can change almost daily for business firms, a firm might be a seller of a
repurchase agreement at one time and a buyer of a repurchase agreement at another time. No
secondary market exists for repurchase agreements.

Federal funds are very short-term loans, usually with maturities of one day to one week  federal funds very short-term
made between depository institutions. For example, a commercial bank with excess funds may loans between depository
make a short-term loan to another depository institution with a shortage of funds. The interest ~ institutions with excess funds and
rate on federal funds is determined by supply and demand for very short-term loans by banks. those with a need for funds
The Federal Reserve, as we will see in Chapters 4 and 5, can directly influence the federal
funds rate as it carries out monetary policy.

Federal funds brokers bring together banks who want to purchase federal funds with those
who want to sell funds. Transactions typically start at $5 million, with the interbank loan
volume being in the billions of dollars. There is no secondary market for federal funds due
to their extremely short maturities. A one day or overnight loan is highly liquid. While there
is some credit risk concerning the ability of the borrowing depository institution to repay the
loan, very short maturities also mitigate such risk.

27 Measures of the U.S. Money Supply

Now that we have a basic understanding how money developed in the United States, it is
time to examine how the money supply or “stock” is measured today. Since we are trying
to “count” the money supply in the financial system as of a point in time, this can also be
viewed as the amount of money stock on a particular date. We will start with a narrow
definition of the money supply referred to as M1 and then consider M2, which is a broader
definition.

M1 Money Supply

As noted, the basic function of money is that it must be acceptable as a medium of exchange.

The M1 definition of the money supply includes only types of money that meet this basic func-

tion. More specifically, the M1 money supply consists of currency, traveler’s checks, demand M1 money supply consists of
deposits, and other checkable deposits at depository institutions. For December, 2015, the  currency, travelers’ checks, demand
Fed reported the not-seasonally adjusted M1 and its four components, as follows (see: www. deposits, and other checkable
federalreserve.gov/releases/h6/current). deposits

M1 Component $Billions Percentage
Currency 1340.2 42.6
Traveler’s checks 2.5 1
Demand deposits 1281.7 40.7
Other checkable deposits 523.0 16.6

Total M1 3063.6 100.0
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M2 money supply MI plus highly
liquid financial assets, including
savings accounts, small time
deposits, and retail money market
mutual funds

All four components are types of credit money. Currency is U.S. physical money in the
form of coins and paper currency. The coins are token money, and the paper currency is fiat
money in the form of Federal Reserve Notes. However, U.S. currency (both coins and paper
money) is readily accepted for making payments and retiring debts and, thus, serves as an
important medium of exchange. Currency comprises nearly 43 percent of the M1 money sup-
ply. Traveler’s checks, offered by banks and other organizations, promise to pay on demand the
face amounts of the checks with their acceptance based on the creditworthiness of the issuer.
Since traveler’s checks are a widely accepted medium of exchange, they qualify as a compon-
ent of the M1 money supply. Even so, their relative importance is small, as indicated by the
fact that they represent substantially less than 1 percent of the M1 total.

As noted, demand deposits (checking accounts) at commercial banks, and other check-
able deposits at savings and loan associations (S&Ls), savings banks, and credit unions, also
are considered to be credit money, since these deposits are backed solely by the creditworthi-
ness of the issuing institutions when checks are presented for collection. Demand deposits at
commercial banks account for over 40 percent of the money supply. Other checkable deposits
represent over 16 percent of M1 and include automatic transfer service (ATS) accounts and
negotiable order of withdrawal (NOW) accounts at depository institutions; credit union share
draft accounts; and demand deposits at S&Ls, credit unions, and savings banks.

Taken together, demand deposit and other checkable deposit accounts comprise a little
less than half of the M1 money supply. This high percentage shows the importance of the
banking system and its money-creating function within the monetary system and in terms of
the broader U.S. financial system.

Before moving to a broader definition of the money supply, we should point out some
of the adjustments or exclusions that take place when estimating the M1 money supply, or
stock. M1 measures transaction balances. These are sums of money that can be spent without
first converting them to some other asset and that are held for anticipated or unanticipated
purchases or payments in the immediate future. Essentially, only those amounts that represent
the purchasing power of units in the U.S. economy other than the federal government are
counted. Specifically excluded from M1 is currency in the vaults of depository institutions or
held by the Fed and the U.S. Treasury. Demand deposits owed to depository institutions, the
federal government, and foreign banks and governments also are excluded. Adjustment is also
made to avoid double-counting checks being processed. The vault cash and deposits belonging
to depository institutions do not represent purchasing power and, therefore, are not money.
However, they serve as reserves, an important element of our financial system that will be
discussed in the next several chapters.

M2 Money Supply

The Fed’s second definition of the money stock, M2, is a broader measure than M1 because it
emphasizes money as a store of value in addition to its function as a medium of exchange. In
general terms, the M2 money supply includes M1 plus highly liquid financial assets, includ-
ing savings accounts, small time deposits, and retail money market mutual funds. Most of the
financial assets added to M2 provide their owners with a higher rate of return than would M1
components. More specifically, M2 adds to M1 savings deposits (including money market
deposit accounts), small-denomination time deposits (under $100,000) less individual retire-
ment account (IRA) and Keogh account balances at depository institutions, plus balances in
retail money market mutual funds (MMMFs) less IRA and Keogh balances at money market
mutual funds.

As of December, 2015, the Fed reported M2 at $12,425.0 billion, which is about four times
the size of M 1. Some of the owners of the assets included in M2 hold them as long-term savings
instruments. Other individuals and firms hold these M2-specific assets even though they plan
to spend the funds within a few days, because the assets are very liquid. M1, thus, understates
purchasing power by the amount of these M2 balances held for transaction purposes.

The components of M2 illustrate the difficulties the Fed has faced in drawing the bound-
aries of these definitions. For example, money market deposit accounts (MMDAS) provide
check-writing privileges and can, therefore, be used for transaction purposes. Some analysts
argue on this basis that MMDA balances should be a part of M 1. The Fed has included MMDA
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balances in M2, but not in M1, because MMDAs are different from traditional money com-
ponents and because MMDA s seem to be used more as savings instruments than as transaction
balances. On the other hand, it can be argued that small time deposits should be excluded
from M2 because they are not, in practice, very liquid. Small time-deposit holders, who wish
to cash them in before maturity, are penalized by having to forfeit some of the interest they
have earned. However, small time deposits are included because they are considered to be
close substitutes for some of the other savings instruments included in M2. Savings deposits,
including MMDA:, at depository institutions are greater than the M1 total.

Money market mutual funds (MMMFs) issue shares to customers and invest the pro- money market mutual funds
ceeds in highly liquid, very short maturity, interest-bearing debt instruments called money =~ (MMMFs) issue shares to
market investments. MMMFs get their name from the type of investments they make. The  customers and invest the proceeds
nature of their investments, coupled with payment of interest daily, keeps MMMF shares m‘hlgl_ﬂy l_qu1d" Ver}" short
valued at $1. Many MMMFs allow shareholders to write checks against their accounts. When fﬁ:::j;;};nlg terest-bearing debt
checks are cleared and presented to the MMMEF for payment, the number of shares owned
by the shareholder is reduced accordingly. This process, of course, is very similar to writing
checks against checkable deposits held at depository institutions. However, rather than includ-
ing retail MMMF balances in M1, the Fed decided that consumers use the accounts more as a
store of purchasing power and less as a medium of exchange.

Exclusions from the Money Supply

The Fed excludes certain stores of value and borrowings from its money supply definitions.
For example, stock and bond mutual funds held by individuals represent stores of value, and
some even permit limited check writing against these accounts. However, because the value of
shares in these funds often fluctuates widely and individuals may hold these security invest-
ments for a long time, the Fed does not consider these to be part of the money supply.

Credit cards provide predetermined credit limits to consumers at the time the cards are credit cards provide

issued. No checkable or other deposits are established at the time of issue. Thus, neither credit ~ predetermined credit limits to
card limits nor outstanding balances are part of the money supply. Rather, credit cards just ~ consumers when the cards are
allow their holders to borrow up to a predetermined limit. However, the use of credit cards can 55/
affect the rate of turnover of the money supply and may contribute to money supply expansion.
If credit card borrowing stimulates the demand for goods and services, a given money supply
can support a higher level of economic activity. We will explore the relationship between
money supply and economic activity in the next section. Also, when you use your credit card
to purchase a product for, say, $50 at a retailer, the bank that issued the credit card lends you
$50 and increases the retailer’s demand deposit account by $50. As your credit card balance
increases as you purchase goods and services on credit, the checkable deposit accounts of
those who sold the goods and services also increase. Of course, users of credit cards must
eventually pay off their debts.

LEARNING ACTIVITY

1. Go to the Federal Reserve Bank of St. Louis website, http://www.stlouisfed.org,
access the Federal Reserve Economic Database (FRED) and find information on the
current money supply. Determine the current size of M1 and its four components,
along with the size of M2.

2. Go to the Federal Reserve Bank of San Francisco’s website, http://www.frbsf.org.
Go to the “Cash” tab and find information on consumer use of cash, debit cards,
and credit cards.

28 Money Supply and Economic Activity

Many economists believe that money supply matters when they try to manage economic activ-
ity. They have observed that economic activity, money supply, and the price levels of goods
and services generally move together over time. However, economists disagree as to how these
relationships are to be explained.
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gross domestic product (GDP) a
measure of the output of goods and
services in an economy

velocity of money the rate of
circulation of the money supply

The output of goods and services in the economy is referred to as the gross domestic
product (GDP). Since we typically measure output in current dollars, we are measuring
“nominal” GDP. Some economists, called monetarists, believe that the amount of money
in circulation determines the level of GDP or economic activity. If we divide GDP by the
money supply (MS), we get the number of times the money supply turns over to produce GDP.
Economists refer to the turnover of money as the velocity of money. More specifically, the
velocity of money measures the rate of circulation of the money supply. For example, if the
annual GDP is $15 million and the MS is $5 million, the velocity of money (VM) is three
times (i.e., $15 million/$5 million). In alternative form, we can say that,

MS x VM = GDP 2.1
For our example, we have,
$5 million X 3 = $15 million

Economists also express nominal GDP as being equal to real output (RO) times the price
level (PL) of goods and services, or,

RO x PL = GDP 2.2)

For example, if the real output in the economy is 150,000 products and the average price is $100,
the GDP is $15 million (i.e., 150,000 x $100). Putting these two equations together, we have,

MS x VM =RO x PL 2.3)

An increase in the money supply and/or velocity causes nominal GDP to increase. And,
for nominal GDP to increase, real output and/or price levels must increase. For example, let’s
assume the money supply increases by 10 percent, or $500,000, to $5.5 million while the
velocity stays at three times. Nominal GDP will increase to,

$5.5 million X 3 = $16.5 million

Since GDP equals RO X PL, some change in real output or price level (or a combination of
the two) needs to take place. One possibility is for real output to increase by 15,000 products
or units to 165,000 with no change in prices. GDP then would be,

165,000 units x $100 = $16.5 million

Monetarists also believe that when the money supply exceeds the amount of money deman-
ded, the public will spend more rapidly, causing real economic activity or prices to rise. A too-
rapid rate of growth in the money supply will, ultimately, result in rising prices or inflation,
because excess money will be used to bid up the prices of existing goods. Recall that inflation
is an increase in the prices of goods and services that is not offset by increases in their qual-
ity. Because of the difficulty in measuring changes in quality, a more operational definition
of inflation is a continuing rise in prices. For example, instead of the $1.5 million increase
in GDP from $15 million to $16.5 million being due to a 10 percent increase in the money
supply, the increase might have been due solely to inflation. Let’s assume that the quantity of
products sold remains at the original 150,000-unit level but that the average price increases by
10 percent to $110. GDP would be calculated as,

150,000 units X $110 = $16.5 million

Of course, there could be almost unlimited combinations of real outputs and price levels,
including reducing one of the variables that could produce the same new GDP.

Other economists, called Keynesians in honor of John Maynard Keynes, believe that a
change in the money supply has a less-direct relationship with GDP. They argue that a change
in money supply first causes a change in interest rate levels, which, in turn, alters the demand
for goods and services. For example, an increase in the money supply might cause interest
rates to fall (at least initially) because more money is being supplied than is being demanded.
Lower interest rates, in turn, will lead to an increase in consumption and/or investment spend-
ing, causing the GDP to grow." In contrast, a decrease in the money supply will likely cause

*If the increase in money supply leads to price level increases (inflation), nominal interest rates that include inflation
expectations might actually increase. We will cover the determinants of market interest rates in Chapter 8.



interest rates to rise. As a result, the GDP will grow more slowly or even decline, depending
on how the higher interest rates affect consumption and spending decisions.

As you might guess, it is not possible to say that one group of economists (monetarists or
Keynesians) is right and the other is wrong. The ability to identify relationships among GDP,
money supply, and price levels has been complicated by the fact that the velocity of money
has increased and the various measures of the money supply have grown at different rates. M 1
velocity has increased as credit card usage has replaced the more traditional use of currency
and deposit money when purchasing goods and services. The velocity of M1 money also has
increased as the public has made more use of money market mutual funds and other liquid
accounts that serve as stores of value relative to their usage of traditional deposit money in
demand and other checkable accounts.

Recent developments have made it difficult to interpret the near-term impact of changes
in the money supply. Decreasing regulation and increasing competition among financial insti-
tutions have led to changes in the types of deposit money that individuals use for medium of
exchange purposes. Likewise, there are ongoing changes in how individuals use “near cash”
accounts for store of value purposes. Thus, recent changes in growth rates for different defin-
itions of the money supply reflect in part changes in how individuals pay bills and store pur-
chasing power. This is one reason why the Fed simultaneously keeps track of more than one
measure of the money supply.

Some economists believe that there is a “psychological” factor that impacts the relationship
between money supply and economic activity. The action of increasing the money supply does
not automatically result in higher GDP. Businesses and individuals may choose not to borrow
low-cost funds due to perceived uncertainty about future economic conditions. Some view the
practice of increasing the money supply and liquidity akin to “trying to push on a string” in terms
of increased economic activity. If businesses and individuals choose not to increase their invest-
ments and expenditures, the link between money supply and GDP may be difficult to observe.

As a result of the economic downturn in 2001 and the September 11, 2001, terrorist
attacks, the Federal Reserve moved to maintain financial liquidity through continued increases
in M1 and M2 and by lowering federal funds rates to historically low levels. Continued mone-
tary easing occurred during the latter-half of the decade of the 2000s in response to the 2007-08
financial crisis and the 2008-09 Great Recession. We will explore how the Fed administers
monetary policy in our dynamic and complex financial system in Chapters 4 and 5.

DISCUSSION QUESTION 3

Some economists believe that an increase in the money supply will lead to inflation. Do
you agree?

LEARNING ACTIVITY

Go to the Federal Reserve Bank of St. Louis website, http://www.stlouisfed.org, and
access the FRED database. Find the current size of the M1 money supply and the annual
gross domestic product (GDP), and then calculate the velocity of money.

29 |nternational Monetary System

The international monetary system was historically tied to the gold standard. An inter-
national gold standard was used to conduct most international trade during the latter part
of the 1800s and the early part of the 1900s. However, a breakdown in the gold standard
occurred during World War I, and less-formal exchange systems continued during the world-
wide depression of the 1930s and during World War II.

In 1944, many of the world’s economic powers met at Bretton Woods, New Hampshire.
They agreed to an international monetary system tied to the U.S. dollar or gold via fixed or
pegged exchange rates. One ounce of gold was set equal to $35. Each participating country
then had its currency pegged to either gold or the U.S. dollar. This system of fixed exchange
rates became known as the Bretton Woods system and was maintained until March 1973 when
major currencies were allowed to float against each other. The result was a flexible, or floating,
exchange rate system. While free market forces are allowed to operate today, central monetary
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currency exchange rate value of
one currency relative to another

euro a single currency that has
replaced the individual currencies
of a group of European countries

digital currency electronic
money that serves as a medium of
exchange for making payments

bitcoin decentralized digital
currency without government
credit-backing and no central
control over the supply of bitcoins

authorities attempt to intervene in exchange markets when they believe that exchange rates
between two currencies are harming world trade and the global economy. This actually makes
the current international monetary system a managed floating exchange rate system.

Virtually all international transactions now involve the exchange of currencies or check-
able deposits denominated in various currencies. Exchanges occur either for goods and ser-
vices, for financial claims, or for other currencies. A currency exchange rate reflects the value
of one currency relative to another. The relationship between currencies depends on both the
supply and demand for each currency relative to the other. The supply of a currency in interna-
tional markets depends largely on the imports of the issuing country; that is, how much of its
currency the country spends in world markets. Demand for a currency depends on the amount
of exports that currency will buy from the issuing country. Demand also depends on the confi-
dence of market participants in the restraint and stability of the monetary authority issuing the
currency. If demand for a particular currency falls relative to its supply, then the exchange rate
falls and the international purchasing power of that nation’s money supply drops. Domestic
inflation, political instability, or an excess of imports over exports can cause one currency to
decline relative to another currency. If a currency is widely accepted, the demand for it may be
increased by the desire of people worldwide to hold it as an international medium of exchange.
Such is the case of the U.S. dollar, which is widely held internationally because of its general
acceptance and ability to hold its value. International finance is discussed in detail in Chapter 6.

A major international development occurred when 11 countries of the 15-member
European Union, which met necessary economic and financial qualifications, agreed to give
up their individual currencies and adopt a unified currency called the euro beginning on
January 1, 1999. For example, the French gave up the franc, the Germans the mark, and the
Italians the lira. Greece qualified in 2000 and was admitted as the twelfth euro-member coun-
try in 2001. Official implementation of the euro began on January 1, 2002. It is interesting
to note that all members of the European Union do not currently use the euro, either because
they have chosen to keep their own national currencies or because they do not qualify for
adoption due to fiscal deficit and other constraints. The creation of the euro was accompanied
by the formation of the European Central Bank, which replaces the central banks of each of
the participating countries.

Although our focus is on the U.S. monetary system, we operate in a global economy. Thus,
we must interact with other monetary systems, and a change in either the European Union or
Japanese monetary systems will directly affect the U.S. monetary system. For example, when
the European Central Bank increases interest rates in the European Union, the value of the
U.S. dollar weakens relative to the euro. This increases the cost of products imported into the
United States unless the Federal Reserve takes countering actions.

A growing interest in the use of digital currencies is worth watching. Digital currency is
electronic money that serves as a medium of exchange like physical money to make payments
for goods and services. “Centralized” digital currency is backed by the creditworthiness of
a government issuer along with a central bank that controls the supply of the currency. For
example, electronic money in the U.S. is denominated in dollars backed by the creditwor-
thiness of the government with the Fed controlling the money supply. Electronic money in
European and other developed countries also takes the form of centralized digital currency. In
contrast, bitcoin is a “decentralized” digital currency that was introduced in 2009 as an online
payment system. The bitcoin system is not based on the creditworthiness of the issuer and
there is no central control of the supply of bitcoins. The inability of governments to regulate
and control the amount of bitcoins, and other similar decentralized digital currencies, is of
concern to central banks and governments throughout the world.

Applying Finance To...

o Institutions and Markets The monetary system is composed of a banks, in the aggregate, help create and transfer money and, thus,
central bank, the Federal Reserve System, and a banking system. In help the monetary system operate efficiently. Other financial insti-
order for the monetary and financial systems to work, money must tutions also help in the savings-investment process, when indi-
be accepted as the medium of exchange by each of us. Commercial vidual savings are pooled and lent or invested in business firms.



Occasionally the savings of some individuals are directed to
other individuals who want to purchase homes using mortgage loans.
Individual, institutional, and business savings also may be directed
to help government entities to finance deficits causes by tax revenues
being exceeded by expenditures.

e Investments Money is the fundamental store of wealth. While we
often think of money in terms of coin and currency, the money supply
also includes demand and other checkable deposits. Some definitions
of the money supply also include savings accounts, time deposits, and
money market mutual funds. An individual’s net worth consists of
real assets, such as automobiles and houses, mutual fund shares held,
and holdings of the various types of money, less any debts.

Money markets are where debt securities with maturities of one
year or less are originated and sometimes traded. Major money mar-
ket securities include Treasury bills, commercial paper, negotiable

Summary

LO 2.1 Several developments led to the 2007-2008 financial crisis. A
rapid decline in housing prices led to increased unemployment, first
in housing-related activities and then more broadly. As a result, many
homeowners were forced to default on their home mortgage loans.
The financial crisis was made worse because the downturn occurred
at a time when individuals, financial institutions, and businesses were
heavily in debt.

LO 2.2 Money is transferred from savers to businesses in three ways.
Direct transfers occur when savers purchase a business firm’s securities
from the business firm that issued the securities. Indirect transfers can
involve an investment banking firm that uses money from savers to
purchase a business firm’s securities and then distribute the securities
to savers. Indirect transfers also may be carried out through a finan-
cial intermediary. For example, a financial institution may issue its
own securities to obtain money from savers, and then use the money
to purchase a business firm’s securities.

LO 2.3 The major components of the monetary system include a
central bank (the Fed) and a banking system. The Fed defines and
regulates the money supply, as well as facilitates the transferring of
money through check processing and clearing. An efficient banking
system, creates money, transfers money, provides financial interme-
diation, and processes/clears checks.

LO 2.4 Money is anything generally accepted as a means of pay-
ment for goods, services, and debts. The functions of money include
serving as a medium of exchange, a store of value, and a standard
of value.

LO 2.5 Physical money (coin and currency) in the United States
developed from full backing in gold or silver to token coins or fiat
money. Coins were initially full-bodied money because they con-
tained the same value in metal as their face value. Today, we have
token coins because there face values are higher than the value of
their metal content. Paper money was originally representative
full-bodied money because the money was backed by an amount of
precious metal equal in value to the face amount of the currency.
Today, paper money is not backed by precious metals and is referred
to as fiat money because currency is declared legal tender for pur-
poses of making payments and discharging debts.

LO 2.6 The major types of money market securities are Treasury bills
(short-term debt obligation issued by the government), commercial
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certificates of deposit, banker’s acceptances, repurchase agreements,
and federal funds.

e Financial Management Business firms rely on financial institu-
tions to help them raise funds from the savings of individuals. Busi-
nesses need money to conduct their day-to-day operations and need an
efficient monetary system for collecting funds from customers and for
paying their own bills in a timely fashion. Some businesses make use
of money market securities for short-term investment purposes when
they have surplus funds. Other businesses borrow in the money mar-
kets to help finance their short-term debt needs. Some business firms
issue, while others invest in, commercial paper and repurchase agree-
ments. Other business firms may hold their money market investments
in Treasury bills or negotiable certificates of deposit. While money
market securities are originated in primary markets, some trade actively
in secondary markets.

paper (short-term unsecured promissory note issued by high-quality
corporations), negotiable certificate of deposit (short-term debt
instrument issued by depository institutions), banker’s acceptance
(promise of future payment issued by a firm and guaranteed by a
commercial bank), repurchase agreement (short-term debt security
where the seller agrees to repurchase the security at a specified price
and date), and federal funds (short-term loans typically for one day to
one week made between depository institutions.

LO 2.7 The M1 money supply consists of currency, traveler’s checks,
demand deposits, and other checkable deposits at depository institu-
tions. The M2 money supply definition consists of M1 plus highly
liquid financial assets, including savings accounts, small time depos-
its, and retail money market mutual funds.

LO 2.8 The output of goods and services in the economy is known
as the gross domestic product (GDP). The money supply times the
velocity of money equals GDP. A net increase in the changes in
the money supply and the velocity of money will lead to a higher GDP.
Economists also express GDP as being equal to real output times
the price level. Thus, a larger GDP due to an increase in the money
supply with no change in the velocity of money also means that a
net increase in changes in real output and price level must occur.
Monetarists contend that there is a direct link between the money
supply and gross domestic product (GDP) via the velocity of money.
Keynesians believe the link is less direct because changes in money
supply first affect interest rates, which, in turn, influence GDP through
changes in consumption and investment. Evidence does not indicate
that one group is right and the other is wrong.

LO 2.9 The international monetary system was historically tied to the
gold standard. In 1944, the exchange rates between the currencies of
most industrialized countries were fixed relative to the U.S. dollar or
gold. By early 1973, major currencies were allowed to float against
each other, resulting in a flexible, or floating, exchange rate system.
Another major international monetary system development occurred
when an initial 11 European Union countries agreed to give up their
individual currencies for a unified currency called the euro, begin-
ning January 1, 1999, with monetary policy being administered by
the European Central Bank.
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Key Terms

automatic transfer service (ATS)
accounts

banker’s acceptance

barter
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savings-investment process
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token coins
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debit cards inflation

Review Questions

1. (LO 2.1) Briefly discuss the developments that led to the
2007-2008 financial crisis.

2. (LO 2.2) How do surplus economic units and deficit economic
units differ?

3. (LO 2.2) Describe the three basic ways whereby money is trans-
ferred from savers to business firms.

4. (LO 2.2) Identify economic units in addition to business firms
who might need funds from savers.

5. (LO 2.3) Identify the major participants in the U.S. monetary system.
6. (LO 2.4) Indicate how real assets and financial assets differ.

7. (LO 2.4) Define money and indicate the basic functions of money.
8. (LO 2.4) Describe how an individual’s net worth is determined.

9. (LO 2.5) Briefly describe the development of money, from barter
to the use of precious metals.

10. (LO 2.5) What is the difference between full-bodied money and
token coins?

11. (LO 2.5) Describe how representative full-bodied money and fiat
money differ.

Exercises

1. Match the following money market securities with their issuers.

Issuers

1. depository institutions

2. U.S. government

3. banks

4. business firms and institutions

Securities

a. Treasury bills

b. negotiable CDs

¢. commercial paper
d. banker’s acceptances

2. Match the following money market securities with the level of sec-
ondary market activity.
a. Treasury bills
b. commercial paper
c. federal funds
d. negotiable CDs

1. no activity

2. low activity

3. moderate activity
4. high activity

purchasing power

12. (LO 2.5) What is deposit money and how it is “backed”?
13. (LO 2.5) What are automatic transfer service (ATS) accounts?
14. (LO 2.5) What are debit cards and how are they used?

15. (LO 2.6) Define money market securities and briefly describe the
major types of these securities.

16. (LO 2.7) Describe the M1 definition of the money supply and
indicate the relative significance of the M1 components.

17. (LO 2.7) How does M2 differ from M1? What are money market
mutual funds?

18. (LO 2.8) Briefly describe the monetarists’ view of the relationship
between money supply and economic activity.

19. (LO 2.8) How do Keynesians view the relationship between
money supply and economic activity?

20. (LO 2.9) Briefly describe the development of the international
monetary system.

3. Go to the website of the Federal Reserve Bank of St. Louis at
http://www.stlouisfed.org. Go to “Research and Data” and access the
Federal Reserve Economic Database (FRED). Compare the present
size of M1 and M2 money stock measures with the data presented in
the Measures of the U.S. Money Supply section of this chapter. Also
find the current sizes of these M1 components: currency, travelers’
checks, demand deposits, and other checkable deposits. Express each
component as a percentage of M1 and compare your percentages with
those presented in the chapter.

4. Find several recent issues of Bloomberg Businessweek. Identify art-

icles relating to developments in the U.S. monetary system. Also search
for possible developments occurring in foreign monetary systems.



5. We are faced with ethics decisions involving money almost every
day. For example, we all probably have seen money in the form of
coin or currency lying on the ground or floor somewhere. We also
may have at some time discovered a lost wallet. Should it matter if the
amount of money is small or large? Should it matter if no one else is
around or there is no evidence of who lost the money? Sometimes we
hear the finders-keepers argument being used to rationalize an indi-
vidual’s decision. How would you react to the following scenarios?
a. You are walking down a street and find a dollar bill lying on the
ground. No one else is close by. You consider picking up the dollar,

Problems

1. Determine the size of the M1 money supply using the following
information.

Currency plus Traveler’s checks $25 million

Negotiable CDs $10 million
Demand deposits $13 million
Other checkable deposits $12 million

2. Determine the size of the M1 money supply using the following
information.

Currency $700 billion
Money market mutual funds $2,000 billion
Demand deposits $300 billion
Other checkable deposits $300 billion
Traveler’s checks $10 billion

3. Determine the size of the demand deposits component of the M1
money supply using the following information.

Currency $350 million
Traveler’s checks $10 million

Other checkable deposits $200 million
Small time deposits $100 million
M1 money supply $800 million

4. Following are components of the M1 money supply at the end of
last year. What will be the size of the M1 money supply at the end of
next year if currency grows by 10 percent, demand deposits grow by
5 percent, other checkable deposits grow by 8 percent, and the amount
of traveler’s checks stays the same?

Currency $700 billion
Demand deposits $300 billion
Other checkable deposits $300 billion
Traveler’s checks $10 billion

5. The following information is available to you: travelers’ checks =
$1 million, coin and paper currency = $30 million, repurchase agree-
ments and Eurodollars = $15 million, demand deposits = $25 million,
retail money market mutual funds = $60 million, savings accounts at
depository institutions = $40 million, checkable deposits at deposit-
ory institutions = $35 million, large-denomination time deposits =
$50 million, institutional money market mutual funds = $65 million,
and small-denomination time deposits = $45 million. Using Fed
definitions, determine the dollar sizes of the

a. M1 money supply

b. M2 money supply

6. A country’s gross domestic product (GDP) is $20 billion, and its
money supply (MS) is $5 billion.
a. What is the country’s velocity of money (VM)?
b. If the MS stays at the same level next year while the velocity of
money “turns over” 4.5 times, what would be the level of GDP?
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acknowledging your good luck, and putting it in your pocket. What
would you do?

b. While you are shopping in a grocery store you see a wallet
lying on the floor. You don’t know who dropped the wallet. You
consider holding on to the wallet until you get home and then
search for the owner’s identification so that you might contact
the owner with information that you have the wallet. Alterna-
tively, you could just give the wallet to the store manager. What
would you do?

c. Assume that the VM will turn over 4 times next year. If the
country wants a GDP of $22 billion at the end of next year, what
will have to be the size of the money supply? What percentage
increase in the MS will be necessary to achieve the target GDP?

7. Assume that the real output (RO) for a country is expected to be
2.4 million products.
a. If the price level (PL) is $250 per product, what will be the
amount of the gross national product (GDP)?
b. Now assume that the GDP is projected to be $8 million next
year. What will the PL of the products need to be to reach the GDP
target?
c. Now assume that the RO of 2.4 million products is composed of
equal amounts of two types of products. The first product sells for
$100 each, and the second product sells for $500 each. What will
be the size of the GDP?

8. Assume that a country estimates its M1 money supply at $20 mil-
lion. A broader measure of the money supply, M2, is $50 million. The
country’s gross domestic product is $100 million. Production or real
output for the country is 500,000 units or products.
a. Determine the velocity of money based on the M1 money
supply.
b. Determine the velocity of money based on the M2 money
supply.
c. Determine the average price for the real output.
9. Using the data in Problem 7 along with the monetarists’ view of the
relationship between money supply and GDP, answer the following:
a. If the M1 money supply increases by 10 percent and the M1
velocity of money does not change, what is the expected value of
the GDP for next year?
b. Based on the information from (a), if real output does not change
next year, what is the expected average price for the products?
What percentage change, if any, would take place in the price level?
c. If the M2 money supply decreases by 10 percent and the M2
velocity of money does not change, what is the expected value of
GDP next year?
d. Based on information from (c), if the price level does not change
next year, what is the expected real output in units or products?

10. The following information was gathered for the XYZ economy:
velocity of money = 3.8 times, average price level = $85, and real
output = 10,000 units.
a. What is the nominal GDP for the XYZ economy?
b. What is the size of the money supply for the XYZ economy?
c. If real output increases by 10 percent next year, but the price
level and velocity of money do not change, what money supply
amount will be needed to support this real growth in economic
activity?
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d. What will be the money supply needed to support economic activ-
ity next year if real output increases to 12,000 units, the average price
increases to $90, and velocity increases to four times?

11. The One Product economy, which produces and sells only per-
sonal computers (PCs), expects that it can sell 500 more, or 12,500
PCs, next year. Nominal GDP was $20 million this year, and the
money supply was $7 million. The central bank for the One Product
economy plans to increase the money supply by 10 percent next
year.

a. What was the average selling price for the personal computers

this year?

b. What is the expected average selling price next year for per-

sonal computers if the velocity of money remains at this year’s

turnover rate? What percentage change in price level is expected

to occur?

c. If the objective is to keep the price level the same next year (i.e.,

no inflation), what percentage increase in the money supply should

the central bank plan for?

d. How would your answer in (c) change if the velocity of money is

expected to be three times next year? What is it now?

12. Challenge Problem The following problem requires a basic
knowledge about probabilities and the calculation of expected val-
ues. The problem is more easily solved using Excel spreadsheet
software.

A B C D E Metric
10 20 40 .20

Scenario
Probability .10 Percent
Velocity of money 1.75 2.5 3.0
375 450 500 550

75 90 100

3.5 4.25 Turnover

Real output 625 Units in thousands

Price level 110 125 Dollars

a. Calculate the dollar amount of the money supply under each
scenario or outcome.

b. Calculate the expected value of the money supply, taking into
consideration each scenario and its probability of occurrence.

c. Scenario C is the most likely scenario given that its probability
of occurrence is 40 percent. Show how the amount of the money
supply would change holding real output at 500,000 units and the
price level at $100 for each of the velocity of money turnover rates
(you have previously calculated the money supply under Scenario
C for a turnover of 3.0 times).

d. Repeat the Scenario C exercise in (c) but now hold the velocity
of money at 3.0 times and price level at $100 and allow real output
to change.

e. Repeat the Scenario C exercise in (c) but now hold the velocity
of money at 3.0 times and real output at 500,000 units and allow
price level to change.
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LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:
LO 3.1 Describe how financial institutions were impacted by the financial crisis.
LO 3.2 Identify the major financial institutions and their roles in the financial system.

LO 3.3 Describe how commercial banking and investment banking differ, and identify the
functions of banks and the banking system.

LO 3.4 Discuss the historical development of the U.S. banking system.

LO 3.5 Discuss general regulation of the banking system and how depositors’ funds are
protected.

LO 3.6 Describe the structure of banks in terms of bank charters, branch banking, and bank
holding companies.

LO 3.7 Describe the bank balance sheet and the major account categories that it contains.

LO 3.8 Describe bank management practices in terms of bank liquidity and bank solvency,
and explain why and how bank capital is managed.

LO 3.9 Describe characteristics of several foreign banking systems.

WHERE WE HAVE BEEN...

In Chapter 2, we presented an overview of the U.S. monetary system. We discussed how
the monetary system is intertwined with the savings-investment process, and we identi-
fied the major participants in the monetary system. Money has three functions, which are
a medium of exchange, a store of value, and a standard of value. An understanding of how
money developed in the United States over time, as well as knowing current definitions
of the U.S. money supply, will be useful as we move through Part 1. Having an under-
standing of the relationship between the money supply and the economy will help us
understand how the actions of policy makers influence economic activity and the finan-
cial system itself.

45
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WHERE WE ARE GOING...

As we move through Part 1, we continue to build on our understanding of the U.S. financial
system. Chapter 4 focuses on the Federal Reserve System. We will describe the structure of
the Fed and discuss the Fed’s functions. The Fed directs monetary policy by setting reserve
requirements and interest rates on loans to depository institutions and through buying and
selling U.S. government securities. We will also discuss the Fed’s supervisory and regulatory
responsibilities. The last two chapters in Part 1 focus on the role of the policy makers (those
responsible for carrying out fiscal policy, monetary policy, and debt management) and on
how international developments influence the financial system.

HOW THIS CHAPTER APPLIES TO ME...

You probably have a checking account at a depository institution. You may also have a sav-
ings account or own some shares in a mutual fund. You may even have a loan on an auto-
mobile or a home mortgage. Each of these activities requires an interaction with a financial
institution. After reading this chapter you should have a better understanding of what depos-
itory and other financial institutions do in carrying out the savings-investment process and
how banks operate and are managed.

Webster’s New English Dictionary defines bank as,

an establishment for the deposit, custody, and issue of money, for making
loans and discounts, and for making easier the exchange of funds by checks,
notes, etc.

Webster’s also defines bank as,

the funds of a gambling establishment; the fund or pool by the banker or dealer
in some gambling games.

Most of us associate the first definition with our perception of banks and banking in the United
States. However, there have been examples throughout history and even recently where the
second definition seems to fit. For example, isolated fraudulent behavior on the part of some
commercial bank and savings and loan association (S&L) officers has resulted in criminal
indictments and even in prison sentences. Overall, of course, banks and other financial insti-
tutions have performed admirably well in getting savings to investors and contributing to an
efficient financial system.

mortgage loan backed by real
property in the form of buildings
and houses

mortgage-backed security debt
security created by pooling together
a group of mortgage loans

31 Financial Institution Problems During
the Financial Crisis

Homeowners typically finance a portion of the purchase of their houses with mortgage
loans. A mortgage is a loan backed by real property in the form of buildings and houses.
Banks and other mortgage lenders engaged during the decade of the 2000s in “pooling”
together loans they originated into securities. Other financial intermediaries also “repack-
aged” mortgage loans into mortgaged-backed securities. A mortgage-backed security is a
debt security created by pooling together a group of mortgage loans whose periodic payments
belong to the holders of the security. The value of these mortgage-backed securities depended
on the value of the homes against which the underlying mortgages were issued.

As previously noted, housing prices peaked in 2006 and home values then began a sharp
decline leading to the 2007-2008 financial crisis. Housing-related jobs were lost and unem-
ployment increased, resulting in increasing mortgage loan defaults by homeowners. Falling
house prices and rising mortgage loan defaults, in turn, caused the value of mortgage loans,
and associated mortgage-backed securities, on those houses to also drop. In many instances,
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the value of houses declined to levels below the amounts of the underlying mortgages, wiping
out all equity the homeowners had in the houses. When mortgage loans exceed the value of
the underlying houses, the mortgage loans are said to be “underwater.”

Many banks and other financial institutions that held mortgage loans and mortgage-backed
securities as assets suffered liquidity and solvency problems when the values of these loans
and securities fell to such low levels that there was concern whether the financial institutions
could meet their liability obligations when they came due. This situation was made worse by
increasing unemployment throughout the United States, resulting in a contraction in economic
activity that culminated in the Great Recession of 2008-2009.

In March 2008, Bear Sterns, a major financial institution, was on the verge of failing
due to the collapse of the values of mortgage-backed securities and had to be acquired by
the JPMorgan Chase & Co. with the help of the Federal Reserve and the U.S. Treasury. By
September 2008, the financial crisis was at its peak. Lehman Brothers, a major investment
bank, was allowed to fail, and Merrill Lynch was sold to Bank of America.

Shortly after the Lehman bankruptcy and the Merrill sale, American International Group
(AIG), the largest insurance firm in the United States, was “bailed out” by the Federal Reserve
with the U.S. government receiving an ownership interest in AIG. Like Merrill, the Federal
National Mortgage Association (Fannie Mae), and the Federal Home Mortgage Association
(Freddie Mac), AIG was considered “too large to fail”” due to its potential impact on the global
financial markets.

In late September 2008, Washington Mutual, the largest S&L in the United States,
failed with most of its assets being purchased by JPMorgan Chase. Wachovia Bank, then
the fourth largest commercial bank in the United States, was also on the brink of bank-
ruptcy before finally agreeing to be purchased by Wells Fargo Bank. Citigroup and Bank of
America, the first and second largest U.S. banks, respectively, also were suffering financial
difficulties.

The U.S. government responded with the passage of the Economic Stabilization Act of
2008 in early October 2008. A primary focus of the legislation was to allow the U.S. Treasury
to purchase up to $700 billion of “troubled” or “toxic” assets held by financial institutions.
This became known as the Troubled Asset Relief Program (TARP). However, much of the
TARP funds were actually used to invest capital in banks with little equity on their balance
sheets, as well as to rescue large nonfinancial business firms, specifically General Motors and
Chrysler, who were on the verge of failing. In an effort to stimulate economic activity, the U.S.
government also passed the $787 billion American Recovery and Reinvestment Act of 2009 in
February 2009. Funds were to be used to provide tax relief, appropriations, and direct spend-
ing. In Chapter 5, we will discuss the legislative and other actions by the U.S. government and
the Federal Reserve to counter the perfect financial storm.

32 Types and Roles of Financial Institutions

The current system of financial institutions or intermediaries in the United States, like the
monetary system, evolved to meet the needs of the country’s citizens and to facilitate the
savings-investment process. Individuals may save and grow their savings with the assist-
ance of financial institutions. While individuals can invest directly in the securities of
business firms and government units, most individuals invest indirectly through financial
institutions that do the lending and investing for them. Financial intermediation is the
process by which individual savings are accumulated in depository institutions and, in
turn, lent or invested.

Figure 3.1 shows the major types of financial intermediaries grouped into four categories—
depository institutions, contractual savings organizations, securities firms, and finance
companies. Depository institutions accept deposits or savings from individuals and then
lend these pooled savings to businesses, governments, and individuals. Depository institu-
tions include commercial banks, savings and loan associations (S&Ls), savings banks, and
credit unions. Contractual savings organizations collect premiums on insurance policies
and employee/employer contributions from pension fund participants and provide retirement

financial intermediation process
by which savings are accumulated
in financial institutions and then
lent or invested

depository institutions accept
deposits from individuals and then
lend pooled deposits to businesses,
governments, and individuals
contractual savings organizations
collect premiums and contributions
from participants and provide
retirement benefits and insurance
against major financial losses
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m Types of Financial

Institutions

securities firms accept and
invest individual savings and also
facilitate the sale and transfer of
securities between investors

finance firms provide loans
directly to consumers and
businesses and help borrowers
obtain mortgage loans on real

property

commercial banks depository
institutions that accept deposits,
issue check-writing accounts, and
make loans

thrift institutions noncommercial
bank depository institutions that
accumulate individual savings

and primarily make consumer and
mortgage loans

savings banks accept the savings
of individuals and lend pooled
savings to individuals primarily in
the form of mortgage loans

Financial Institutions Categories Primary Sources of Funds

DEPOSITORY INSTITUTIONS

Commercial banks Individual savings

Savings and loan associations Individual savings

Savings banks Individual savings

Credit unions Individual savings

CONTRACTUAL SAVINGS ORGANIZATIONS

Insurance companies Premiums paid on policies

Pension funds Employee/employer contributions

SECURITIES FIRMS

Investment companies (mutual funds) Individual savings (investments)

Investment banking firms Other financial institutions

Brokerage firms Other financial institutions

FINANCE FIRMS

Finance companies Other financial institutions

Mortgage banking firms Other financial institutions

benefits and insurance against major financial losses. Insurance companies and pension funds
are the two important forms of contractual savings organizations.

Securities firms accept and invest individual savings and also facilitate the sale and trans-
fer of securities between investors. In addition to pooling individual savings and investments,
securities firms receive funds from other financial intermediaries. Investment companies (mutual
funds), investment banking firms, and brokerage firms are the primary types of securities
firms that we will cover. Finance firms provide loans directly to consumers and businesses,
as well as help borrowers obtain mortgage loans on real property. Our emphasis will be on
finance companies and mortgage banking firms when discussing finance firms.

Few of today’s financial intermediaries existed during the American colonial period. Only
commercial banks and insurance companies (life and property) can be traced back prior to 1800.
Savings banks and S&Ls began developing during the early 1800s. Investment banking firms
(and organized securities exchanges) also can be traced back to the first half of the 1800s. No
new major financial intermediaries evolved during the last half of the nineteenth century. Credit
unions, pension funds, mutual funds, and finance companies began during the early part of the
1900s. Thus, throughout much of the 1900s and into the twenty-first century, emphasis has been
on redefining and restructuring existing financial intermediaries rather than introducing new ones.

Depository Institutions

When we refer to banks and the banking system in the United States, we primarily think in terms
of commercial banking. Commercial banks are depository institutions that accept deposits,
issue check-writing accounts, and make loans to businesses and individuals. Depository institu-
tions also include three thrift institutions in addition to commercial banks. Thrift institutions
are noncommercial bank depository institutions referred to as savings and loan associations
(S&Ls), savings banks, and credit unions that accumulate individual savings and lend primarily
to other individuals. S&Ls engage in some lending to businesses but focus primarily on loans to
individuals. Savings banks and credit unions focus on providing consumer and home mortgage
loans to individuals seeking to purchase items such as automobiles and houses.

Savings banks made their appearance in 1812, emphasizing individual thrift savings and
safety of principal. Savings banks accept the savings of individuals and lend pooled savings
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to individuals, primarily in the form of mortgage loans. Very often the trustees of these banks
were prominent local citizens, serving without pay, who regarded their service as an important
civic duty. Today, savings banks operate almost entirely in New England, New York, and New
Jersey, with most of their assets continuing to be invested in mortgage loans.

Savings and loan associations (S&Ls), known also as either savings and loans or S&Ls,
came on the scene in 1831. The basic mission of these institutions, which were first known as
building societies and then as building and loan associations, was to provide home mortgage fin-
ancing. In distinguishing between savings banks and S&Ls, it might be said that, originally, the
savings banks’ emphasis was on thrift and the safety of savings while the emphasis of the S&Ls was
on home financing. Today, S&Ls accept individual savings and lend pooled savings to businesses
and to individuals, primarily in the form of mortgage loans. In contrast with the limited geographic
expansion of savings banking, savings and loan activity spread throughout the United States.

Credit unions came on the American scene much later than the other thrift institutions.
Credit unions are cooperative, nonprofit organizations that exist primarily to provide mem-
ber depositors with consumer credit, including the financing of automobiles and the purchase
of homes. Credit unions are made up of individuals who possess common bonds of associ-
ation, such as occupation, residence, or church affiliation. These institutions derive their funds
almost entirely from the savings of their members. The first official credit union was formed in
the United States in 1909, but it was not until the 1920s that credit unions became important
as a special form of depository institution.

Figure 3.2 illustrates graphically the process of getting funds from individual savers and
investors into the hands of business firms that want to make investments to maintain and grow
their firms. Individuals make deposits in commercial banks that, in turn, make loans to and
purchase debt securities from business firms. Since thrift institutions focus primarily on gath-
ering the savings of individuals and, in turn, lending those funds to individuals, they are not
depicted on Figure 3.2.

Contractual Savings Organizations

Contractual savings organizations in the form of insurance companies and pension funds play
important roles by collecting premiums and contributions and using these pooled funds to

savings and loan associations
(S&Ls) accept individual savings
and lend pooled savings to
individuals, primarily in the form of
mortgage loans, and businesses

credit unions cooperative,
nonprofit organizations that exist
primarily to provide member
depositors with consumer credit

Make deposits Commercial Make loans and purchase debt securities
Banks
Purchase shares Mutual
Funds
Individual Purchase securities Investment Business
Savers and Banks and Fi
Investors Brokerages rms
Pay premiums Insurance
Companies
Purchase debt and equity securities
Make contributions Pension
Funds

m Role of Financial Institutions in Directing Savings to Business Firms
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insurance companies provide
financial protection to individuals
and businesses for life, property,
liability, and health uncertainties

pension funds receive
contributions from employees
and/or their employers and invest
the proceeds on behalf of the
employees for use during their
retirement years

investment companies sell
shares in their firms to individuals
and others and invest the pooled
proceeds in corporate and
government securities

mutual funds open-end investment
companies that can issue an
unlimited number of their shares to
their investors and use the pooled
proceeds to purchase corporate and
government securities

investment banking firms sell
or market new securities issued
by businesses to individual and
institutional investors

brokerage firms assist
individuals to purchase new or
existing securities issues or to sell
previously purchased securities

purchase the debt and equity securities of business firms, as is depicted in Figure 3.2. Of
course, contractual savings organizations also actively purchase the debt securities issued by
governmental units. Insurance companies provide financial protection to individuals and
businesses for life, property, liability, and health uncertainties. Policyholders pay premiums
to insurance companies that invest these funds until the insured claims must be paid. Life
insurance provides economic security for dependents in the event of premature death of the
insured individual. Health insurance provides protection against possible catastrophic medical
expenses in the event the insured individual becomes ill or is in an accident. Property insur-
ance protects a policyholder against possible financial loss from fire, theft, and other insured
perils. Liability insurance protects a policyholder against possible financial loss from a claim
of negligence charged by another individual.

Pension funds receive contributions from employees and/or their employers and
invest the proceeds on behalf of the employees. The purpose of a pension plan is to provide
income during an individual’s retirement years. Pension funds are either private pension
plans or government-sponsored plans. Many business organizations provide private pen-
sion plans for their employees. A private pension plan may be either insured or noninsured.
A contractual plan with a life insurance company is an insured plan. An uninsured plan
uses a trustee, often a commercial bank or trust company, to manage, invest, and distribute
benefits as established in the trust arrangement. Government-sponsored plans may involve
either the federal government or state and local governments. Social Security is the largest
federal pension plan. The Social Security plan is funded by currently working individu-
als paying Social Security taxes. Social Security is designed to provide only minimum
retirement benefits, so most individuals will need to accumulate additional funds before
retirement. The federal government also provides pension plans for its employees, known
as civil servants, as well as for military employees. State and local government pension
plans typically are established to cover teachers, police and fire employees, and other civil
servants.

Securities Firms

Securities firms perform several financial functions. Some securities firms are active in the
savings-investment process, while others concentrate primarily on marketing new securities
and facilitating the transfer of existing securities between investors. Investment companies
sell shares in their firms to individuals and others and invest the pooled proceeds in corporate
and government securities. An investment company may be either a closed-end fund or an
open-end fund. A closed-end fund issues a fixed number of its shares to investors and invests
the pooled funds in securities. Shares in a closed-end fund are bought and sold in secondary
securities markets once they have been initially issued.

Open-end funds, typically called mutual funds, can issue an unlimited number of their
shares to their investors and use the pooled proceeds to purchase corporate and government
securities. However, unlike with closed-end funds, investors purchase new shares or redeem
old shares directly with their mutual fund rather than buying and selling the shares in a sec-
ondary securities market. Figure 3.2, which focuses on getting funds to business firms, depicts
the important role that mutual funds play by selling shares to individual investors and then
using the proceeds to purchase debt and equity securities issued by business firms. Mutual
funds grow by investing the funds of their existing investors in securities that will pay or dis-
tribute cash and will appreciate in value. Successful mutual funds attract more investor funds
and, in turn, invest in more securities.

Investment banking firms, also referred to as investment banks, sell or market new
securities issued by businesses to individual and institutional investors. Brokerage firms
assist individuals who want to purchase new or existing securities issues or who want to
sell previously purchased securities. Investment banking and brokerage activities are often
combined in the same firms. However, in contrast with mutual funds, investment banking
firms and brokerage firms do not gather the savings of individuals but rather market or sell
securities issued by corporations directly to individuals, as depicted in Figure 3.2. Investment
banking and brokerage firms obtain financial capital to carry out their activities from their
own resources or from other financial institutions.
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Small Business Practice

Types of Credit Used by Small Businesses Data are gathered on six types of loans—credit lines used, mort-

gage loans, equipment loans, vehicle loans, capital leases, and other
At various times the Fed conducts national surveys of small busi- loans. Data on trade credit and credit card debt are not gathered. Bank
ness finances. These are nationally representative surveys of small credit lines used is the single most important source of the six types of
businesses designed to gather data on bank and nonbank parti- credit used by small businesses. Lines of credit are bank loans against
cipants in the supplying of credit to small businesses. which small businesses can “draw down” or borrow against.

Finance Firms

Finance firms, while an important type of financial institution, are not included in Figure 3.2
because they focus largely on providing loans to individuals for meeting credit needs and pur-
chasing durable goods and homes. Finance companies provide loans directly to consumers
and businesses or aid individuals in obtaining financing. Sales and consumer finance com-
panies lend to individuals. Sales finance companies finance installment loan purchases of
automobiles and other durable goods, such as washers, dryers, and refrigerators. Consumer
finance companies provide small loans to individuals and households. Commercial finance
companies provide loans to businesses that are unable to obtain financing from commercial
banks. However, commercial finance companies are not included in Figure 3.2 because they
do not accumulate the savings of individuals but rather get funds for making loans to busi-
nesses from other financial institutions.

Mortgage banking firms, or mortgage companies, help individuals obtain mortgage loans
by bringing together borrowers and institutional investors. A mortgage loan is a loan on real
property, such as a house, whereby the borrower pledges the property as collateral to guarantee
that the loan will be repaid. The primary mortgage market, where home and other real property
loans are “originated,” is very important to the success of the financial system. Traditionally,
once a mortgage loan was originated it was held by the lender until maturity or until the loan was
prepaid. However, as individual mortgage loans became more standardized, there have arisen
secondary mortgage markets, in which existing real property mortgages are bought and sold.

DISCUSSION QUESTION 1

Assume you want to open both a check-writing account and a savings account. Would
you prefer holding the accounts in a commercial bank, savings and loan association, or
a credit union? Why?

LEARNING ACTIVITY

1. Go to the Citibank website, http://www.citibank.com. Find information on the savings
alternatives and interest rates currently being paid.

2. Go to the Small Business Administration’s website, http://www.sba.gov. Find inform-
ation about small business lending in the United States and write a brief summary.

33 QOverview of the Banking System

We now turn our attention to the development of a basic understanding of the current U.S.
banking system. First we describe the traditional differences between commercial banking and
investment banking and their combination to provide universal banking. Then we cover the
functions of banks and the banking system.

Commercial, Investment, and Universal Banking

When we refer to banks and the banking system in the United States, we primarily think
in terms of commercial banking. As previously noted, a commercial bank accepts deposits,

finance companies provide
loans directly to consumers and
businesses or aid individuals in
obtaining financing of durable
goods and homes

mortgage banking firms originate
mortgage loans on homes and

other real property by bringing
together borrowers and institutional
investors
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issues check-writing accounts to facilitate purchases and paying bills, and makes loans to indi-
viduals and businesses. This definition of a bank is consistent with the Webster’s dictionary
definition cited at the beginning of the chapter. In contrast, an investment bank helps busi-
nesses sell their new debt and equity securities to raise financial capital.

Figure 3.3 depicts these two types of indirect transfers from savers to a business firm.
You should be able to recall a similarity between this figure and Figure 2.2 in Chapter
2, which also included direct transfers between individuals and business firms whereby
no financial institution performs an intermediary role by bringing individual investors
together with business firms desiring to sell securities. Direct investments are relatively
rare occurrences. The top portion of Figure 3.3 shows the traditional role of the commer-
cial bank as a financial institution that accepts the deposits of savers in exchange for the
bank’s securities (e.g., certificates of deposit, or CDs). The bank then lends money to
the business firm in exchange for the firm’s promise (e.g., a note) to repay the loan. The
bottom portion of Figure 3.3 shows that the investment bank markets the business firm’s
securities (e.g., a bond) to savers. This can be done either by first purchasing the securities
from the firm and then reselling the securities (a practice called “underwriting,” as we
will see in Chapter 11) or by just marketing the securities on behalf of the issuing firm to
savers.

In the midst of the Great Depression, Congress passed the Banking Act of 1933. This
legislation, commonly known as the Glass-Steagall Act of 1933 recognizing those individu-
als responsible for introducing and supporting the act, provided for the separation of commer-
cial banking and investment banking in the United States. Many banks failed during the late
1920s and early 1930s, and efforts were undertaken to assess why banks failed. Some politi-
cians, regulators, and others thought that many of the bank failures had been caused, in part,
by investment banking activities involving underwriting and the holding of equity securities.
The result was passage of the Glass-Steagall Act.

After more than six decades, the Glass-Steagall Act was repealed with the passage of the
Gramme-Leach-Bliley Act of 1999. When Glass-Steagall was enacted, many officials and
individuals believed that government regulation was the answer to avoiding banking excesses
and mismanagement. An underlying belief was that competition and free markets represent
the best way to manage banking risks and create stability in the financial system. Commercial
banks were no longer prohibited from engaging in investment banking and insurance under-
writing. Likewise, insurance companies and investment banking firms could engage in com-
mercial banking. Universal banking was permitted in the United States, as in various other
countries. A universal bank is a bank that engages in both commercial banking and invest-
ment banking. Germany also has universal banking, and the United Kingdom does not legally
separate commercial banking from investment banking.

However, as a result of the 2007-08 financial crisis and the 2008-09 Great Recession,
government officials and others promoted the need to move toward more re-regulation of
financial institutions to help restore financial stability in the United States. The result was the
passage in 2010 of the Dodd-Frank Wall Street Reform and Consumer Protection Act which
we will briefly discuss later in this chapter.



Functions of Banks and the Banking System

Depository institutions accept deposits, make loans, and issue checkable deposit accounts. Like
commercial banks, savings and loan associations (also called savings and loans or S&Ls), savings
banks, and credit unions perform these activities. The U.S. banking system includes commercial
banks, savings and loans, savings banks, and credit unions. It is common practice today to refer to
all depository institutions as banks. Banks and the banking system perform five functions:

(1) accepting deposits

(2) granting loans

(3) issuing checkable deposit accounts
(4) clearing checks

(5) creating deposit money

To the extent that commercial banks also perform investment banking operations (i.e., are
universal banks), they perform an additional function:

(6) raising financial capital for businesses

In accepting deposits, banks provide a safe place for the public to keep money for future
use. Individuals and businesses seldom wish to spend their money as it becomes available;
without depository facilities such funds may lie idle. The banking system puts the accumu-
lated deposits to use through loans to persons and businesses that have an immediate use for
them. This, of course, is the financial intermediation activity of depository institutions in the
savings-investment process.

Banks play an important role in the payments process or mechanism in place in the U.S.
financial system by creating deposit money. By writing checks against demand and other
checkable deposits, it is easier for individuals and businesses to make purchases and to pay
bills or debts. Of course, it is not enough just to permit check writing; there must also be
an efficient mechanism for processing the checks so they can be presented to the bank that
authorized the check for payment.

Let’s take a brief look at how checks are “cleared” or processed in the United States. Let’s
assume that you owe $100 for the purchase of a product on credit from the ABC firm. You
write a $100 check against your checkable deposit account, held at First Bank, payable to ABC
and mail the check to ABC. An ABC employee opens the envelope containing your check and
deposits the check in ABC’s deposit account held at Last Bank.

There are three basic ways to clear a check through the U.S. banking system:

e Bank to bank
e Through a bank clearinghouse

e Through a Federal Reserve Bank

Figure 3.4 shows these three ways of processing or collecting a check. Last Bank could
present your check directly to First Bank for payment. First Bank pays the check and deducts
the amount of the check from your checkable deposit account. Since First Bank authorized
or issued the deposit money, confidence in its creditworthiness is important in making the
clearing process work.

However, since direct check presentation is both costly and time-consuming, most banks
use bank clearinghouses. This is particularly useful when the two banks are in different cities.
In our example, the bank clearinghouse would receive the check from Last Bank, credit the
bank’s account at the clearinghouse, and subtract the amount of your check from First Bank’s
account at the clearinghouse. At the end of each day, all of a bank’s transactions handled
through the clearinghouse are “netted out,” with the result being an increase or decrease in the
bank’s account with the clearinghouse. Of course, when presented with your check, First Bank
will reduce your checkable deposit account accordingly.

Sometimes banks work closely with and hold deposit accounts at other banks known as
“correspondent” banks in distant cities. For example, Last Bank may hold a deposit account
at one of its correspondent banks called Middle Bank, which is in the same city as First Bank.
In this case, when Last Bank receives your check from ABC, it is deposited in Last Bank’s
account at Middle Bank. Middle Bank, in turn, either presents your check directly to First
Bank or uses the bank clearinghouse in its and First Bank’s city.
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banking system commercial
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banks, and credit unions that
operate in the U.S. financial system
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Most depository institutions with large checkable deposit accounts are required to hold
accounts with the Federal Reserve. Actually, the funds are held with the Federal Reserve
Bank responsible for their city or area, as we will see in the next chapter. If Last Bank wants
to use the Federal Reserve for check-clearing purposes, it will first deposit your check with its
Federal Reserve Bank, where Last Bank’s account will be increased. The Fed Bank will also
reduce First Bank’s account held at the Federal Reserve even if it is held at a different Federal
Reserve Bank. The check then is returned to First Bank so that your checkable account balance
can be reduced by the $100.

When paper checks were physically transferred and cleared through the financial sys-
tem, the process was time-consuming and expensive. Today, with the use of electronic
check-clearing mechanisms, the clearing process is much more efficient. We examine the
Fed’s check-clearing process in greater detail in Chapter 4.

The banking system has the unique ability to create deposit money and thus expand the money
supply. The ability to create more and more deposit money would be almost limitless as long as
the deposit money keeps coming back into the banking system, unless banks are required to hold
a portion of their checkable deposits in the form of reserves. We examine deposit, reserves, and
other accounts later in this chapter. Chapter 4 will cover how the Fed can regulate the money sup-
ply by setting reserve requirements that banks must hold against their checkable deposits. Chapter
5 will explore how reserve requirements and other Fed tools can be used to set monetary policy.

34 Historical Development of
the U.S. Banking System

Before we examine the current structure of the banking industry, we will review a little U.S.
banking history. We know you are about to ask, “Why should I learn anything about the
history of banking?” First, a basic understanding of how the banking system evolved should
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help us better understand how and why the system operates the way it does today. Second, to
paraphrase the quotation at the beginning of Chapter 1, “Those who don’t study history are
doomed to repeat its mistakes.”

Before the Civil War

Until the Civil War, banking in the United States developed under confusing and difficult
circumstances. The population lived for the most part on farms. Families were self-sufficient,
and transportation and communications were poor. The friction between those who supported
a strong central government and those who did not existed in the early years of U.S. history,
as it does today. The country had little experience in money and financial management, and
much controversy raged over the power to charter and regulate banks.

Ea I’ly Chartered Banks During the colonial period, small unincorporated banks were
established to ease the shortage of financial capital for businesses. Their operations consisted
largely of issuing their own paper money. Outside of the larger towns, deposit banking was of
minor significance. It was not until 1782 that the first incorporated bank, the Bank of North
America, was created. It was established in Philadelphia by Robert Morris to assist in finan-
cing Revolutionary War expenditures. This bank set a good example for successful banking:
its notes served as a circulating medium of exchange, it lent liberally to the U.S. government,
and it redeemed its own notes in metallic coins upon demand. Two years later the Bank of
Massachusetts and the Bank of New York were established. These three incorporated banks
were the only such banks until 1790.

First Bank of the United States Alexander Hamilton was the first secretary of
the Treasury of the United States. For several years he had harbored the idea of a federally
chartered bank that would adequately support the rapidly growing economy and would give
financial assistance to the government during its crises. His recommendations were submitted
to the House of Representatives of the United States in 1790, and in 1791 a 20-year charter
was issued to the First Bank of the United States. This bank served the nation effectively by
issuing notes, transferring funds from region to region, and curbing the excessive note issues
of state banks by presenting such notes periodically to the issuing banks for redemption.
However, strong opposition existed to the renewal of its charter, and it ceased operations in
1811. The antagonism of state banking interests was an important cause of the demise of the
First Bank.

Following the expiration of the charter of the First Bank, the number of state banks
increased rapidly, as did the volume of their note issues. Abuses of banking privileges were
extensive. The capital of many banks was largely fictitious, and a flood of irredeemable notes
was issued to the public.

Second Bank of the United States The Second Bank of the United States was
chartered primarily to restore order to the chaotic banking situation that had developed after
the First Bank of the United States ceased operations in 1811. Like the First Bank, it received
a 20-year federal charter. The Second Bank began operations in 1816 and ably served indi-
viduals, businesses, and the government. It accepted deposits, made loans, and issued notes.
Furthermore, it restrained the note-issuing practices of state banks by periodically presenting
their notes for redemption. The Second Bank also served as the fiscal agent for the govern-
ment. It received all deposits of government funds and reported regularly on all government
receipts and expenditures.

In 1833, President Andrew Jackson and many of his associates began such a vigorous
campaign against the Second Bank that it became apparent its charter would not be renewed
when it expired in 1836. Jackson claimed that the bank was being run to benefit private
interests and was operated in such a way as to weaken government policies. Like the First
Bank, it became a victim of political pressure. Not until 1863 was another bank in the United
States to receive a federal charter.
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Personal Financial Planning

Saving with a Credit Union

Banks’ fondness for charging fees can make banking expensive
for individuals who do not shop around for the bank that best and
most inexpensively meets their needs. For individuals, the best
place to bank may not be a bank, but rather a credit union. Credit
Union members, who have some kind of common affiliation, such
as an employer or religious organization membership, run these.
Credit unions are tax-exempt depository institutions. Although
they do not pay any taxes, any interest or dividends received by
their members is taxable.

While both commercial banks and credit unions accept the
savings deposits of individuals, their lending objectives differ.

Commercial banks provide loans to both businesses and individu-
als, whereas credit unions emphasize consumer loans.

Credit unions often pay slightly higher interest rates than
their commercial bank counterparts on interest-bearing check-
ing accounts, savings accounts, and certificates of deposit. At the
same time, credit union members often receive lower credit card
and new car loan interest rates than what they would have to pay at
a commercial bank. However, interest rates on home equity loans
tend to be about the same at credit unions and commercial banks.
Of course, in order to compare and take advantage of possible
differences in savings and borrowing rates between a commercial
bank and a credit union, you must first become a member of a
credit union.

State Banks from 1836 to the Civil War When the Second Bank’s charter
expired, the excesses that had plagued the period between 1811 and 1816 began again. This
period is characterized as one of “wildcat” banking.! Although many state banks operated on
a conservative and very sound basis, the majority engaged in risky banking practices through
excessive note issues, lack of adequate bank capital, and insufficient reserves against their

notes and deposits.

Because the notes of even well-established banks were often of inferior quality, it was
easy for skillful counterfeiters to increase the denomination of notes. Also, because of the
poor communications that existed between various sections of the country, it was often quite
difficult for a banker to be certain whether notes presented for payment were real. Skillfully
prepared counterfeit notes frequently circulated with greater freedom than did the legitimate

notes of weak and little-known banks.

In spite of the many abuses of state banks during this period, New York, Massachusetts,
and Louisiana originated sound banking legislation, much of which provided the basis for the

establishment of the National Banking System in 1863.

Entry of Thrift Institutions

The chaotic banking conditions of the early 1800s left individuals with few safe institutions in
which they could place their savings. The lack of safe depository institutions, in turn, inhibited
the effective development of home financing. The rapidly growing population depended to a
large extent on individual financial arrangements to meet its need for housing. The accumu-
lated savings of most individual home buyers, then as now, were simply not enough to buy a
house. In response to this problem, two new forms of depository institutions, known as thrift
institutions, came into being: savings banks and savings and loan associations. Credit unions

developed later.

35 Regulation of the Banking System

The purpose of this section is to provide a brief review of major legislation that has shaped
the development of the U.S. banking system. We separate our discussion into general banking

legislation, the savings and loan crisis, and legislation enacted to protect depositors’ funds.

'This nickname was used to refer to banks located in wilderness areas that were more accessible to wildcats than
people. This made it difficult for anyone to redeem these banks’ notes.
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General Banking Legislation

A variety of laws have been passed in the United States to regulate the banking system. Early
laws focused on establishing, first, a system of federally chartered banks and then a system
of central banks. More-recent legislation has focused on deregulating banking activities and
improving the effectiveness of monetary policy.

National Banking Act of 1864 1n 1864, the National Banking Act made it possible
for banks to receive federal charters. This legislation provided the basis for the present national
banking laws. As in the cases of the First and Second Banks of the United States, the reasons
for federal interest in the banking system were to provide for a sound banking system and to
curb the excesses of the state banks. An important additional purpose of the National Banking
Act was to provide financing for the Civil War. Secretary of the Treasury Salmon P. Chase and
others believed that government bonds could be sold to the nationally chartered banks, which
could, in turn, issue their own notes based in part on the government bonds they had purchased.

Through the National Banking Act, various steps were taken to promote safe banking
practices. Among other things, minimum capital requirements were established for banks with
federal charters, loans were regulated with respect to safety and liquidity, a system of super-
vision and examination was instituted, and minimum reserve requirements against notes and
deposits were established. In general, while these reform measures were constructive, they
also were viewed by some as being too restrictive. For example, loans against real estate were
not allowed. Much of the criticism of the national banking system, in fact, was caused by the
inflexibility of its rules.

Federal Reserve Act of 1913 The Federal Reserve Act of 1913 established a central
banking system in the United States. The Federal Reserve System was designed to eliminate
many of the weaknesses that had persisted under the National Banking Act and to increase
the effectiveness of commercial banking in general. It included not only strong central dom-
ination of banking practices but also many services for commercial banks. The structure and
functions of the Federal Reserve System are described in Chapter 4. Implementation and
management of monetary policy are discussed in Chapter 5.

Glass-Steagall Act of 1933 As previously noted, the “Banking Act of 1933,
referred to as the Glass-Steagall Act of 1933, was passed during the Great Depression. This act
provided for the separation of commercial banking activities and investment banking activities
in the United States. Some politicians, regulators, and others thought that many bank failures
during the late 1920s and early 1930s were caused by high-risk investment banking activities
involving securities underwriting and the holding of equity securities. As a result, the Glass-
Steagall Act was passed.

Depository Institutions Deregulation and Monetary Control Act of 1980
In 1980 President Jimmy Carter signed into law the Depository Institutions Deregulation
and Monetary Control Act, which for ease of reference is often just called the Monetary Con-
trol Act. This act represents a major step toward deregulating banking in the United States
and improving the effectiveness of monetary policy. The two main provisions of the act are
deregulation and monetary control.

Depository Institutions Deregulation The Depository Institutions Deregulation
part of the Monetary Control Act was designed to reduce or eliminate interest rate limita-
tions imposed on the banking system, increase the various sources of funds, and expand the
uses of the funds of S&Ls. One significant change affected the Fed’s Regulation Q, which
established interest rate ceilings on time and savings deposits. Most provisions of Regulation
Q were phased out by early 1986. Furthermore, state-imposed interest rate ceilings were
substantially modified, and state restrictions on deposit interest rates for insured institutions
were eliminated.
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To enable depository institutions to compete effectively for funds that were flowing in
large amounts to money market mutual funds (MMMFs), negotiable orders of withdrawal
(NOW) accounts were authorized. While NOW accounts carried interest rates that are more
competitive with MMMEF accounts, they still fell under Regulation Q restrictions. Credit uni-
ons were permitted to issue draft accounts that for all intents and purposes were the same
as NOW accounts. Federal deposit insurance, which we discuss in greater detail later, was
increased from $40,000 to $100,000 for each account. This large increase in deposit pro-
tection, although politically popular at the time, is now described as an undue expansion of
protection. The U.S. Treasury has stated that it undermined market discipline and enabled
depository institutions to make high-risk loans for which the taxpayers in the long run have
become liable. To enhance competition among depository institutions, Title IV of the Mon-
etary Control Act amended the Home Owners’ Loan Act of 1933. Federally chartered S&Ls
were permitted to invest up to one-fifth of their assets in corporate debt securities, commercial
paper, and consumer loans. Prior residential mortgage loan restrictions relating to geograph-
ical areas and first mortgage lending requirements were removed. Greater authority was also
permitted for granting real estate development and construction loans by federally chartered
S&Ls. In addition, federal savings banks were allowed to make a small number of commercial
loans and accept some checkable deposits.

Monetary Control The Monetary Control Act was designed to extend the Fed’s control
to thrift institutions and to commercial banks that are not members of the system. This was
accomplished by extending both reserve requirements and general controls to these institutions.
Because the Fed had more stringent regulations than many state regulatory agencies, many com-
mercial banks had given up their membership in the system to become state-chartered, non-
member banks. The Monetary Control Act, therefore, has had the effect of halting the declining
system membership by transferring much regulatory control from the state to the federal level.

In the past, reserve requirements imposed by the Fed applied only to member banks.
The requirements were based on a complicated formula involving size, location, and type of
charter. These differential reserve requirements have now been eliminated. Even foreign banks
and offices operating in this country have been included in these simplified reserve require-
ments. Along with the broadening of control by the Fed, there has also been a broadening of
privileges to those institutions brought under its control. All depository institutions may now
borrow from the Fed on the same basis, and the fee schedule for services rendered by the Fed
applies to all regulated depository institutions.

Garn-St. Germain Depository Institutions Act of 1982 There had been
high hopes that the Monetary Control Act would have a quick and beneficial effect on the
banking system as well as on the effectiveness of monetary control by the Fed. However,
this was not the case. Of special significance was the dramatic increase in interest rates in
late 1980 and 1981. S&Ls and savings banks were faced with heavy increases in their cost of
funds as depositors shifted from low-interest passbook savings to the higher-yielding NOW
accounts and savings certificates. Furthermore, since the interest rates on NOW accounts were
restricted by Regulation Q, money market mutual funds had a clear competitive advantage
in attracting funds. Rapidly increasing federal deficits and troubles in the automobile and
housing industries added to the demand for legislation to address these problems. The Garn—
St. Germain Act of 1982 resulted.

Although the Garn—St. Germain Act had many provisions, its principal focus was to assist
the savings and loan industry, which had deteriorated to dangerous levels. Depository institutions
in general were authorized, among other things, to issue a new money market deposit account
with no regulated interest rate ceiling. S&Ls were authorized to make nonresidential real
estate loans, commercial loans, and variable-rate mortgages.

Gramm—Leach-Bliley Act of 1999 As previously noted, after more than 60 years,
the Glass-Steagall Act was repealed and replaced by the Gramm-Leach-Bliley Act of 1999,
which allowed commercial banks to again participate in investment banking activities and
insurance underwriting. As a result, United States banks were allowed to be “universal” banks
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according to policies similar to those in place in the United Kingdom and Germany. Many
politicians, regulators, and others believed that deregulation of financial institutions would
lead to greater competition, with consumers benefiting from more financial product choices
and lower costs.

Dodd-Frank Wall Street Reform and Consumer Protection Act of

2010 The 2007-08 financial crisis and the 2008—09 Great Recession led politicians, regu-
lators, and others to call for major changes in the regulation of financial institutions. The result
was passage of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, Dodd-Frank Wall Street Reform
commonly referred to as the Dodd-Frank Act, which was designed “to promote the financial =~ and Consumer Protection Act
stability of the United States by improving accountability and transparency in the financial 0f 2010 promotes stability in the
» : : « : 10 : financial system by improving

system.” Other components of the act included ending the “too big to fail” argument, ending ability and 1

. . . . . . . . . accountapiity and transparency,
bailouts of financial institutions and other business organizations, and to provide consumer pro- Oy P Y

. . R . ; ” and provides increased consumer

tection from abusive financial services practices. In part due to the comprehensiveness of the protection

legislation, much of the implementation and consequences of the act are still to be determined.

DISCUSSION QUESTION 2

Given recent bank legislation, do you believe banks are overregulated?

The Savings and Loan Crisis

During the last half of the 1980s and the first half of the 1990s, well over 2,000 savings and
loan associations were closed or merged into other organizations. Why did this happen? The
bottom line is that S&Ls failed because of mismanagement and greed that led to fraudulent
activities on the part of some of the institutions’ officers.

The S&L business has historically been a difficult one. S&Ls borrow in the short term
by accepting the deposits of savers and paying interest on the savings. S&Ls, in turn, provide
long-term mortgage loans to help finance homes. As long as short-term and long-term interest
rates remain relatively the same, S&Ls are concerned primarily with illiquidity due to lending
long term but borrowing short term. In situations when many depositors want their money
back, S&Ls may be forced to liquidate their mortgage loans, even at unfavorable prices. When
short-term interest rates rise as they did in the late 1980s, S&Ls may find themselves paying
higher interest rates to depositors than they are earning on their mortgage loans. Unfortu-
nately, S&L managements did not handle the illiquidity and rising short-term interest rate
developments very well.

To make matters worse, S&L managements were ill prepared for the consequences of
deregulation. Authorization in the early 1980s to invest funds in a wide range of higher-yielding
investments permitted many savings and loan associations to run wild by supporting specu-
lative office buildings and other commercial ventures. This resulted not only in overbuilding
at inflated costs, but as the promoters were unable to honor the terms of their loan contracts
many S&Ls became insolvent. Deregulation also permitted S&Ls to invest in “junk” bonds,
which are low-quality, high-risk bonds issued by businesses. Many of the issuers defaulted on
these bonds, resulting in even greater pressures on S&L operations.

Mismanagement was a major reason for the collapse of much of the S&L industry.
This problem was exacerbated by the fact that greed also led to fraudulent behavior on the part
of some S&L officers and managers. Depositors’ funds were used to pay exorbitant salaries,
purchase expensive automobiles and yachts for personal use, and so forth. Top officers bor-
rowed excessively from their own S&Ls and, in at least one instance, S&L presidents of two
associations made loans to each other using depositors’ funds.

There is no evidence to suggest that the S&L industry was run by unethical individuals
prior to the 1980s. Apparently, deregulation provided the opportunity for unscrupulous indi-
viduals from outside the industry to pursue personal greed by becoming officers and managers
of S&Ls. Of course, the opportunity for greed associated with deregulation also resulted in
some existing S&L officers behaving unethically and even committing fraud. Individuals who
acted illegally were prosecuted, some served prison terms, and reputations were lost. Failure
to treat depositors and other constituents honestly and fairly resulted in lost confidence and
trust and surely contributed to the demise of many S&Ls.
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The Federal Savings and Loan Insurance Corporation (FSLIC) had insured the deposits
of most S&L depositors since the early 1930s. However, because of the number and size of the
S&L failures, the FSLIC was bankrupt by early 1988. As a result, the Financial Institutions
Reform, Recovery, and Enforcement Act (FIRREA) was passed in 1989. FIRREA provided for
the termination of the FSLIC and the formation of the Savings Association Insurance Fund
(SAIF). Also, the Office of Thrift Supervision (OTS) took over the regulation of S&Ls from
the Federal Home Loan Bank Board (FHLBB). The act also required S&Ls to commit more of
their assets to home loans, restricted S&Ls from holding junk bonds, and allowed commercial
banks to purchase S&Ls.

Congress created the Resolution Trust Corporation (RTC) in 1988 to take over and dis-
pose of the assets of failed associations by finding acquirers or through liquidations. For some
failed S&Ls, deposit transfers were made to sound organizations for a fee without requiring
the assumption of any of the defunct S&L’s poor-quality assets. Some risky assets of failed
S&Ls, such as junk bonds, were purchased at deep discount prices by the RTC and later
resold. Assets of failed S&Ls that acquiring firms did not want were disposed of by the RTC.
Congress shut down the RTC in 1995.

Commercial banks have suffered some of the same difficulties as the S&Ls. However,
losses from international loans, agricultural loans, and from loans to the petroleum industry
have been more significant for commercial banks—many banks had to be merged with other
banks. Savings banks and credit unions experienced some difficulties as well but to a lesser
extent.

Protection of Depositors’ Funds

As a result of bank “runs,” caused by many depositors trying to retrieve their deposited funds
at the same time during the late 1920s and early 1930s, insurance protection laws for deposits
at depository institutions were passed to restore the confidence of depositors. The Federal
Deposit Insurance Corporation (FDIC) was created in 1933 to protect deposits in banks. This
was followed by federal legislation that created the Federal Savings and Loan Insurance Cor-
poration (FSLIC) and the National Credit Union Share Insurance Fund (NCUSIF) to protect
deposits in S&Ls and credit unions, respectively. Of course, as previously noted, the S&L
crisis of the 1980s led to the insolvency of the FSLIC and its replacement with SAIF, which
is now the insuring agency for S&Ls. Over the years the limitation on deposit account insur-
ance was increased until by 1980 it was set at $100,000 per account. Today, deposit account
insurance is $250,000 per account.

The pool of funds available to the FDIC for covering insured depositors is called the Bank
Insurance Fund, which collects annual insurance premiums from commercial banks. Prior to
1991, all banks paid the same premium rate on their deposits. Thus, riskier banks were being
subsidized by safer banks. The Federal Deposit Insurance Corporation Improvement Act of
1991 (FDICIA) was enacted, in part, to address this problem. The FDICIA provided for differ-
ences in deposit premiums based on the relative riskiness of banks.

One of the special problems of insuring bank losses has been the practice and assump-
tion that some banks are “too big to fail”’; too big in the sense that the problems created by
losses may extend far beyond the failed bank. It is on this basis that depositors have typically
received 100 percent coverage of their funds even though coverage of only the first $250,000
deposited is guaranteed by law. This practice tended to reduce the incentive for large depositors
to exercise market discipline and created an incentive for large deposits to be shifted to “too
big to fail” banks. Congress addressed this issue with the FDICIA, which generally requires
that failed banks be handled in such a way as to provide the lowest cost to the FDIC. Limited
exceptions, however, were provided if very serious adverse effects on economic conditions
could be expected as a result of failure of big banks.

There is little doubt that deposit insurance will continue to exist. It is also obvious that
changes will have to be made if we are to avoid future burdens on taxpayers resulting from
deposit insurance programs. Suggestions for solving these problems include eliminating all
deposit insurance, reducing insurable deposits limits to protect only the small deposits, levy-
ing higher premiums on depository institutions for the insurance, and having more strict reg-
ulatory and supervisory control.



LEARNING ACTIVITY

Go to the Federal Reserve Board of Governors’ website, http://www.federalreserve.gov,
and find information on regulation and operations of the banking system.

3.6 Structure of Banks

Bank structure is characterized by how a bank is established, the extent to which branching
takes place, and whether a holding company organizational structure is used. We will address
each of these structural characteristics in terms of commercial banks, as well as comment on
how the other three depository institutions are structured.

Bank Charters

To start and operate a bank or other depository institution, a charter must be obtained that
spells out the powers of the institution. Commercial banks may obtain charters either from
the federal government or from a state government, making the United States a dual bank-
ing system. While there are many similarities between federal and state charters, federally
chartered banks must include national in their titles while state-chartered banks cannot use the
word. Federally chartered banks also must be members of the Federal Reserve System and the
Federal Deposit Insurance Corporation. State-chartered banks are not required to join either
the Fed or the FDIC, although today almost all banks are covered by federal deposit insurance.

There are about 8,000 commercial banks insured by the FDIC. Roughly 30 percent of
these banks hold national charters and 70 percent are state chartered. Less than 20 percent of
the state banks are members of the Fed. For some time, concern was expressed that the Fed
might not be able to administer monetary policy effectively if it could not regulate nonmember
state banks. This concern disappeared at the beginning of the 1980s when reserve require-
ments set by the Fed for member banks were extended to state nonmember banks.

Savings and loan associations and credit unions also can obtain federal or state charters.
Savings banks are state chartered. There are about 1,500 savings institutions that are FDIC-
insured. Approximately 60 percent of these savings institutions hold federal charters and
40 percent have state charters. Credit unions are not insured by the FDIC. While S&Ls, credit
unions, and savings banks are important components of the banking system, we will continue
to focus on commercial banks because of their dominant role in the banking system.

Degree of Branch Banking

Commercial banks wanting to operate branches away from their home offices are restricted by
state laws as to the number of offices they are permitted, as well as to where the offices may
be located. Unit banking means that a bank can have only one full-service office. Back in the
1960s, about one-third of the states were unit-banking states. Today there are no unit-banking
states. Colorado was the last unit-banking state before it began permitting some form of lim-
ited branching in 1991.

In addition to unit banking, there is limited banking and statewide banking. States
with limited branch banking permit banks under their jurisdiction to locate offices within
a geographically defined (e.g., within a county) distance of their main office. Statewide
branch banking means, as the name implies, that banks can operate offices throughout
the state. Back in the 1960s, about one-third of the states permitted limited branching and
about one-third permitted statewide branching. Today, statewide branching is permitted in
most states.

One of the particular merits of branch banking is that these systems are less likely to fail
than independent unit banks. In a branch banking system, a wide diversification of invest-
ments can be made. Therefore, the temporary reverses of a single community are not as likely
to cause the complete failure of an entire banking chain. This is true primarily of those branch
systems that operate over wide geographical areas rather than in a single metropolitan area.
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one-bank holding companies
(OBHCs) permits a firm to own
and control only one bank

multibank holding companies
(MBHCs) permits a firm to own
and control two or more banks

The independent bank cannot rely on other banks to offset local economic problems. It is
on this point that branch banking operations appear to have their strongest support. The record
of bank failures in the United States is one of which the banking system as a whole cannot be
proud. However, opponents of branch banking have pointed out that the failure of a system of
banks, although less frequent, is far more serious.

There are also conflicting points of view on the pros and cons of branch banking among
bank customers. The placement of branches in or near shopping centers, airports, and other
centers of activity is convenient for consumers. The ability to make deposits or to withdraw
funds at a branch is a special advantage for the elderly. Businesses may satisfy very large bor-
rowing requirements by dealing with a bank that has been able to grow to a substantial size
through its branch operations.

Bank Holding Companies

A bank may be independently owned by investors, or it may be owned by a holding company.
As the name suggests, a holding company owns and controls other organizations or firms.
One-bank holding companies (OBHCs) own only one bank. Multibank holding companies
(MBHCs) own and control two or more banks. Both OBHCs and MBHCs may also own
other businesses permitted by law. The policies of banks controlled by a holding company
are determined by the parent company and coordinated for the purposes of that organization.
The holding company itself may or may not engage in direct banking activities. The banks
controlled by the holding company may operate branches.

There was little control over bank holding companies until the Depression years of the
early 1930s. Bank holding companies did not come under the jurisdiction of either state or
federal control unless they also engaged directly in banking operations themselves. The Bank-
ing Act of 1933 and the Securities Acts of 1933 and 1934 imposed limited control on bank
holding companies, but it remained for the Bank Holding Company Act of 1956 to establish
clear authority over these operations.

The Bank Holding Company Act defined a bank holding company as one that directly or
indirectly owns, controls, or holds the power to vote 25 percent or more of the voting shares of
each of two or more banks. Thus, the act of 1956 regulated MBHCs, but not OBHCs. MBHCs
were not permitted to engage in nonfinancial activities, and financial activities were restricted
primarily to direct banking activities. As a result, during the 1960s, while the MBHCs were
heavily restricted in terms of their nonbanking activities, the OBHCs diversified widely into
nonfinancial areas, including manufacturing, retailing, and transportation.

The Bank Holding Company Amendments of 1970 allowed bank holding companies toacquire
companies with activities closely related to banking, such as credit card operations, insurance, and
data processing services. The 1970 amendments also brought the OBHCs under the provisions
of the 1956 act. Thus, while MBHCs were granted more flexibility in terms of banking-related
activities, OBHCs had to divest their nonfinancial holdings. Today, bank holding companies
control over three-fourths of the banks in the United States and most of the banking assets.

The liberalization of regulations relating to interstate banking is as significant as the liber-
alization of branch banking within states. All states currently permit the acquisition of banks
by out-of-state bank holding companies. In contrast, only one state permitted interstate bank-
ing before 1982. However, while some state laws still limit entry to banking organizations
from nearby states, called regional reciprocal, states are increasingly permitting entry on a
nationwide basis, known as national reciprocal or open entry. Today, nationwide banking sys-
tems are common in the United States.

3.7 The Bank Balance Sheet

A balance sheet indicates an organization’s financial position at a particular point. In other
words, the balance sheet represents a “snapshot” of its assets, liabilities, and stockholders’
equity. Assets are the financial and physical items owned by the bank. Liabilities are the



financial debts and obligations owed by the bank. Stockholders’ equity is the financial equity
capital supplied by the bank’s owners. Since the term balance sheet is used, total assets must
equal the sum of the bank’s liabilities and its stockholders’ equity. Figure 3.5 shows a repres-
entative composite balance sheet for FDIC-insured commercial banks. Here we continue to
focus on commercial banks because of their dominant role in the banking system, and while
the balance sheets of the three other types of depository institutions differ somewhat in terms
of weights for individual accounts, the account categories are similar.

Assets

The principal assets of banks and other depository institutions are cash assets, securities
owned, loans, and bank fixed assets.

Cash and Balances Due from Depository Institutions <Cash and balances
due from depository institutions” account for less than 10 percent of FDIC-insured commercial
bank assets. “Currency plus cash items in the process of collection” is the most important
component and represents about one-half of the total for this account. “Balances due from
depository institutions” is a very large component, with “balances due from Federal Reserve
Banks” being a relatively small portion of this account.

A certain minimum of vault cash is needed to meet the day-to-day currency requirements
of customers. The amount of cash required may be small compared to total resources because

Percent of Total

Percent Liabilities and
of Total Stockholders’
Assets Equity
ASSETS:
CASH & BALANCES DUE LIABILITIES AND
FROM DEPOSITORY STOCKHOLDERS’ EQUITY:
INSTITUTIONS 7% DEPOSITS 68%

Vault cash and cash items in
process of collection

Balances due from depository
institutions

Balances due from Federal
Reserve Banks

SECURITIES 18
U.S. government securities
State and local government
securities
Other debt securities
Equity securities

LOANS 59
Loans secured by real estate

Loans to depository institutions
Commercial and industrial loans

Loans to individuals

Other loans

OTHER ASSETS 16
Bank premises and fixed assets

Assets held in trading accounts

All other assets

TOTAL ASSETS 100%

Transaction accounts
Demand deposits

NOW accounts
Nontransactional accounts
Time deposits

Savings deposits

Foreign deposits

OTHER LIABILITIES 24
Federal funds purchased
Other borrowed money

& liabilities

STOCKHOLDERS’ EQUITY 8
Preferred stock

Common stock

Capital surplus

Retained earnings

TOTAL LIABILITIES &

STOCKHOLDERS’ EQUITY 100%
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secured loan loan backed by
collateral

unsecured loan loan thatis a
general claim against the borrower’s
assets

prime rate interest rate on short-
term unsecured loans to highest-
quality business customers

the typical day’s operation will result in approximately the same amount of cash deposits as
cash withdrawals. A margin of safety, however, is required to take care of those periods when,
for one reason or another, withdrawals greatly exceed deposits.

The appropriate amount of cash a bank should carry depends largely on the character of
its operations. For example, a bank that has some very large accounts might be expected to
have a larger volume of unanticipated withdrawals (and deposits) than a bank that has only
small individual accounts. An unpredictable volume of day-to-day withdrawals requires, of
course, a larger cash reserve.

“Balances due from depository institutions” reflect, in large part, the keeping of substantial
deposits with correspondent banks. Correspondent banks typically are located in large cities, and
these relationships can help speed the check-clearing process, as discussed earlier in the chapter.

“Balances due from Federal Reserve Banks” reflect reserves held at Federal Reserve
Banks. Bank and other depository institutions are required to keep a percentage of their depos-
its as reserves either with the Reserve Bank in their districts or in the form of vault cash. As
noted, the Monetary Control Act requires uniform reserve amounts for all depository insti-
tutions to enhance monetary control and competitive fairness. As withdrawals are made and
total deposit balances decrease, the amount of the required reserves also decreases. The vault
cash reserves that have been freed may then be used to help meet withdrawal demands.

Securities Securities are the second major group of bank assets and account for about
one-fifth of total assets. Securities issued by the U.S. Treasury and by U.S. government cor-
porations and agencies account for about three-fourths of the total securities held by banks.
Commercial banks also hold debt securities issued by state and local governments, as well
as other types of debt instruments. Equity securities include investments in mutual funds and
other equity securities, such as the holding of capital stock in a Federal Reserve Bank. Mem-
ber banks of the Fed must hold shares of stock in the Federal Reserve Bank in their district.

Loans Loans account for about three-fifths of bank assets, making this the most important
account category. Loans secured by real estate comprise about two-fifths of total bank loans
and also represent one-fourth of total bank assets. In a secured loan, specific property is
pledged as collateral for the loan. In the event the borrower fails to repay the loan, the lending
institution will take the assets pledged as collateral for the loan. In all cases, the borrower is
required to sign a note specifying the details of the indebtedness, but unless specific assets are
pledged for the loan, it is classified as unsecured.

The second most important loan category is composed of commercial and industrial
loans, which represent a little more than one-fourth of all bank loans. These are loans made
to businesses, and they may be secured or unsecured. An unsecured loan represents a gen-
eral claim against the assets of the borrower. The interest rate charged by banks for short-
term unsecured loans to their highest-quality business customers is referred to as the prime
rate. This represents, in theory, the lowest business loan rate available at a particular point
and is sometimes called the floor rate.” Less-qualified business borrowers will be charged a
higher rate; for example, prime plus two percentage points. If the prime rate is 5 percent, then
the financially weaker business borrower would be charged 7 percent (5 percent prime plus
2 percentage points more).

Since the peak in bank prime rates at around 20 percent during the early 1980s, rates have
been in a general decline. A secondary peak occurred in 2006 at 8.25 percent. However, as the
2007-08 financial crisis and the 2008—09 Great Recession unfolded, the prime rate declined to
3.25 percent by 2009. Monetary easing efforts by the Fed contributed to the prime rate staying
at the 3.25 percent level through late 2015. In December 2015, the Fed started to move away
from monetary easing by increasing its target for the federal funds rate by .25 percent, and the
bank prime rate was increased to 3.5 percent.

A loan customarily includes a specified rate of interest, such as the prevailing prime
rate or prime plus some percentage point amount. For short-term loans, the interest often is

*We say that, “in theory,” the prime rate is the lowest borrowing rate for unsecured loans because almost everything
is negotiable. In fact, there have been many instances in which large corporate borrowers have negotiated bank loans
at interest rates below the prevailing prime rate.



paid along with the principal amount of the loan when the loan contract matures. In some
instances, a discount loan or note is offered. With a discount loan, the interest is deducted from
the stated amount of the note at the time the money is lent. The borrower receives less than the
face value of the note, but repays the full amount of the note when it matures.

A given discount rate results in a higher cost of borrowing than an interest loan made for
the same rate. This is true, because under the discount arrangement actual money received by
the borrower is less, although the amount paid for its use is the same. For example, if $10,000
is borrowed on a loan basis at an interest rate of 5 percent for one year, at maturity $10,000
plus $500 interest must be repaid. In general terms, the annual percent cost of borrowing for a
one-year loan with interest paid annually is determined as follows:

Standard Loan:

Interest paid
Percent annual rate = x 100 3.1
Amount borrowed

For our example, we have,

Percent annual rate = _$500_ X 100 = .05 x 100 = 5.0%
$10,000
In contrast, if the $10,000 is borrowed on a discount basis and the rate is 5 percent, a
deduction of $500 from the face value of the note is made and the borrower receives only
$9.500. At the end of the year, the borrower repays the face amount of the note, $10,000. In
general terms, the percent annual rate on a one-year discount loan is calculated as follows:

Discount Loan:

Discount amount
Percent annual rate = - x 100 (3.2)
Amount borrowed — Discount amount

For our example, we have,

p ¢ | rate = $500 100 = $500

ercent annual rate = $10.000 — $500 X = $9.500

In the first case, the borrower has paid $500 for the use of $10,000; in the second case,

$500 has been paid for the use of only $9,500. The effective rate of interest, therefore, on the

discount basis is approximately 5.26 percent compared with the even 5 percent paid when the

$10,000 was borrowed on a standard loan basis.

Loans to individuals also are an important category for commercial bank lending. Loans

to individuals constitute about one-fifth of all bank loans. Credit cards and related loan plans
comprise a little less than half of all bank loans to individuals.

% 100 = .0526 x 100 = 5.26%

Other Bank Assets Other bank assets represent about 16 percent of total bank assets.
They include bank premises and fixed assets, assets held in trading accounts, and all other
assets, including other real estate owned and intangible assets.

As noted, about three-fifths of the assets of commercial banks are in the form of loans,
with about one-fourth of assets being held in the form of real estate loans. In contrast, S&Ls
and savings banks have about three-quarters of their assets in the form of real estate mort-
gages and mortgage-backed securities. The assets of credit unions are largely consumer
loans with a small percentage in government securities. Some credit unions also make home
mortgage loans, although such mortgage financing typically constitutes a small percentage
of their total assets.

Liabilities and Stockholders’ Equity

There are two major sources from which banks and other depository institutions acquire their
capital funds and liabilities. Common equity capital comes from the initial investment and
retained earnings of the owners of the institutions. Liabilities represent the funds owed to
depositors and others from whom the bank has borrowed. The most important liability of a

3.7 The Bank Balance Sheet
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Career Opportunities in Finance

Financial Institutions

Opportunities

Financial institutions, such as banks, S&Ls, and credit unions,
assist businesses and individuals with the flow of funds between
borrowers. Financial intermediary jobs provide the chance to
work with individuals, small businesses, and large corporations
on a variety of financial matters, and therefore, provide invaluable
business world experience. In addition, individuals interested in
finance may find numerous entry-level jobs with strong advance-

usually for one or more years, the loan analyst must monitor and
reevaluate outstanding loans on a periodic basis.

A loan officer is responsible for generating new loan business and
managing existing loans. As such, a loan officer must have the
ability to address the needs of existing clients while at the same
time identify and actively pursue new clients.

A financial economist analyzes business conditions over time and
prepares forecasts of economic activity and employment trends.
This information is crucial for lending institutions so that they do
not make unwise loans.

ment opportunities.

Jobs
Loan analyst
Loan officer

Financial economist

Responsibilities

Education

The level of education needed varies among different jobs. How-
ever, all of these jobs require a solid background in economics
and finance, as well as experience with computers, statistics, and
communication.

A loan analyst evaluates loan applicants in terms of their cred-
itworthiness and ability to repay. Since these types of loans are

certificates of deposit (CDs) time
deposits with a stated maturity

depository institution consists of its deposits of various kinds, but the other liabilities should
be understood also.

Deposits As can be seen in Figure 3.5, deposits represent about two-thirds of FDIC-
insured commercial bank liabilities and owners’ capital. Deposits are separated into transac-
tional accounts, which include demand (checking account) deposits and NOW accounts, and
nontransactional accounts. Transactional accounts constitute about one-fifth of total deposits,
and demand deposits represent over three-fourths of transactional account deposits. Nontrans-
actional accounts comprise three-fifths of total deposits. The remaining components are non-
domestic or foreign deposits. Nontransactional accounts are in the form of time and savings
deposits, each being about one-half of the total. Money market deposit accounts (MMDAS)
represent the largest component of savings accounts.

Most time deposits are certificates of deposit (CDs) that have a stated maturity and either
pay a fixed rate of interest or are sold at a discount. Although records reveal that commercial
banks issued certificates of deposit as early as 1900, a major innovation in the early 1960s
resulted in a tremendous growth in their importance. Large-denomination CDs for deposits of
$100,000 or more were issued in negotiable form, which meant they could be bought and sold.
Negotiable certificates of deposit (negotiable CDs) were discussed in Chapter 2. The vastly
increased use of negotiable CDs in the 1960s caused a secondary market for them to develop.
Today, negotiable CDs issued by banks and other depository institutions are purchased and
sold in the money markets as readily as most forms of debt obligations.

Other Liabilities The second category of liabilities is represented by items that, when
combined, have a smaller dollar significance than that of deposits. Included are federal funds
purchased or borrowed from other banks. As discussed in Chapter 2, federal funds are very
short-term (usually overnight) loans from banks with excess reserves, to banks that need to
borrow funds to meet minimum reserve requirements. Other borrowed money and liabilities
include longer-term notes and debt issues, as well as taxes, interest, and wages owed.

Stockholders’ Equity Stockholders’ equity includes preferred stock and common
equity capital. Common equity includes common stock, capital surplus, and retained earn-



ings. Characteristics of preferred stock and common stock are discussed in Chapter 10. At
the time a bank is formed, stock is purchased by the owners of the bank or by the public.’
From time to time, additional stock may be sold to accommodate bank expansion. A bank’s
common stock account reflects the number of shares of stock outstanding times a “par,” or
stated value, per share. The capital surplus account is used to record separately the differ-
ence between the sales price of the stock and the stock’s par value. If shares of previously
issued common stock are repurchased by a bank, an account called Treasury Stock is used
to record the cost of the shares repurchased, and serves to reduce the pre-purchase amount
of common equity capital.

For banks that don’t issue preferred stock, the common equity is the same as the stock-
holders’ equity.

LEARNING ACTIVITY
1. Go to the St. Louis Federal Reserve Bank’s website for financial and economic data
(referred to as FRED), http://www.stlouisfed.org, and find current information on
the prime rate charged by commercial banks.

2. Go to the Chase Corporation website, http://www.chase.com. Find information on
types of personal loans and their costs.

38 Bank Management

Banks are managed to make profits and increase the wealth of their owners. However, bank
management must also consider the interests of depositors and bank regulators. Profitabil-
ity often can be increased when bank managers take on more risk at the expense of bank
safety. The lower the level of bank safety is, the greater the likelihood of bank failure will be.
Bank managers must trade off higher profitability objectives against the desire of depositors
to maintain the safety of their deposits. Bank regulators try to ensure that bank managers are
prudent in their trade-off decisions between profitability and risk or safety.

Banks can fail either because of inadequate liquidity or by becoming insolvent. Bank
liquidity reflects the ability to meet depositor withdrawals and to pay off other liabilities when
they come due. The inability to meet withdrawal and debt repayments results in bank failure.
Bank solvency reflects the ability to keep the value of a bank’s assets greater than its liabil-
ities. When the value of a bank’s liabilities exceeds its assets, the bank is insolvent and, thus,
has “failed.” However, from a technical standpoint failure does not take place until depositors
or creditors are not paid and consequently take legal action. Figure 3.6 illustrates the trade-off
involving profitability and bank safety, or risk. Bank managers manage their bank’s riskiness
in terms of bank liquidity and bank solvency. We will first discuss bank liquidity management
and then cover the issue of bank solvency in terms of capital adequacy management.

Liquidity Management

Liquidity management is the management of a bank’s liquidity risk, which is the likelihood
that the bank will be unable to meet its depositor withdrawal demands and/or other liabilities
when they are due. Figure 3.6 shows that lower liquidity risk is associated with higher bank
safety and generally lower bank profits. The opposite is the case when bank managers choose
to take on greater liquidity risk to improve profits. In deciding on how much liquidity risk
is appropriate, bank managers make asset management and liability management decisions.

Asset Management A bank needs cash assets to meet depositor withdrawal requests
when demanded. However, cash assets do not earn interest for the bank. Thus, the more cash
assets are held, the lower the profitability, and vice versa. In contrast, banks earn higher
interest on loans and on longer-maturity securities investments. However, these types of assets

3In the case of credit unions, the members buy shares.
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m Trade-Off of

Profitability Objective against
Bank Liquidity and Bank
Solvency

primary reserves vault cash and
deposits held at other depository
institutions and at Federal Reserve
Banks

secondary reserves short-term

securities held by banks that can
be quickly converted into cash at
little cost

credit (default) risk the chance of
nonpayment or delayed payment of
interest or principal

Profitability Objective

Conservative Approach Aggressive Approach
Low Profitability Trade-off High Profitability
Low Risk against High Risk
High Safety Low Safety
4 0
Y Y

L . Bank Liquidity . L .
Low Liquidity Risk High Liquidity Risk
Bank Solvency
Low Credit Risk High Credit Risk
Low Interest Rate Risk High Interest Rate Risk

are not easily converted into cash assets, and if converted the conversion costs can be quite
high. For example, if a loan is sold to another investor, the loan may have to be heavily dis-
counted; that is, sold well below its face value.

Let’s now return to the aggregate bank balance sheet depicted in Figure 3.5. The cash assets
of the firm included under the heading “cash and balances due from depository institutions”
are considered to be the bank’s primary reserves to meet liquidity requirements. Vault cash
and deposits held at other depository institutions and at Federal Reserve Banks are immediately
available. Cash items in process of collection, while not immediate cash, are being converted
into cash on an ongoing basis. However, primary reserves do not earn interest, and thus, bank
managers want to minimize the amount of primary reserves they hold. Notice that FDIC-insured
commercial banks hold primary reserves that amount to about 7 percent of total bank assets.

To supplement their primary reserves, banks also hold secondary reserves to help meet depos-
itor withdrawal demands and other liabilities as they come due. Secondary reserves are short-term
securities held by banks that are quickly converted into cash at little cost to the banks. For example,
the holding of U.S. Treasury bills is an important source of secondary reserves for most banks.
Banks would prefer to hold secondary reserves over primary reserves because interest is earned
on secondary reserves. On the other hand, secondary reserves are less liquid than cash assets and
thus provide a little more liquidity risk than do primary reserves. In Figure 3.5, both short-term and
long-term securities are grouped together under the heading “‘securities.” As a consequence, we
cannot readily estimate the average amount of secondary reserves held by banks.

Let’s not lose sight of the fact that banks are in business to make profits for the bank
owners. Banks accept deposits from savers and, in turn, make loans to businesses and indi-
viduals. Figure 3.5 shows that nearly three-fifths of bank assets are in the form of loans. Bank
loans are generally less liquid and have higher risks of default than other bank assets. As a
consequence, bank loans offer higher potential profit than do other securities. Thus, after
setting primary reserve and secondary reserve targets, banks concentrate on meeting loan
demand by individuals and businesses. Credit (default) risk is the likelihood that borrowers
will not make interest and principal payments. Higher interest rates can be charged to riskier
borrowers, but such customers also are more likely to default on their loans. Bank managers
must trade off the size of their loan portfolios against the amount of credit risk they are willing
to assume. The acceptance of higher credit risk also increases the likelihood of insolvency.

After primary reserve and secondary reserve targets have been set, loan demand met, and
bank fixed asset decisions have been made, remaining funds are invested in longer-maturity
securities. Included would be U.S. government notes and bonds, state and local government
debt securities, and other securities. These are riskier than the short-term securities held as
secondary reserves and, thus, offer higher potential profitability that is second only to the
potential profitability of bank loans.



Liability Management A bank’s liabilities can be managed to help the bank maintain
a desired level of liquidity. This is possible because certain types of bank liabilities are very
sensitive to changes in interest rates. Included would be negotiable certificates of deposit
(CDs), commercial paper, and federal funds. For example, if a bank needs cash to meet un-
expected depositor withdrawals, it could immediately attract more liabilities by raising short-
term interest rates it will pay on negotiable CDs, or by issuing commercial paper at acceptable
interest rates being demanded in the marketplace. Likewise, the bank could borrow federal
funds from other banks that have excess reserves, as long as it is willing to pay that day’s
interest rate. You should recall that federal funds are overnight loans, and thus the bank may
have to re-borrow each day for several days to offset liquidity pressures.

Time and savings deposits generally are less sensitive to immediate changes in interest
rates and, thus, receive less focus from a liability management standpoint. Longer-term debt
and bank equity capital do not work well in terms of liquidity management because of the time
it takes for debt and equity securities to be issued or sold.

Liability management is meant to supplement asset management in managing bank
liquidity. In banks incurring severe liquidity problems, bank managers may find that they
are unable to even sell their negotiable CDs or commercial paper. Furthermore, if banks pay
higher and higher interest rates to sell negotiable CDs, they must find assets to invest in that
will provide returns higher than the cost of funds. Otherwise, profitability will suffer.

DISCUSSION QUESTION 3

In your opinion, should bank managers be allowed to seek high profitability by taking on
high risk and low safety?

Capital Management

Adequate capital is necessary to ensure that banks remain solvent, meet depositor demands,
and pay their debts as they come due. A bank is considered solvent as long as its assets are
worth more than its liabilities. Let’s return to Figure 3.5. Since we know that total assets must
equal total liabilities plus stockholders’ equity, the difference between total assets and total
liabilities reflects the degree of solvency.

What can cause a bank to become insolvent? One reason is that excessive credit risk could
result in nonrepayment of loans. For example, if businesses default on the loans they owe to a bank,
that bank’s assets will decline by the amount of the defaults. If a bank’s assets decline enough relat-
ive to its liabilities, the bank could become insolvent. In addition to credit risk reasons, a bank may
become insolvent because of interest rate risk, which is the risk associated with changing market
interest rates on the value of underlying debt instruments.* For example, let’s assume that a bank
purchases $100 million of long-term U.S. government bonds when interest rates are 6 percent. If
interest rates rise, the value of the bonds held as assets will decline. If the decline in the bond value
causes the bank’s assets to be less than its liabilities, the bank would be insolvent.

Adequate bank capital represents an important cushion against both credit risk and interest
rate risk as they affect bank solvency. Bank regulators set minimum capital ratio requirements
for the banks and other depository institutions that they regulate. A basic common equity cap-
ital ratio is defined as a bank’s common equity divided by total assets.

) ) ) Common equity
Common equity capital ratio = —— X 100 (3.3)
Total assets
The common equity capital ratio for a bank with common equity of $3 million and total assets
of $50 million would be,

Common equity capital ratio = $3 million/$50 million = 6%

Other capital ratios are now in use by bank regulators. Adjustments often are made to exclude
intangible assets such as goodwill, which is created in mergers and acquisitions. A broader view
of capital also is often used. In addition to noncumulative preferred stock, banks sometimes issue

*There is an inverse relationship between the price or value of debt instruments and interest rates. When market
interest rates increase, debt instruments go down in value, and vice versa.

3.8 Bank Management

interest rate risk possible price
fluctuations in fixed rate debt
instruments associated with
changes in market interest rates
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trust-preferred securities, and provide for loan-loss reserves in the event that loans have to be
written off. Trust-preferred securities have both debt and equity characteristics in that an issuing
bank creates a trust, issues debt to the trust, and then sells preferred stock to investors. Tier 1 cap-
ital is composed of common equity, noncumulative preferred stock, and trust-preferred securities,
minus intangible assets. Tier 2 capital is a bank’s loan-loss reserve amount plus other qualifying
securities (e.g., subordinated debt and perpetual preferred stock) plus net unrealized gains on
marketable securities. Total capital is the sum of tier 1 and tier 2 capital.

The central banks and other national supervisory authorities of major industrialized
countries met in Basel, Switzerland, in mid-1988 (Basel I Accord), in 2003 (Basel II
Accord), and again in 2010 (Basel 1] Accord). The objectives were to improve risk meas-
urement and management of large internationally involved banks, and to improve the trans-
parency of bank riskiness to customers and other constituencies. As a result, the Bank for
International Settlements (BIS) established capital adequacy requirements for banks with
international operations, based on the use of risk-weighted assets. The weightings were
established as follows:

Bank Assets Risk-Weight (%)
Cash and equivalents 0%
Government securities 0
Interbank loans 20
Mortgage loans 50
Ordinary loans 100
Standby letters of credit 100

Two capital ratios (tier 1 and total capital) are calculated using risk-adjusted assets. They
are defined as follows:
Tier 1 capital

Tier 1 ratio = x 100 34
fer L rato Risk-adjusted assets S

Total capital ratio = o+ 1" 2 CaPHAL g, 3-5)
= X ’
otal capital rahio Risk-adjusted assets

Let’s assume that a bank has common equity of $3.0 million, no noncumulative preferred
stock, trust-preferred securities of $.5 million, and a $1 million loan-loss reserve account.
Intangible assets (goodwill) amount to $1.5 million. In terms of other assets: cash and equivalents =
$1 million; government securities = $2 million; interbank loans = $5 million; mortgage
loans = $20 million; ordinary loans = $18 million; and standby letters of credit = $2 million.

Tier 1 capital = $3 million in common equity + $.5 million in trust-preferred securities —
$1.5 million in intangible assets, or $2 million. Total capital = tier 1 capital of $2.0 million +
$1.0 million in loan-loss reserves, or $3.0 million. Risk-adjusted assets are,

Cash and equivalents = $1 million X 00 = $0 million
Government securities = $2 million X 00 = $0 million
Interbank loans = $5 million X 20 = $1 million
Mortgage loans = $20 million X S50 = $10 million
Ordinary loans = $18 million X 1.00 = $18 million
Standby letters of credit = $2 million x  1.00 = $2 million

Risk-adjusted assets = $31 million

The tier 1 and total capital ratios are calculated as follows:
2.0 milli
Tier 1 ratio = ~=0 O 100 — 0645 x 100 = 6.45 %

$31 million

3.0 mill
Total capital ratio = 220 TN 160 = 0968 x 100 = 9.68%
$31 million



3.9 International Banking and Foreign Systems

To be considered “adequately capitalized,” a bank needs to have a 6 percent tier 1 capital
ratio and an 8 percent total capital (tier 1 plus tier 2) ratio. The bank in our example surpassed
both capital adequacy hurdles with a tier 1 ratio of 6.45 percent and a total capital ratio of
9.68 percent.

There is a strong incentive for bank managers to meet minimum capital ratio require-
ments. Banks that are classified as being undercapitalized by the FDIC must submit plans to
the FDIC indicating how they intend to become adequately capitalized. Significantly under-
capitalized banks may be required to replace their managers and even their board of directors,
as well as restructure their balance sheets. Critically undercapitalized banks must restructure
and may even be seized by the FDIC.

The 2007-08 financial crisis impacted many countries throughout the world causing
great concern that the international financial system might collapse. Underperforming
mortgages and mortgage-related securities soon became referred to as “troubled” or “toxic
assets.” Banks and other holders of these securities were forced to “write down” the values of
these assets to reflect their new market values. This, in turn, reduced their bank capital ratios
to unacceptable levels.

As a result, global banking regulators passed Basel III in late 2010 requiring banks
throughout the world to keep much larger capital reserves to protect against possible losses.
Also, passage of the Dodd-Frank Act in 2010 impacts how risk-adjustments to bank assets are
to be made for use in ratio calculations. While further rule changes are likely, regulators con-
tinue to focus on reducing the likelihood of bank failures in the United States and throughout
the world by implementing higher capital minimum requirements on banks.

39 |International Banking and
Foreign Systems

Banks with headquarters in one country may open offices or branches in other countries.
When banks operate in more than one country, we call this international banking. European
banks dominated international banking until the 1960s, when world trade began expanding
rapidly and multinational corporations increased in number and size. As a response to these
and other developments involving international trade, American banks began opening offices in
foreign countries and establishing correspondent banking arrangements with foreign banks. In
essence, as U.S. corporations began expanding their operations in other countries, the American
banks with which they were working followed them. Likewise, the growing importance of the
U.S. dollar in international transactions and the movement by foreign corporations to invest in
the United States resulted in foreign banks opening offices in the United States. Today, U.S.
banks are actively involved throughout the world with major operations in Europe, Asia, and
Latin America, and foreign banks have opened hundreds of offices in the United States.
Banking in the United States has traditionally been highly regulated to protect depositor
funds and to maintain citizen confidence in the U.S. banking system. European and most other
countries generally have adopted less-restrictive approaches to bank regulation. This led to
a competitive disadvantage for U.S. domestic banks relative to foreign-owned banks. The
result was the passage of the International Banking Act (IBA) of 1978, which was intended to
provide a “level playing field” for all banks. Some of the provisions included restricting for-
eign banks in terms of their U.S. interstate banking activities and giving authority to the Fed to
impose reserve requirements on foreign banks. Rules against nonbanking operations for U.S.
banks were extended to foreign banks operating in the United States. Congress strengthened
regulations relating to foreign banks by enacting the Foreign Bank Supervision Enhancement
Act in 1991. This act requires that the Fed give its approval before foreign banks can open
offices in the United States and that the Fed examine U.S. offices of foreign banks each year.
While most countries have central banking systems that operate much like the U.S. Fed-
eral Reserve System, some countries allow their banks to engage in both commercial banking
and investment banking. This is called universal banking. As noted earlier in the chapter,
Germany is a universal banking country. Its largest banks participate in both types of banking.

international banking when
banks operate in more than one
country
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The United Kingdom does not restrict its banks from engaging in both commercial bank-
ing and investment banking. However, British banks traditionally have been either “clearing
banks,” which are similar to U.S. commercial banks, or “merchant banks,” which are similar
to U.S. investment banks. In recent years, some British clearing banks have formed subsidi-
aries to perform a wide range of investment banking activities. Likewise, merchant banks are
expanding beyond investment banking. As a result, banking consolidations are taking place
and the United Kingdom is moving more toward universal banking. Commercial banking and
investment banking are separated in Japan.

German banks are allowed to own shares of stock in German firms and also are permitted
to vote those shares. Japanese banks also are allowed to own common stock in their business
customer firms, as well as to engage in various cross holdings of stock involving other Japanese
firms and banks. United Kingdom banks are not actively involved with the firms that they
conduct business with. While stock ownership in business firms by banks is not restricted in
the United Kingdom, British banks are generally risk averse to ownership of common stock.

Applying Finance To...

e Institutions and Markets Commercial banks, insurance com-
panies, pension funds, and mutual funds play important roles in get-
ting the savings of individuals into the hands of business firms so
that investments can be made to maintain and grow the businesses.
Thrift institutions (savings and loans, savings banks, and credit uni-
ons) along with commercial banks comprise the banking system and
help with the financial functions of creating money and transferring
money, which is conducted largely through a highly efficient check
processing or clearing system. In contrast with commercial banks,
while thrift institutions also accept the savings of individuals, they
focus on lending to individuals who want to purchase durable goods
and homes.

e Investments Bank loans to businesses and other debt obligations,
such as small certificates of deposit, originate in the primary debt
obligations market. However, since they are specific arrangements
with business borrowers and depositors, these debt obligations do not

Summary

LO 3.1 Beginning in 2006, declining housing prices led to higher
unemployment rates and defaults on mortgage loans by homeown-
ers. Many banks and other financial institutions that held mortgage
loans and mortgage-backed securities as assets suffered liquidity and
solvency problems when the values of these loans and securities fell
to such low levels that there was concern whether the financial insti-
tutions could meet their liability obligations.

LO 3.2 The four categories of financial institutions are depository
institutions, contractual savings, organizations, securities firms, and
finance firms. Individual savers and investors make deposits in com-
mercial banks, purchase shares in mutual funds, purchase securities
through investment banks and brokerages, pay premiums to insurance
companies, and make contributions to pension funds. Commercial
banks, in turn, make loans to, and purchase debt securities from, busi-
ness firms. Investment banks and brokerage firms purchase securities
on behalf of individuals from business firms. Mutual funds, insurance
companies, and pension funds purchase debt and equity securities
from business firms.

trade in a secondary debt obligations market. Rather, business loans
and small CDs are usually held to maturity, and loans are repaid and
depositors redeem their CDs. Investment banking firms and broker-
age houses help businesses market their new debt and equity secur-
ities issues so funds can be raised in addition to those provided by
banks.

e Financial Management Financial managers borrow from com-
mercial banks and depend on the banking system to help support
day-to-day operating activities involving producing and selling their
products and services. Materials must be purchased from suppliers
and are usually paid for by writing checks. Sales made to consumers
also are often paid by check. Business firms depend on the banking
system having a highly efficient check clearing system so that cash
outflows and inflows can be reasonably balanced. Financial managers
also rely on mutual funds, insurance companies, and pension funds to
buy their new security issues.

LO 3.3 A commercial bank accepts deposits, issues check-writing
accounts to facilitate purchases and paying bills, and makes loans
to individuals and businesses. An investment bank helps businesses
sell their new debt and equity securities to raise financial capital. A
universal bank, which is currently permitted in the United States,
can engage in both commercial banking and investment banking
activities. Banks and the banking system perform five functions:
(1) accepting deposits, (2) granting loans, (3) issuing checkable
deposit accounts, (4) clearing checks, and (5) creating deposit
money. For banks that also offer investment banking activities,
an additional function, (6) raising financial capital for businesses,
would be added.

LO 3.4 Banking prior to the Civil War was controversial in terms of
whether the central government or individual states should have the
power to charter and regulate banks. The First Bank of the United States
received a 20-year charter in 1791. In 1816, a 20-year charter was gran-
ted to the Second Bank of the United States. The next federally chartered
bank did not occur until 1863. During the period prior to the Civil War,



many state-chartered banks engaged in highly risky banking practices.

LO 3.5 The National Banking Act of 1864 permitted banks to receive
federal charters and provides the basis for the present national bank-
ing laws. The Federal Reserve Act of 1913 established the central
banking system in the United States. Separation of commercial
banking and investment banking activities was provided for in the
Glass-Steagall Act of 1933. The Glass-Steagall Act was not repealed
until the Gramm-Leach-Bliley Act of 1999 was passed. As a result of
the 2007-2008 financial crisis and the 2008-2009 Great Recession,
Congress passed the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010. The Federal Deposit Insurance Corporation
(FDIC) provides for deposit insurance up to $250,000 per account.

LO 3.6 Banks may obtain either state or federal charters, which
makes the United States a dual banking system. Individual states have
the authority to decide whether banks can operate branches in their
states. Today, most states permit statewide branching, although a few
states still have limited branch banking laws that restrict branching to
a specified geographical area, such as a county. Banks may be inde-
pendently owned or owned by either a one-bank holding company
(OBHC) or a multibank holding company (MBHC).

LO 3.7 A bank’s balance sheet is composed of assets that equal its
liabilities and stockholders’ equity. Bank assets are primarily in the
form of cash and balances due from depository institutions, securi-
ties, loans, and fixed assets. Most assets are held in the form of loans.

Key Terms

Review Questions 73

A bank’s liabilities are primarily in the form of deposits that may
take the form of transaction accounts, such as demand deposits, or
nontransactional accounts, which are time and savings deposits. A
bank’s common equity equals the stockholders’ equity unless pre-
ferred stock has been issued by the bank. Common equity includes
the proceeds from the sale of common stock plus the bank’s retained
earnings accumulated over time.

LO 3.8 Bank management involves the trade-off of potential profit-
ability against bank safety. Banks can fail because of inadequate bank
liquidity or because of bank insolvency. Bank liquidity is the ability
to meet depositor withdrawals and to pay debts as they come due.
Bank solvency reflects the ability to maintain the value of the bank’s
assets above the value of its liabilities. Liquidity management is prac-
ticed in terms of both asset management and liability management.
Capital management focuses on maintaining adequate stockholders’
equity relative to assets to protect the bank against insolvency and
liquidity risk.

LO 3.9 International banking is when banks operate in more than
one country. While most developed countries have central bank-
ing systems, some countries allow universal banking while oth-
ers restrict commercial banking and investment banking activities.
Germany is a universal banking country. The United Kingdom is
moving toward universal banking, while Japan separates the two
banking activities.

bank liquidity
bank solvency
banking system
brokerage firms
certificates of deposit (CDs)
commercial banks
contractual savings
organizations
credit (default) risk
credit unions
depository institutions

dual banking system

finance companies

finance firms

financial intermediation

Glass-Steagall Act of 1933

Gramm-Leach-Bliley Act of
1999

insurance companies

interest rate risk

international banking

investment bank

limited branch banking savings banks
liquidity risk savings and loan associations
mortgage (S&Ls)

mortgage-backed security

mortgage banking firms

multibank holding companies
(MBHCs)

mutual funds

one-bank holding companies
(OBHCs)

pension funds

secondary reserves
secured loan

securities firms

statewide branch banking
thrift institutions

unit banking

universal bank
unsecured loan

Dodd-Frank Wall Street Reform
and Consumer Protection Act

investment banking firms
investment companies

Review Questions

1. (LO 3.1) Discuss how and why banks suffered financial difficulties
during the financial crisis.

2. (LO 3.2) Describe the major financial institutions engaged in
getting the savings of individuals into business firms that want to
make investments to maintain and grow their firms.

3. (LO 3.3) Compare commercial banking with investment banking.
What is universal banking?

4. (LO 3.3) Describe the functions of banks and the banking
system.

5. (LO 3.3) Describe the three basic ways for processing or collecting
a check in the United States.

primary reserves
prime rate

6. (LO 3.4) How did the First Bank of the United States serve the
nation? Also briefly describe why the Second Bank of the United
States was chartered.

7. (LO 3.4) Briefly describe why and when thrift institutions were
founded.

8. (LO 3.5) Why was it considered necessary to create the Federal
Reserve System when we already had the benefits of the National
Banking Act?

9. (LO 3.5) Comment on the objectives of the Depository Institutions
Deregulation and Monetary Control Act of 1980.
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10. (LO 3.5) Why was the Garn—St. Germain Depository Institutions
Act of 1982 thought to be necessary?

11. (LO 3.5) Why was the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010 passed?

12. (LO 3.5) Describe the reasons for the savings and loan crisis that
occurred during the 1980s.

13. (LO 3.5) Briefly describe the purpose of the Financial Institutions
Reform, Recovery, and Enforcement Act (FIRREA) of 1989. Also,
indicate the purpose of the Resolution Trust Corporation (RTC).

14. (LO 3.5) How are depositors’ funds protected today in the United
States?

15. (LO 3.6) Describe the structure of banks in terms of bank
charters, branch banking, and bank holding companies.

16. (LO 3.7) What are the major asset categories for banks?
Identify the most important category. What are a bank’s major

Exercises

1. Go to http://www.stlouisfed.org and identify sources and uses of
funds for commercial banks.

2. You are the treasurer of a midsize industrial manufacturer. Your
firm’s cash balances vary between $300,000 and $1,000,000. During
the last three board meetings a board member has asked how you
protect this cash while it is being lodged in banks or other temporary
facilities. Your problem is to satisfy the board member, obtain some
income from the cash or cash equivalent balances, and have funds
available for immediate payout if required. What course of action do
you follow?

3. You and three other staff members of the U.S. Office of Comp-
troller of the Currency have been assigned identical projects. You
are to review the articles that have been written, the speeches made,
and in general the suggestions that have been offered to revamp the
structure of the FDIC to render it more stable and financially able to
withstand adverse events. Based on the few suggestions offered in
this chapter and your own ideas, what is your conclusion?

4. You are the mayor of a community of 12,000 people. You are active
in virtually all of the civic activities of the town and as such your
opinion is solicited on political, economic, sociological, and other
factors. You have been asked by one of the civic groups to comment
on the implications for the community of a prospective purchase of

Problems

1. The following three one-year “discount” loans are available to you:

Loan A: $120,000 at a 7 percent discount rate
Loan B: $110,000 at a 6 percent discount rate
Loan C: $130,000 at a 6.5 percent discount rate

a. Determine the dollar amount of interest you would pay on each
loan and indicate the amount of net proceeds each loan would
provide. Which loan would provide you with the most upfront
money when the loan takes place?

b. Calculate the percent interest rate or effective cost of each loan.
Which one has the lowest cost?

liabilities and stockholders’ equity, and which category is the largest
in size?
17. (LO 3.8) What is meant by bank liquidity and bank solvency?

18. (LO 3.8) Describe how assets are managed in terms of a bank’s
liquidity risk. Also, briefly describe how liquidity management is
used to help manage liquidity risk.

19. (LO 3.8) Describe what is meant by liquidity risk, credit risk, and
interest rate risk.

20. (LO 3.8) Define and describe the following terms: common
equity capital ratio, tier 1 ratio, and total capital ratio. How are these
used by bank regulators?

21. (LO 3.8) What are the Basel Capital Accords, and what is their
purpose?

22. (LO 3.9) Define international banking. Describe how some foreign
banking systems differ from the U.S. banking system.

the largest local commercial bank by an out-of-state bank holding
company. What is your response?

5. Banks provide checking account services, accept savings deposits,
and lend to borrowers. In other words, they are in the money business.
We all have heard stories of banks or their partner firms “misplacing”
or “losing” bags of money. Lending rates are also subject to change
periodically. Both of these situations can produce ethical dilemmas or
decisions. How would you react to the following scenarios?

a. You are walking down the street and see a large money bag
with “First National Bank™ printed on it. The bag is sitting on the
sidewalk in front of a local office of First National Bank. You are
considering whether to pick up the bag, check its contents, and then
try to find the owner. Alternatively, you could pick up the money
bag and take it to the local police station, or return it directly to the
bank itself. What would you do?

b. You are a loan officer of First National Bank. The owner of a
small business has come into the bank today and is requesting an
immediate $100,000 loan for which she has appropriate collateral.
You also know that the bank is going to reduce its lending interest
rate to small businesses next week. You could make the loan now
or inform the small business owner that she could get a lower rate
if the loan request is delayed. What would you do?

2. Assume that you can borrow $175,000 for one year from a local
commercial bank.
a. The bank loan officer offers you the loan if you agree to pay
$16,000 in interest plus repay the $175,000 at the end of one year.
What is the percent interest rate or effective cost?
b. As an alternative you could get a one-year, $175,000 discount loan
at 9 percent interest. What is the percent interest rate or effective cost?
¢. Which one of the two loans would you prefer?
d. At what discount loan interest rate would you be indifferent
between the two loans?



3. ABE Banc has the following asset categories:

Cash $1 million
Securities $4 million
Loans ?
Other assets $2 million
Total assets ?

a. What would be the bank’s total assets if loans were twice the
size of the amount of securities?

b. If total assets were $12 million, what would be the amount of the
loans?

c. If total assets were $11 million, and $1 million of securities were
sold with the proceeds placed in the cash account, what would be
the amount of the loans?

4. ATM Banc has the following liabilities and equity categories:

Deposits $9 million
Other liabilities $4 million
Stockholders’ equity ?
Total liabilities and stockholders’ equity ?

a. What would be the bank’s total liabilities and stockholders’ equity
if stockholders’ equity were one-half the size of other liabilities?

b. If total liabilities and stockholders’ equity capital were $15.5
million, what would be the amount of the stockholders’ equity?

c. If total liabilities and stockholders’ equity were $14 million, and
$1 million of deposits were withdrawn from the bank, what would
be the amount of the stockholders’ equity?

5. Following are selected balance sheet accounts for Third State Bank:
vault cash = $2 million, U.S. government securities = $5 million,
demand deposits = $13 million, nontransactional accounts = $20 mil-
lion, cash items in process of collection = $4 million, loans to indi-
viduals = $7 million, loans secured by real estate = $9 million, federal
funds purchased = $4 million, and bank premises = $11 million.

a. From these accounts, select only the asset accounts and calculate

the bank’s total assets.

b. Calculate the total liabilities for Third State Bank.

c. Based on the totals for assets and liabilities, determine the

amount in the stockholders’ equity account.

6. A bank’s assets consist of the following:

Cash $1.5 million
Loans $10 million
Securities $4.5 million
Fixed assets $2 million

In addition, the bank’s common equity is $1.5 million.
a. Calculate the common equity capital ratio.
b. If $2 million in bad loans were removed from the bank’s assets,
show how the common equity capital ratio would change.

7. Rearrange the following accounts to construct a bank balance sheet
for Second National Bank. What are the total amounts that make the
bank’s balance sheet balance?

Government securities owned:
$7 million

Demand deposits: $20 million

Cash assets: $5 million

Loans secured by real estate:
$30 million

Commercial and industrial
loans: $18 million
Stockholders’ equity: $6 million

Bank fixed assets: $14 million
Time and savings deposits:
$40 million
Federal funds purchased:
$6 million
Other long-term liabilities:
$2 million

Problems 75

8. Use the data from Problem 7 for Second National Bank and cal-
culate the common equity capital ratio assuming that stockholders’
equity was equal to common equity (i.e., there was no preferred stock).

9. Tenth National Bank has common stock of $2 million, retained
earnings of $5 million, loan-loss reserves of $3 million, and subor-
dinated notes outstanding in the amount of $4 million. Total bank
assets are $105 million. Calculate the common equity capital ratio.

10. Let’s assume that you have been asked to calculate risk-based
capital ratios for a bank with the following accounts:

Cash = $5 million

Government securities = $7 million
Mortgage loans = $30 million

Other loans = $50 million

Fixed assets = $10 million

Intangible assets = $4 million
Loan-loss reserves = $5 million
Common equity = $5 million
Trust-preferred securities = $3 million

Cash assets and government securities are not considered risky.
Loans secured by real estate have a 50 percent weighting factor. All
other loans have a 100 percent weighting factor in terms of riskiness.
a. Calculate the common equity capital ratio.
b. Calculate the tier 1 ratio using risk-adjusted assets.
c. Calculate the total capital (tier 1 plus tier 2) ratio using risk-
adjusted assets.

11. Challenge Problem This problem focuses on bank capital man-
agement and various capital ratio measures. Following are recent
balance sheet accounts for Prime First National Bank.

Cash assets $ 17 million $ 50 million

Loans secured by

Demand deposits
Time and savings

real estate 40 deposits 66
Commercial loans 45 Federal funds
purchased 15
Government Trust-preferred
securities owned 16 securities 2
Goodwill 5
Bank fixed assets 15 Common equity 5

$138 million Total liabilities
and stockholders’
equity

Total assets $138 million

Note: The bank has loan-loss reserves of $10 million. The real estate
and commercial loans shown on the balance sheet are net of the loan-
loss reserves.
a. Calculate the common equity capital ratio. How could the bank
increase its equity capital ratio?
b. Risk-adjusted assets are estimated using the following weight-
ings process: cash and government securities = .00, real estate
loans = .50, and commercial and other loans = 1.00.

Calculate the risk-adjusted assets amount for the bank.

c¢. Calculate the tier 1 ratio based on the information provided and
the risk-adjusted assets estimate from Part b.

d. Calculate the total capital (tier 1 plus tier 2) ratio based on the
information provided and the risk-adjusted assets estimate from
Part b.

e. What actions could the bank management team take to improve
the bank’s tier 1 and total capital ratios?



HAPTER 4

Federal Reserve System

LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:

LO 4.1 Discuss how the Federal Reserve System (Fed) responded to the recent financial
crisis and Great Recession.

LO 4.2 Identify three weaknesses of the national banking system that existed before the
Federal Reserve System was created.

LO 4.3 Describe the Federal Reserve System and identify the five major components into
which it is organized.

LO 4.4 Identify and describe the policy instruments used by the Fed to carry out monetary
policy.

LO 4.5 Discuss the Fed’s supervisory and regulatory functions.

LO 4.6 Identify important Fed service functions.

LO 4.7 Identify specific examples of foreign countries that use central banking systems to
regulate money supply and implement monetary policy.

WHERE WE HAVE BEEN...

In Chapter 3 we discussed the types and roles of financial institutions that have evolved in
the United States to meet the needs of individuals and businesses and help the financial sys-
tem operate efficiently. We also described the traditional differences between commercial
banking and investment banking, followed by coverage of the functions of banks (all depos-
itory institutions) and the banking system. By now you also should have an understanding of
the structure and chartering of commercial banks, the availability of branch banking, and the
use of bank holding companies. You also should now have a basic understanding of the bank
balance sheet and how the bank management process is carried out in terms of liquidity and
capital management. Selected information also was provided on international banking and
several foreign banking systems.

WHERE WE ARE GOING...

The last two chapters in Part 1 address the role of policy makers in the financial system and
how international trade and finance influence the U.S. financial system. In Chapter 5 you will
have the opportunity to review economic objectives that direct policy-making activities. We
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then briefly review fiscal policy and how it is administered through taxation and expenditure
plans. This is followed by a discussion of the policy instruments employed by the U.S.
Treasury and how the Treasury carries out its debt management activities. You will then see
how the money supply is changed by the banking system, as well as develop an understand-
ing of the factors that affect bank reserves. The monetary base and the money multiplier also
will be described and discussed. Chapter 6 focuses on how currency exchange rates are
determined and how international trade is financed.

HOW THIS CHAPTER APPLIES TO ME...

Actions taken by the Fed impact your ability to borrow money and the cost of, or interest
rate on, that money. When the Fed is taking an easy monetary stance, money becomes
more easily available, which in turn leads to a lower cost. Such an action, in turn, will
likely result in lower interest rates on your credit card, your new automobile loan, and
possibly your interest rate on a new mortgage loan. Actions by the Fed also influence eco-
nomic activity and the type and kind of job opportunities that may be available to you. For
example, a tightening of monetary policy in an effort to control inflation may lead to an
economic slowdown.

While many individuals know that the Federal Reserve System is the central bank of the
United States, what the Fed does and how it operates are less clear. Stephen H. Axilrod
comments,

There must be almost as many images of the Fed as an institution and of the
wellsprings of its actions as there are viewers. Mine, born of a particular
experience, is a generally benign one. It is of an unbiased, honest, straightforward
institution that quite seriously and carefully carries out its congressionally given
mandates. . . . It is of course through the window of monetary policy that the
public chiefly sees and judges the Fed.'

This chapter focuses on understanding the structure and functions of the Fed. Chapter 5 describes
how the Fed administers monetary policy in cooperation with fiscal policy and Treasury
operations to carry out the nation’s economic objectives.

41 U.S. Central Bank Response to the
Financial Crisis and Great Recession

As previously noted, the 2007-2008 financial crisis and the 2008—-2009 Great Reces-
sion combined to create a “perfect financial storm.” Many government officials, politicians,
financial institution executives, and business professionals felt during the midst of the
financial storm that both the U.S. and world financial systems were on the verge of collapse
in 2008. The Federal Reserve System (Fed), the central bank of the United States, is
responsible for setting monetary policy and regulating the banking system. Direct actions
and involvement by the Fed were critical in government and related institutional efforts to
avoid financial collapse.

The federal government has historically played an active role in encouraging home own-
ership by supporting liquid markets for home mortgages. If banks and other lenders originate
home mortgages and then “hold” the mortgages, new mortgage funds are not readily available.
However, when banks and other lenders are able to sell their mortgages in a secondary mortgage
market to other investors, the proceeds from the sales can be used to make new mortgage loans. In

IStephen H. Axilrod, Inside the Fed, (Cambridge: The MIT Press, 2009), p. 159.

Federal Reserve System (Fed)
U.S. central bank that sets monetary
policy and regulates banking
system
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Federal National Mortgage
Association (Fannie Mae) created
to support the financial markets by
purchasing home mortgages from
banks so that the proceeds could be
lent to other borrowers

Government National Mortgage
Association (Ginnie Mae) created
to issue its own debt securities to
obtain funds that are invested in
mortgages made to low to moderate
income home purchasers

Federal Home Loan Mortgage
Corporation (Freddie Mac)
formed to support mortgage
markets by purchasing and holding
mortgage loans

1938, the president and Congress created the Federal National Mortgage Association (Fannie
Mae) to support the financial markets by purchasing home mortgages from banks and, thus,
freeing-up funds that could be lent to other borrowers. Fannie Mae was converted to a government-
sponsored enterprise (GSE), or “privatized,” in 1968 by making it a public, investor-owned com-
pany. The Government National Mortgage Association (Ginnie Mae) was created in 1968 as
a government-owned corporation. Ginnie Mae issues its own debt securities to obtain funds that
are invested in mortgages made to low to moderate income home purchasers. The Federal Home
Loan Mortgage Corporation (Freddie Mac) was formed in 1970, also as a government-owned
corporation to aid the mortgage markets by purchasing and holding mortgage loans. In 1989,
Freddie Mac also became a GSE when it became a public, investor-owned company.

Ginnie Mae and Fannie Mae issue mortgage-backed securities to fund their mortgage
purchases and holdings. Ginnie Mae purchases Federal Housing Administration (FHA)
and Department of Veterans Affairs (VA) federally insured mortgages, packages them into
mortgage-backed securities that are sold to investors. Ginnie Mae guarantees the payment
of interest and principal on the mortgages held in the pool. Fannie Mae purchases individual
mortgages or mortgage pools from financial institutions and packages or repackages them into
mortgage-backed securities as ways to aid development of the secondary mortgage markets.
Freddie Mac purchases and holds mortgage loans.

As housing prices continued to increase, these mortgage-support activities by Ginnie
Mae, Fannie Mae, and Freddie Mac aided the government’s goal of increased home own-
ership. However, after the housing price bubble burst in mid-2006 and housing-related jobs
declined sharply, mortgage borrowers found it more difficult to meet interest and principal
payments, causing the values of mortgage-backed securities to decline sharply. To make the
housing-related developments worse, Fannie Mae and Freddie Mac held large amounts of low
quality, subprime mortgages that had higher likelihoods of loan defaults. As default rates on
these mortgage loans increased, both Fannie and Freddie suffered cash and liquidity crises.
To avoid a meltdown, the Federal Reserve provided rescue funds in July 2008, and the U.S.
government assumed control of both firms in September 2008.

The Federal Reserve, sometimes with the aid of the U.S. Treasury, helped a number of
financial institutions on the verge of failing, due to the collapse in value of mortgage-backed
securities, to merge with other firms. Examples included the Fed’s efforts in aiding the March
2008 acquisition of Bear Stearns by the JPMorgan Chase bank and the sale of Merrill Lynch
to Bank of America during the latter part of 2008. However, Lehman Brothers, a major invest-
ment bank, was allowed to fail in September 2008. Shortly after the Lehman bankruptcy and
the Merrill sale, American International Group (AIG), the largest insurance firm in the United
States, was “bailed out” by the Federal Reserve with the U.S. government receiving an own-
ership interest in the company. Like Merrill, Fannie, and Freddie, AIG was considered “too
large to fail,” due to the potential impact of this on the global financial markets.

In addition to direct intervention, the Fed also engaged in quantitative easing actions to
help avoid a financial system collapse in 2008, and to stimulate economic growth after the
2008-09 recession. We will discuss the Fed’s quantitative easing actions later in the chapter.

DISCUSSION QUESTION 1

Do you support the Fed’s decision to bail out selected financial institutions that were
suffering financial distress in 2008?

42 The U.S. Banking System Prior to the Fed

In Chapter 1, when we discussed the characteristics of an effective financial system, we
said that one basic requirement was a monetary system that efficiently carried out the fin-
ancial functions of creating and transferring money. While we have an efficient monetary
system today, this was not always the case. To understand the importance of the Federal
Reserve System, it is useful to review briefly the weaknesses of the banking system that gave
rise to the establishment of the Fed. The National Banking Acts passed in 1863 and 1864
provided for a national banking system. Banks could receive national charters, capital and
reserve requirements on deposits and banknotes were established, and banknotes could be
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issued only against U.S. government securities owned by the banks but held with the U.S.
Treasury Department. These banknotes, backed by government securities, were supposed to
provide citizens with a safe and stable national currency. Improved bank supervision also was
provided for with the establishment of the Office of the Comptroller of the Currency under
the control of the U.S. Treasury.

Weaknesses of the National Banking System

Although the national banking system overcame many of the weaknesses of the prior systems
involving state banks, it lacked the ability to carry out other central banking system activities
that are essential to a well-operating financial system. Three essential requirements include
(1) an efficient national payments system, (2) an elastic or flexible money supply that can
respond to changes in the demand for money, and (3) a lending/borrowing mechanism to help
alleviate liquidity problems when they arise. The first two requirements relate directly to the
transferring and creating money functions. The third requirement relates to the need to main-
tain adequate bank liquidity. Recall from Chapter 3 that we referred to bank liquidity as the
ability to meet depositor withdrawals and to pay other liabilities as they come due. All three
of these required elements were deficient until the Federal Reserve System was established.

The payments system under the National Banking Acts was based on an extensive net-
work of banks with correspondent banking relationships. It was costly to transfer funds from
region to region, and the check clearing and collection process sometimes was quite long.
Checks written on little-known banks located in out-of-the-way places often were discoun-
ted or were redeemed at less than face value. For example, let’s assume that a check written
on an account at a little-known bank in the western region of the United States was sent to
pay a bill owed to a firm in the eastern region. When the firm presented the check to its local
bank, the bank might record an amount less than the check’s face value in the firm’s checking
account. The amount of the discount was to cover the cost of getting the check cleared and
presented for collection to the bank located in the western region. Today, checks are processed
or cleared quickly and with little cost throughout the U.S. banking system. Recall from Chapter 3
that the current U.S. payments system allows checks to be processed either directly or indirectly.
The indirect clearing process can involve the use of bank clearinghouses as discussed in Chapter 3
or a Federal Reserve Bank. The role of the Fed in processing checks is discussed in this chapter.

A second weakness of the banking system under the National Banking Acts was that the
money supply could not be easily expanded or contracted to meet changing seasonal needs
and/or changes in economic activity. As noted, banknotes could be issued only to the extent
that they were backed by U.S. government securities. Note issues were limited to 90 percent
of the par value, as stated on the face of the bond, or the market value of the bonds, whichever
was lower. When bonds sold at prices considerably above their par value, the advantage of
purchasing bonds as a basis to issue notes was eliminated.?

For example, if a $1,000 par value bond was available for purchase at a price of $1,100,
the banks would not be inclined to make such a purchase since a maximum of $900 in notes
could be issued against the bond, in this case 90 percent of par value. The interest that the
bank could earn from the use of the $900 in notes would not be great enough to offset the high
price of the bond. When government bonds sold at par or at a discount, on the other hand,
the potential earning power of the note issues would be quite attractive and banks would be
encouraged to purchase bonds for note issue purposes. The volume of national bank notes,
thus the money supply, therefore depended on the government bond market rather than on the
seasonal, or cyclical, needs of the nation for currency.

A third weakness of the national banking system involved the arrangement for holding
reserves and the lack of a central authority that could lend to banks experiencing temporary
liquidity problems. A large part of the reserve balances of banks was held as deposits with
large city banks, in particular with large New York City banks. Banks outside of the large
cities were permitted to keep part of their reserves with their correspondent large city banks.
Certain percentages of deposits had to be retained in their own vaults. These were the only

%A bond’s price will differ from its stated or face value if the interest rate required in the marketplace is different from
the interest rate stated on the bond certificate. Bond valuation calculations are discussed in Chapter 10.
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central bank federal government
agency that facilitates the operation
of the financial system and
regulates the money supply

alternatives for holding reserve balances. During periods of economic stress, the position of
these large city banks was precarious because they had to meet the demand for deposit with-
drawals by their own customers as well as by the smaller banks. The frequent inability of the
large banks to meet such deposit withdrawal demands resulted in extreme hardship for the
smaller banks whose reserves they held. A mechanism for providing loans to banks to help
them weather short-term liquidity problems is crucial to a well-functioning banking system.

The Movement to Central Banking

A central bank is a government-established organization responsible for supervising and
regulating the banking system and for creating and regulating the money supply. While central
bank activities may differ somewhat from country to country, central banks typically play an
important role in a country’s payments system. It is also common for a central bank to lend
money to its member banks, hold its own reserves, and be responsible for creating money.

Even though the shortcomings of the national banking system in terms of the payments
system, inflexible money supply, and illiquidity were known, opposition to a strong central
banking system still existed in the United States during the late 1800s. The vast western fron-
tiers and the local independence of the southern areas during this period created distrust of
centralized financial control. This distrust deepened when many of the predatory practices of
large corporate combinations were being made public by legislative commissions and invest-
igations around the turn of the century.

The United States was one of the last major industrial nations to adopt a permanent sys-
tem of central banking. However, many financial and political leaders had long recognized the
advantages of such a system. These supporters of central banking were given a big boost by
the financial panic of 1907. The central banking system adopted by the United States under the
Federal Reserve Act of 1913 was, in fact, a compromise between the system of independently
owned banks in this country and the single central bank systems of such countries as Canada,
Great Britain, and Germany. This compromise took the form of a series of central banks, each
representing a specific region of the United States. The assumption was that each central bank
would be more responsive to the particular financial problems of its region.

43 Structure of the Federal Reserve System

The Federal Reserve System is the central bank of the United States and is responsible for
setting monetary policy and regulating the banking system. It is important to understand that
the Fed did not replace the system that existed under the National Banking Acts of 1863 and
1864 but, rather, it was superimposed on the national banking system created by these acts.
Certain provisions of the National Banking Acts, however, were modified to permit greater
flexibility of operations.

The Fed system consists of five components:

Member banks

Federal Reserve District Banks

Board of Governors

Federal Open Market Committee

Advisory committees

These five components are depicted in Figure 4.1.

Member Banks

The Federal Reserve Act provided that all national banks were to become members of the
Fed. In addition, state-chartered banks were permitted to join the system if they could show
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evidence of a satisfactory financial condition. The Federal Reserve Act also required that all
member banks purchase capital stock of the Reserve Bank of their district up to a maximum
of 6 percent of their paid-in capital and surplus. In practice, however, member banks have had
to pay only 3 percent; the remainder is subject to call at the discretion of the Fed. Member
banks are limited to a maximum of 6 percent dividends on the stock of the Reserve Bank that
they hold. The Reserve Banks, therefore, are private institutions owned by the many member
banks of the Fed.

State-chartered banks are permitted to withdraw from membership with the Fed six
months after written notice has been submitted to the Reserve Bank of their district. In such
cases, the stock originally purchased by the withdrawing member is canceled and a refund is
made for all money paid in.

Small Business Practice

Commercial Banks as Providers In contrast, the first part of the decade of the 2000s was char-
of Small Business Credit acterized by Fed monetary policy that emphasized liquidity and low
interest rates in an effort to stimulate economic recovery after the

The 1980s and 1990s were difficult for the banking industry in the dot-com and the tech bubbles burst at the beginning of the decade

United States. Many savings and loan associations (S&Ls) failed, and in reaction to the September 11, 2001, terrorist attack. Even after
and there were many mergers involving S&Ls and commercial ~ the U.S. economy began recovering, the Fed maintained an easy
banks. Furthermore, many of the consolidations involved small ~ monetary policy. Then came the real estate price bubble burst, fol-

commercial banks that traditionally tended to specialize in small lowed by the 2007-08 financial crisis and 2008-09 Great Recession.
business lending_ As a resul[’ concern has been expressed about During the CriSiS, the avallablhty of bank loans for small businesses

where, or even whether, small businesses are able to obtain loans virtually dried up. There now is an ongoing effort to encourage
and other forms of business credit. banks to increase the availability of loan funds to small businesses.
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Approximately 3,500, or about one-third, of the nation’s commercial banks are members of
the Fed. This includes all commercial banks with national charters plus, roughly, one-fifth of the
state-chartered banks. These member banks hold approximately three-fourths of the deposits of
all commercial banks. National banks control about three-fifths of the total assets of all FDIC-
insured commercial banks, and the state-chartered banks that belong to the Fed control another
one-fourth of total assets. Even these figures understate the importance of the Federal Reserve in
the nation’s financial system. As indicated in Chapter 3, the Monetary Control Act of 1980 gen-
erally eliminated distinctions between banks that are members of the Fed and other depository
institutions by applying comparable reserve and reporting requirements to all these institutions.

Federal Reserve District Banks

The Federal Reserve Act of 1913 provided for the establishment of 12 Federal Reserve dis-
tricts. Each district is served by a Federal Reserve Bank. Figure 4.1 indicates that district
banks have a wide range of responsibilities, including holding reserve balances for depository
institutions and lending to them at the prevailing discount (interest) rate. The district banks
also issue new currency and withdraw damaged currency from circulation, as well as collect
and clear checks and transfer funds for depository institutions. The boundaries of the districts
and the cities where district banks are located are shown in Figure 4.2.

Directors and Officers Each Reserve Bank has corporate officers and a board of
directors. The selection of officers and directors is unlike that of other corporations. Each
Reserve Bank has on its board nine directors, who must be residents of the district in which
they serve. The directors serve terms of three years, with appointments staggered so that three
directors are appointed each year. To ensure that the various economic elements of the Federal
Reserve districts are represented, the nine members of the board of directors are divided into
three groups: Class A, Class B, and Class C.
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Both Class A and Class B directors are elected by the member banks of the Federal
Reserve district. The Class A directors represent member banks of the district, and the Class
B directors represent nonbanking interests. These nonbanking interests are commerce, agri-
culture, and industry. The Class C directors are appointed by the Board of Governors of the
Federal Reserve System. These persons may not be stockholders, directors, or employees of
existing banks.

The majority of the directors of the Reserve Banks are elected by the member banks of
each district. However, the three nonbanking members of each board appointed by the Board
of Governors of the Federal Reserve System are in a more strategic position than the other
board members. One member appointed by the Board of Governors is designated chairperson
of the board of directors and Federal Reserve agent, and a second member is appointed deputy
chairperson. The Federal Reserve agent is the Board of Governor’s representative at each
Reserve Bank. He or she is responsible for maintaining the collateral that backs the Federal
Reserve notes issued by each Reserve Bank.

Each Reserve Bank also has a president and first vice president, who are appointed
by its board of directors and approved by the Board of Governors. A Reserve Bank may
have several additional vice presidents. The president is responsible for executing policies
established by the board of directors and for the general administration of Reserve Bank
affairs. All other officers and personnel of the Reserve Bank are subject to the authority of
the president.

Federal Reserve Branch Banks In addition to the 12 Reserve Banks, 25 branch
banks have been established. These branch banks are for the most part in geographical areas
not conveniently served by the Reserve Banks themselves. For this reason, the geograph-
ically large western Federal Reserve districts have most of the Reserve Branch Banks. The
San Francisco district has four, the Dallas district has three, and the Atlanta district has five
branch banks. The New York Federal Reserve district, on the other hand, has only one branch
bank, while the Boston district has no branches. The cities in which Reserve Banks and their
branches are located are also shown in Figure 4.2.

Board of Governors

The Fed Board of Governors, or formally the Board of Governors (BOG), of the Federal Fed Board of Governors seven-
Reserve System, is composed of seven members and is responsible for setting monetary policy. member board of the Federal
Each member is appointed for a term of 14 years. The purpose of the 14-year term undoubtedly Reserve that sets monetary policy
was to reduce political pressure on the BOG. Board members can be of any political party, and
there is no specific provision concerning the qualifications a member must have. All members
are appointed by the president of the United States with the advice and consent of the Senate.
One member is designated as the chairperson and another as the vice chairperson.
The appointive power of the president and the ability of Congress to alter its structure
make the BOG a dependent political structure. However, it enjoys much independence in
its operations. The Board of Governors of the Federal Reserve System is, in fact, one of the
most powerful monetary organizations in the world. The chair of the board plays an especially
influential role in policy formulation. Because the board attempts to achieve its goals without
political considerations, disagreement between the administration in power and the board is
common. From time to time, pressures from Congress or the president have undoubtedly influ-
enced the board’s decisions, but its semi-independence generally prevails.
Figure 4.1 illustrates how the Board of Governors establishes monetary policy. The
Fed BOG sets reserve requirements and reviews and approves the discount rate actions of the
12 district banks. The Fed BOG also operates through the Federal Open Market Committee to
control the money supply as a means of meeting monetary policy objectives. We will explore
these monetary policy instruments in more detail later in the chapter.
In addition to setting the nation’s monetary policy, the board directs and coordinates
the activities of the 12 Reserve Banks under its jurisdiction. The board is responsible for
approving the applications of state-chartered banks applying for membership in the system
and for recommending the removal of officers and directors of member banks when they
break rules established by the Fed and other regulatory authorities. In addition, the board
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implements many of the credit control devices that have come into existence since the mid-1960s,
such as the Truth in Lending Act, the Equal Credit Opportunity Act, and the Home Mortgage
Disclosure Act.

The BOG staff conducts economic research, compiles economic data, and prepares publi-
cations that provide consumer and regulatory information. The board and all 12 of the Reserve
Banks engage in intensive research in monetary matters.

Federal Open Market Committee

As early as 1922, efforts were made to coordinate the timing of purchases and sales of secur-
ities by the Federal Reserve Banks to achieve desirable national monetary policy objectives.
The Federal Open Market Committee (FOMC), with the additional powers granted to it by
the Banking Act of 1935, has full control over all open-market operations of the Reserve
Banks. As noted in Figure 4.1, this committee consists of the seven members of the Fed
BOG plus five presidents (one of whom must be from New York) of Reserve Banks. The
FOMC conducts open-market operations through the process of buying and selling U.S.
government and other securities. These activities represent the primary method for carrying
out monetary policies.

Advisory Committees

Figure 4.1 indicates that the Federal Reserve System has three major advisory committees.
The Federal Advisory Council provides advice and general information on banking-related
issues to the BOG. Each of the 12 Federal Reserve districts elects one member to serve on the
council. The membership of the Consumer Advisory Council is composed of representatives
from depository institutions and their customers and, as the committee title suggests, provides
advice relating to consumer issues. The Thrift Institutions Advisory Council consists of mem-
bers from S&Ls, savings banks, and credit unions and provides advice on issues that directly
affect thrift institutions.

Role of the Chair of the Fed Board of Governors

Special authority attaches to the chairperson of any board. The chair of the Board of Gov-
ernors of the Federal Reserve System is no exception. The holder of that position is gener-
ally recognized as the most powerful influence on monetary policy in the nation. As for any
chairperson, the chair’s power derives in large measure from the personality, experience, and
leadership of the individual.

High moral and ethical standards are a must for the chairperson of the Fed BOG.
A successful chair must have the confidence and trust of the president and Congress, bank
officers, business leaders, foreign officials, and the general public. While the Fed has tried in
recent years to make its activities and intentions more transparent, the impact of Fed actions
are not often felt until many months afterward. Constituents must trust the chair will do what
is right for the economy and society. Unethical behavior on the part of a Fed BOG chair would
not be tolerated. High-quality reputation matters!

While there have been a total of 15 Fed chairs, we focus on the seven most recent chairs
beginning with the early 1950s. The chairs, along with the period served, are, as follows:

. William McChesney Martin Jr. (1951-1970)
. Arthur Burns (1970-1978)

. G. William Miller (1978-1979)

. Paul Volcker (1979-1987)

Alan Greenspan (1987-2006)

. Ben Bernanke (2006-2014)

. Janet Yellen (2014—present)

. BN Y T U U R S
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William Martin’s tenure as chair has been the longest in Fed history. He focused on main-
taining the Fed’s independence from Congress and the president. The 1970s were a particularly
difficult decade from an economic standpoint in the United States. Inflation was increasing at
arapid rate. Oil price shocks occurred in 1973—-1974 and again in 1978—1979. Wage and price
controls were tried with no success. Arthur Burns served as chair throughout most the 1970s
until his term expired in 1978. President Jimmy Carter nominated William Miller as chair, but
he served only one year. By 1979, public confidence in Carter was very low. Reactions in the
financial markets in New York City also suggested concern over whether the president could
control inflation.

In July 1979, Paul Volcker’s name had surfaced as a possible chair of the Fed who could
ably fight inflation in the United States. Volcker was an economist who had served as president
of the New York Federal Reserve Bank and was well known on Wall Street. Volcker also had
served in government positions in the Kennedy, Johnson, and Nixon administrations, and he
had worked as well as in commercial banking with Chase Manhattan.

While Volcker had impressive credentials, some of the comments gathered by the Carter
administration included, “rigidly conservative . . . very right-wing . . . arbitrary and arrogant . . .
not a team player.”® While the Fed is legally independent from the White House, it is normal
for the Fed chair to work with a president’s economic advisors in a joint effort to reach certain
economic objectives. Of course, there are times when it might be in the best interest of the
people if the Fed pursues its own direction in applying monetary policy to achieve objectives
such as lower inflation.

History shows that under the guidance of Paul Volcker, a restrictive Fed policy brought
down the double-digit inflation of the 1970s and the early 1980s. Volcker dominated the board
during his tenure, and the Federal Open Market Committee consistently responded to his
leadership. When Volcker resigned as chairman in June 1987, the financial markets reacted
negatively. The U.S. dollar fell relative to other currencies, and U.S. government and corporate
bond prices fell. Why? In a word—uncertainty; that is, uncertainty about the future direction
of monetary policy. Volcker was a known inflation fighter. In contrast, the policies of the
incoming Fed chair, Alan Greenspan, were unknown.

Greenspan was viewed as a conservative economist. He served as an economics advisor
to President Gerald Ford and as a business consultant. Greenspan’s first big test was the stock
market crash of October 1987. He responded by immediately pumping liquidity into the bank-
ing system. The result was avoidance of monetary contraction and asset devaluation of the
kind that followed the stock market crash of 1929. A reversal of policy occurred in mid-
1988 when interest rates were raised to fight increasing inflation. A relatively mild recession
occurred during 1990-1991. However, inflation has been kept below the 3 percent level since
then. During Greenspan’s service as chair of the Fed BOG, there was real economic growth
in the U.S. economy, interest rates declined to historic lows, and stock prices reached all-time
highs. A 1996 survey of more than two hundred chief executive officers of the largest U.S.
corporations gave overwhelming support for the “good job” that Greenspan was doing. Since
then, the business and financial sectors of the United States have maintained their strong sup-
port of Greenspan’s Fed leadership. In 2004, Greenspan was nominated by President George
W. Bush and confirmed by the U.S. Senate for a fifth and final four-year term as chair of the
Fed. A Fed policy of high monetary liquidity and low interest rates was established during the
early part of the decade of the 2000s in response to an economic downturn that was exacer-
bated by the September 11, 2001, terrorist attack. This easy money policy was continued
through Greenspan’s tenure, which lasted through January 2006.

Ben Bernanke became chair of the Fed BOG in February 2006. It was only a few months
before the housing price bubble burst and the economy started slowing down. Bernanke was
responsible for establishing monetary policy that helped guide the United States through the
“perfect financial storm” involving the 2007-08 financial crisis, which had placed the U.S.
economic system on the verge of collapse,” and the subsequent 2008-09 Great Recession. Ben
Bernanke led the setting of monetary policy until early 2014.

SWilliam Greider, Secrets of the Temple: How the Federal Reserve Runs the Country, (New York: Simon and Schuster,
1987), p. 35.

*For an interesting personal experience perspective of working with the Fed chairs, see Stephen H. Axilrod, Inside the
Fed, (Cambridge: The MIT Press, 2009).
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monetary policy formulated by
the Fed to regulate money supply
growth

dynamic actions Fed actions
that stimulate or repress economic
activity or the level of prices

defensive activities Fed activities
that offset unexpected monetary
developments and contribute to the
smooth, everyday functioning of
the economy

accommodative function Fed
efforts to meet credit needs of
individuals and institutions,
clearing checks, and supporting
depository institutions

Janet Yellen assumed office in February 2014. Prior to becoming chair of the Fed BOG,
she served as vice chair from October 2010 until she was appointed Fed BOG chair. Yellen
is viewed as being a Keynesian economist who favors the use of monetary policy to manage
economic activity over the business cycle. She inherited from Ben Bernanke the Fed’s easy
monetary policy developed to address the 2007-2009 financial and economic crises. She also
participated in the subsequent continuing quantitative easing policies during her role as vice
chair. However, after seven years of easy money policies, the Fed moved in December 2015
to start increasing interest rates.

DISCUSSION QUESTION 2

How would you evaluate the performance of Janet Yellen as chair of the Fed BOG?

LEARNING ACTIVITY

Each of the 12 Federal Reserve Banks has its own website and tries to specialize in spe-
cific types of information. Go to the Federal Reserve Bank of San Francisco’s website,
http://www.frbsf.org, and the Federal Reserve Bank of Minneapolis’s website, http://
www.minneapolisfed.org, and identify the types of consumer and economic information
they provide.

44 Monetary Policy Functions
and Instruments

Overview of Responsibilities

The primary responsibility of the Fed is to formulate monetary policy, which involves reg-
ulating the growth of the supply of money and, therefore, regulating its cost and availability.
By exercising its influence on the monetary system of the United States, the Fed performs a
unique and important function: promoting economic stability. It is notable that the system’s
broad powers to affect economic stabilization and monetary control were not present when the
Fed came into existence in 1913. At that time, the system was meant to do the following: help
the money supply contract and expand as dictated by economic conditions, serve as bankers’
banks in times of economic crisis, provide a more effective check-clearance system, and estab-
lish a more effective regulatory system. Many of these responsibilities initially fell to the 12
Reserve Banks, but as the scope of responsibility for the monetary system was broadened,
power was concentrated with the BOG. Today the responsibilities of the Fed may be described
as relating to monetary policy, supervision and regulation, and services provided for depository
institutions and the government.

Public discussions of Fed operations are almost always directed toward dynamic
actions that stimulate or repress economic activity or the level of prices. However, we
should recognize that this area is but a minor part of the continuous operation of the Fed-
eral Reserve System. Far more significant in terms of time and effort are the defensive
and accommodative responsibilities. Defensive activities are those that contribute to the
smooth, everyday functioning of the economy. Unexpected developments and shocks occur
continually in the economy; unless these events are countered by appropriate monetary
actions, disturbances may develop. Large, unexpected shifts of capital out of or into the
country and very large financing efforts by big corporations may significantly alter the
reserve positions of the banks. Similarly, buyouts and acquisitions of one corporation by
another, supported by bank financing, also affect reserve positions. In our competitive mar-
ket system, unexpected developments contribute to the vitality of our economy. Monetary
policy, however, has a special responsibility to absorb these events smoothly and prevent
many of their traumatic short-term effects. The accommodative function of the nation’s
monetary system is the one with which we are the most familiar. Meeting the credit needs
of individuals and institutions, clearing checks, and supporting depository institutions rep-
resent accommodative activities.
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The basic policy instruments of the Fed that allow it to increase or decrease the money
supply are, as follows:

e Changing reserve requirements
e Changing the discount rate

e Conducting open-market operations
In recent years, the Fed has also engaged in a nontraditional monetary policy:
e Quantitative easing

We will first cover the traditional policy instruments and then discuss the use of quantitative
easing.

The Fed sets reserve requirements for depository institutions (i.e., banks), sets the interest
rate at which to lend to banks, and executes open-market operations. By setting reserve
requirements, the Fed establishes the maximum amount of deposits the banking system can
support with a given level of reserves. The amount of reserves can be affected directly through
open-market operations, thereby causing a contraction or expansion of deposits by the bank-
ing system. Discount or interest rate policy on loans to banks also affects the availability of
reserves to banks and influences the way they adjust to changes in their reserve positions. Thus
the Fed has a set of tools that, together, enables it to influence the size of the money supply to
attain the Fed’s broader economic objectives.

Reserve Requirements

The banking system of the United States is a fractional reserve system because banks are
required by the Fed to hold reserves equal to a specified percentage of their deposits. Bank
reserves are defined as vault cash and deposits held at the Reserve Banks. Required reserves
are the minimum amount of bank reserves that must be held by banks. The required reserves
ratio is the percentage of deposits that must be held as reserves. If a depository institution has
reserves in excess of the required amount, it may lend them out. This is how institutions earn a
return, and it is also a way in which the money supply is expanded. In our system of fractional
reserves, control of the volume of checkable deposits depends primarily on reserve management.
In Chapter 5 the mechanics of money supply expansion and contraction are explained in detail.

The banking system has excess reserves when bank reserves are greater than required
reserves. The closer to the required minimum the banking system maintains its reserves, the
tighter the control the Fed has over the money creation process through its other instruments.
If the banking system has close to the minimum of reserves (that is, if excess reserves are near
zero), then a reduction of reserves forces the system to tighten credit. If substantial excess
reserves exist, the pressure of reduced reserves is not felt so strongly. When reserves are added
to the banking system, depositories may expand their lending but are not forced to do so. How-
ever, since depositories earn low interest rates on reserves, profit maximizing motivates them
to lend out excess reserves to the fullest extent consistent with their liquidity requirements.
When interest rates are high, this motivation is especially strong.

The ability to change reserve requirements is a powerful tool the Fed uses infrequently.
For a number of reasons, the Fed prefers to use open-market operations to change reserves
rather than change reserve requirements. If reserve requirements are changed, the maximum
amount of deposits that can be supported by a given level of reserves changes. It is possible
to contract total deposits and the money supply by raising reserve requirements while holding
the dollar amount of reserves constant. Lowering reserve requirements provides the basis for
expanding money and credit.

It has been argued that “changing reserve requirements” is too powerful a tool and that
its use as a policy instrument would destabilize the banking system. The institutional arrange-
ments through which the banking system adjusts to changing levels of reserves might not
respond as efficiently to changing reserve requirements. Another advantage of open-market
operations is that they can be conducted quietly, while changing reserve requirements requires
a public announcement. The Fed feels that some of its actions would be opposed if public
attention were directed toward them.

fractional reserve system reserves
must be held equal to a certain
percentage of bank deposits

bank reserves vault cash and
deposits held at Federal Reserve
Banks

required reserves the minimum
amount of total reserves that a
depository institution must hold

required reserves ratio percentage
of deposits that must be held as
reserves

excess reserves the amount by
which total reserves are greater
than required reserves
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Changing reserve requirements has been used as a policy instrument on occasion. In the
late 1930s, the nation’s banks were in an overly liquid position because of excessive reserves.
Banks had large amounts of loanable funds that businesses did not wish, or could not qualify,
to borrow because of the continuing depression. The reserves were so huge that the Fed could
no longer resolve the situation through its other policy instruments. Therefore, it increased
reserve requirements substantially to absorb excess reserves in the banking system.

Reserve requirements were lowered during World War II in order to ensure adequate credit
to finance the war effort. But they were raised again in the postwar period to absorb excess
reserves. In the 1950s and early 1960s, reserve requirements were lowered on several occasions
during recessions. In each case, the lowering made available excess reserves to encourage bank
lending, ease credit, and stimulate the economy. By using this policy tool, the Fed was publicly
announcing its intention to ease credit, in hopes of instilling confidence in the economy.

In the late 1960s and 1970s, reserve requirements were selectively altered to restrain
credit, because the banking system was experimenting with new ways to get around Fed con-
trols. Banks were using more-negotiable certificates of deposit, Eurodollar borrowings, and
other sources of reserve funds. This prompted the Fed to impose restraint on the banks by
manipulating the reserve requirements on specific liabilities.

The evolution of the banking system eventually led Congress to pass the Depository Insti-
tutions Deregulation and Monetary Control Act (DIDMCA) of 1980, which made significant
changes in reserve requirements throughout the financial system. Up to this time the Fed
had control over the reserve requirements of its members only. Nonmember banks were sub-
ject to reserve requirements established by their own states, and there was considerable vari-
ation among states. As checks written on member banks were deposited in nonmember banks
and vice versa, funds moved among banks whose deposits were subject to different reserve
requirements. This reduced the Fed’s control over the money supply.

The 1980 act applies uniform reserve requirements to all banks with certain types of
accounts. For banks that were members of the Fed, these requirements are, in general, lower
now than they were prior to the act. In general, for approximately the first $50 million of
transaction account deposits at a depository institution, the reserve requirement is 3 percent.
For deposits over approximately $50 million, the reserve requirement is 10 percent, which
was reduced from 12 percent in April 1992. The “break point” between the 3 percent and the
10 percent rates is subject to change each year based on the percentage change in transaction
accounts held by all depository institutions. In general, transaction accounts include deposits
against which the account holder is permitted to make withdrawals to make payments to third
parties or others. Accounts that restrict the amount of withdrawals per month are considered
to be savings accounts rather than transaction accounts.

Banks and other depository institutions with large transaction account balances, thus,
are required to hold a proportionately higher percentage of reserves. Let’s illustrate this point
under the assumption that the reserve requirement will be 3 percent on the first $50 million of
transaction account balances and 10 percent on amounts over $50 million. Assume that First
Bank has $50 million in transaction accounts while Second Bank has $100 million. What are
the dollar amounts of required reserves for each bank? What percentage of required reserves
to total transaction deposits must be held by each bank? Following are the calculations:

Reserve Reserve Requirement
Account Amount Percentage Amount

First Bank $50 million 3% $1.5 million

0 10% 0
Total $50 million $1.5 million
Percent ($1.5 million/$50 million) = 3.0%
Second Bank $50 million 3% $1.5 million

50 10% 5.0
Total $100 million $6.5 million

Percent ($6.5 million/$100 million) = 6.5%
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Notice that while First Bank was required to hold reserves of only 3 percent against its
$50 million in transaction account balances, Second Bank had to hold reserves of 6.5 percent
of its $100 million in transaction accounts. Depository institutions with even larger transaction
account balances will have to hold proportionately higher reserves. As a result, their percent-
age of reserves to total transactions accounts will be closer to 10 percent.

A change in reserve requirement percentages on large transaction account balances has
the most impact. For example, if the reserve requirement for transaction balances greater than
$50 million is increased from 10 percent to 12 percent, Second Bank would have reserve
requirements of $7.5 million—or 7.5 percent of its $100 million in transaction accounts. The
required reserves on the second $50 million increase to $6 million, which is the result of
multiplying $50 million times 12 percent. Adding the $1.5 million on the first $50 million
in transaction accounts and the $6 million on the second $50 million results in total required
reserves of $7.5 million, which is 7.5 percent of the total transaction accounts of $100 million.
Thus, it should be evident that even a small change in reserve requirements is likely to have a
major impact on the money supply and economic activity.

Discount Rate Policy

The Fed serves as a lender to depository institutions. Banks can go to the Fed’s “discount
window” and borrow funds to meet reserve requirements, depositor withdrawal demands, and
even business loan demands. The Fed discount rate is the interest rate that a bank or other
depository institution must pay to borrow from its regional Federal Reserve Bank. The Federal
Reserve Banks currently offer three discount window programs referred to as primary credit,
secondary credit, and seasonal credit. The primary credit rate is the Fed’s main discount win-
dow program and, in practice, its rate is used interchangeably with the term “discount rate.” While
each Fed Bank sets its own discount rate, the rates have been similar across all 12 Reserve Banks
in recent years. The Fed sets the interest rate on these loans to banks and, thus, can influence the
money supply by raising or lowering the cost of borrowing from the Fed. Higher interest rates
will discourage banks from borrowing, while lower rates will encourage borrowing. Increased
borrowing will allow banks to expand their assets and deposit holdings, and vice versa.

Loans to depository institutions by the Reserve Banks may take two forms. One option
allows the borrowing institution to receive an advance, or loan, secured by its own promissory
note together with “eligible paper” it owns. In the second option, the borrower may discount—
or sell to the Reserve Bank—its eligible paper, which includes securities of the U.S. govern-
ment and federal agencies, promissory notes, mortgages of acceptable quality, and bankers’
acceptances. This discounting process underlies the use of the terms “discount window” and
“discount rate policy.”

Discount rate policy was originally intended to work in the following fashion. If the
Fed wanted to cool an inflationary boom, it would raise the discount rate. An increase in
the discount rate would lead to a general increase in interest rates for loans, decreasing the
demand for short-term borrowing for additions to inventory and accounts receivable. This, in
turn, would lead to postponing the building of new production facilities and, therefore, to a
decreased demand for capital goods. As a consequence, the rate of increase in income would
slow down. In time, income would decrease and with it the demand for consumer goods.
Holders of inventories financed by borrowed funds would liquidate their stocks in an already
weak market. The resulting drop in prices would tend to stimulate the demand for, and reduce
the supply of, goods. Thus economic balance would be restored. A reduction in the discount
rate was expected to have the opposite effect.

Discount policy is no longer a major instrument of monetary policy and, in fact, is now
regarded more as an adjustment or fine-tuning mechanism. As an adjustment mechanism, the
discount arrangement does provide some protection to depository institutions in that other
aggressive control actions may be temporarily moderated by the ability of banks to borrow.
For example, the Fed may take a strong restrictive position through open-market operations.
Individual banks may counter the pressure by borrowing from their Reserve Banks. The
Reserve Banks are willing to tolerate what appears to be an avoidance of their efforts while
banks are adjusting to the pressure being exerted. Failure to reduce their level of borrowing
can always be countered by additional Fed open-market actions.

Fed discount rate interest rate that
a bank must pay to borrow from its
regional Federal Reserve Bank

primary credit rate interest
rate used in practice to reflect the
discount rate charged by Reserve
Banks for loans to depository
institutions
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Figure 4.3 shows year-end Fed discount rates charged by Federal Reserve Banks to
depository institutions to borrow at the discount window beginning in the early 1980s and
continuing through 2015. Interest rates for adjustment credit are plotted through 2002 and
reflect the rate on short-term loans made available to depository institutions that had tempor-
ary needs for funds not available through “reasonable” alternative sources. Beginning in 2003,
the discount window interest rate reflects the primary credit rate. Primary credit is available
ordinarily for overnight loans to depository institutions in generally sound financial condition.
In response to the financial crisis and the beginning of the Great Recession, the primary credit
rate was lowered to 1.25 percent by the end of 2008 and reduced further to .50 percent in 2009.
In 2010, the primary credit rate was increased to .75 percent and was held at that level through
most of 2015 in support of the Fed’s easy money policy and quantitative easing efforts.

For comparative purposes, year-end bank prime rates, discussed in Chapter 3, are also plot-
ted in Figure 4.3. Recall that the prime rate is the interest rate charged by banks for short-term
loans to their highest quality business customers. The Fed discount rate and the bank prime rate
generally “track” each other over time. Both interest rate series peaked in the early 1980s when
inflation rates were also very high in the United States. The downward trend in the prime rate has
generally continued as inflation rates have also declined. In response to the financial crisis and
the Great Recession, the prime rate was reduced to 3.25 percent by the end of 2008 and remained
at that level through most of 2015. In December 2015, the bank prime rate was increased by
.25 percent to 3.50 percent in response to the Fed increasing the primary credit rate.

Notice that the Fed’s lending rate to depository institutions was consistently lower than
the bank prime lending rate throughout the time period shown in Figure 4.3. Of course, in
order to make profits, banks must be able to borrow from depositors, and sometimes from the
Fed, at rates lower than the rates the banks lend at. The determinants of interest rates will be
discussed in detail in Chapter 8.

Open-Market Operations

The most-used instrument of monetary policy is open-market operations; that is the buying
and selling of securities in the “open market” by the Fed through its Federal Open Market
Committee (FOMC) to alter bank reserves. The Fed can purchase securities to put additional
reserves at the disposal of the banking system or sell securities to reduce bank reserves. You
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might ask, “Where does the Fed get securities to sell?” A brief look at the Fed’s balance sheet
will help provide an answer.

The Fed’s assets are primarily held in the form of U.S. Treasury, government agency, and
mortgage-backed securities, which generally represent over 85 percent of total assets. Coins
and cash in the process of collection are about 2 percent of total assets. The remainder is assets
that include gold certificates and Fed premises. Federal Reserve notes (recall our discussion of
fiat money in Chapter 2) represent nearly 90 percent of the Fed’s total liabilities and capital.
Deposits in the form of depository institution reserves held at the Reserve Banks are about
7 percent of the total. Other liabilities, particularly U.S. Treasury deposits and capital in the
form of stock purchased by member banks and surplus earned from operations, make up the
remaining total liabilities and capital.

The original Federal Reserve Act did not provide for open-market operations. However,
to maintain stability in the money supply, this policy instrument developed out of Reserve
Bank experiences during the early years of Fed operations. Unfortunately, these early efforts
were not well coordinated. Reserve Banks bought government securities with funds at their
disposal to earn money for meeting expenses and to make a profit and pay dividends on the
stock held by member banks. All 12 Reserve Banks usually bought and sold the securities
in the New York market. At times, their combined sales were so large that they upset the
market. Furthermore, the funds used to buy the bonds ended up in New York member banks
and enabled them to reduce their borrowing at the Reserve Bank of New York. This made it
difficult for the Reserve Bank of New York to maintain effective credit control in its area. As a
result, an open-market committee was set up to coordinate buying and selling of government
bonds. The Federal Open Market Committee was legally established in 1933. In 1935 its
present composition was established: the Federal Reserve BOG plus five of the presidents of
the 12 Reserve Banks, who serve on a rotating basis.

Open-market operations have become the most important and effective means of mon-
etary and credit control. These operations can take funds out of the market and, thus, raise
short-term interest rates and help restrain inflationary pressures, or they can provide for easy
money conditions and lowered short-term interest rates. Of course, such monetary ease will
not necessarily start business on the recovery road after a recession. When used with discount
rate policy, open-market operations are basically an effective way of restricting credit or mak-
ing it more easily available.

Open-market operations differ from discount operations in that they increase or decrease
bank reserves at the initiative of the Fed, not of individual banking institutions. The process,
in simplified form, works as follows. If the Federal Open Market Committee wants to buy
government securities, it contacts dealers to ask for offers and then accepts the best offers that
meet its needs. The dealers receive wire transfers of credit for the securities from the Reserve
Banks. These credits are deposited with member banks. The member banks, in turn, receive
credit for these deposits with their Reserve Banks, thus adding new bank reserves that form
the basis for additional credit expansion. The Fed usually restricts its purchases to U.S. govern-
ment securities primarily because of their liquidity and safety.

If the Fed wants to reduce bank reserves, it sells government securities to the dealers.
The dealers pay for them by a wire transfer from a depository to a Reserve Bank. The Reserve
Bank then deducts the amount from the reserves of the depository institution.

Open-market operations do not always lead to an immediate change in the volume of
deposits. This is especially true when bonds are sold to restrict deposit growth. As bonds
are sold by the Reserve Banks, some banks lose reserves and are forced to borrow from their
Reserve Bank. Since they are under pressure from the Fed to repay the loans, they use funds
from maturing loans to repay the Reserve Bank. Thus, credit can be gradually restricted as a
result of the adjustments banks must make to open-market operations.

Quantitative Easing

Quantitative easing (QE) is a nontraditional monetary policy approach to stimulate eco-
nomic activity when conventional monetary policy methods are ineffective. The Fed engages
in purchasing financial assets from banks and other financial institutions with newly created
money, resulting in larger bank excess reserves and increased money supply and liquidity. In

quantitative easing (QE) a
nontraditional monetary policy
approach to stimulate economic
activity

91



92 CHAPTER 4 Federal Reserve System

federal funds rate interest rate on
overnight loans from banks with
excess reserves to banks that have
deficit reserves

response to the financial crisis and the Great Recession that has been followed by relatively
slow economic growth, the Fed has engaged in three rounds (QE1, QE2, and QE3) of quan-
titative easing. QE1 was initiated in late 2008 when the Fed began buying large amounts of
mortgage-backed securities and Treasury securities from banks. These actions helped avoid
a financial system collapse and contributed to the recovery from the Great Recession. How-
ever, slowing economic activity in 2010 led to the Fed announcing QE2, which provided
for the purchase of an additional $600 billion of Treasury securities. In an effort to provide
further monetary liquidity to encourage economic growth, QE3 was initiated in September
2012 when the Fed stated it planned to purchase $40 billion in mortgage-backed securities per
month for the foreseeable future. In December 2015, the Fed announced it was commencing a
money policy normalization process that would lead to higher interest rates.

DISCUSSION QUESTION 3

Did the Fed maintain an easy monetary policy for too many years after the Great Recession?

Implementation of Monetary Policy

Monetary policy has traditionally focused either on trying to control the rate of change or
growth in the money supply (such as M1) or by targeting a level for a specific type of interest
rate. One interest rate that the Fed’s FOMC could focus on is the federal funds rate, which is
the rate on overnight loans from banks with excess reserves to banks that have deficit reserves.
Open-market purchases of securities add to bank reserves and increase the money supply.
Sales of securities lower reserves and the money supply. However, when the target is the
money supply, interest rates may fluctuate widely, because the demand for money may change
relative to a specific money supply target. Furthermore, a focus on the money supply might
not produce the desired impact on gross domestic product because of changes in the velocity
of money, as we saw in Chapter 2.

In recent years, the Fed, through its FOMC, has chosen to focus on setting target interest
rate levels for the federal funds rate as the primary means of carrying out monetary policy.
Banks with excess reserves lend to banks that need to borrow funds to meet reserve require-
ments. Interest rates, such as the federal funds rate, reflect the intersection of the demand for
reserves and the supply of reserves. Open-market purchases of securities cause the federal
funds rate to fall, whereas sales of securities cause the rate to rise. Of course, while the FOMC
can set targets for federal funds rates, actual federal funds rates are determined in the market
by banks with excess reserves and banks that need to borrow reserves to meet their minimum
reserve requirement.

The Fed uses its open-market operations to provide liquidity to the banking system in
times of emergency and distress. For example, the stock market crash on October 19, 1987,
caused concern about a possible economic collapse. The Fed, through FOMC open-market
purchases, moved quickly to increase the money supply. The terrorist attacks on September
11, 2001, caused widespread concern about the near-term ability of stock and other finan-
cial markets to function properly with a related possibility of economic collapse. The FOMC
moved quickly to provide liquidity to the banking system, and to encourage renewed confid-
ence in the financial system by reducing the target rate for federal funds on September 17,
2001, from 3.5 percent to 3.0 percent.

In 2001, the FOMC further lowered its target for the federal funds rate to 2.5 percent
on October 2, to 2.0 percent on November 2, and finally to 1.75 percent on December 11. A
target rate reduction to 1.25 percent occurred on November 6, 2002, and this was followed
by a further reduction in the target rate to 1.0 percent on June 25, 2003. As the U.S. economy
began growing, concern shifted to the possibility of renewed inflation, causing the Fed to
begin increasing the target for the federal funds rate in 2004.

Although the target for the federal funds rate was 5.25 percent at the end of 2006, target
rates were reduced quickly as the 2007-08 financial crisis developed and the 2008—09 Great
Recession began. In December 2008, the FOMC established a near-zero target federal funds
rate range, between 0.00 and 0.25 percent. This 0.00-0.25 percent target was subsequently
maintained until December 2015 when the target federal funds rate range was increased to
0.25-0.50 as the initial step toward monetary policy normalization. Actual federal funds
rate data collected by the St. Louis Fed Reserve Bank shows a close correlation between
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the target and observed rates over the 2008—-2015 time period. Effective December year-end
federal funds rates ranged from 0.07 to 0.24 percent. The 0.24 percent occurred in Decem-
ber 2015 when the FOMC announced an increase in its target for the federal funds rate.
As a result of the severity of the 2007-08 financial crisis and the beginning of the Great
Recession, the Fed took unusual steps to avoid a possible financial collapse. In addition
to setting target federal rates at near zero levels in December 2008, the Fed engaged in a
nontraditional monetary activity called quantitative easing in late 2008. As discussed in
the previous section, the Fed aggressively purchased U.S. Treasury, government agency,
and mortgage-backed securities from banks and other financial institutions so as to provide
even more monetary liquidity in the financial system. Round two of quantitative easing was
implemented in 2010 and round three in 2012 in an effort to encourage economic growth
through further monetary liquidity.

LEARNING ACTIVITY

Go to the St. Louis Federal Reserve Bank’s website, http://www.stlouisfed.org, and find
the current Fed discount rate (primary credit rate) charged by Federal Reserve Banks
on loans to depository institutions. Describe recent changes or trends in the discount or
primary credit rate.

45  Fed Supervisory and
Regulatory Functions

A strong and stable banking system is vital to the growth and the stability of the entire eco-
nomy. The supervision of commercial banks and other depository institutions is primarily
concerned with the safety and soundness of individual institutions. It involves oversight to
ensure that depository institutions are operated carefully. Depository institution regulation
relates to the issuance of specific rules or regulations that govern the structure and conduct
of operations.

Specific Supervisory Responsibilities

On-site examination of commercial banks is one of the Fed’s most important responsib-
ilities. This function is shared with the federal Office of the Comptroller of the Currency
(OCC), the Federal Deposit Insurance Corporation (FDIC), and state regulatory agencies.
Although the Federal Reserve is authorized to examine all member banks, in practice it
limits itself to state-chartered member banks and all bank holding companies. It cooperates
with state examining agencies to avoid overlapping examining authority. The OCC directs
its attention to nationally chartered banks, and the FDIC supervises insured nonmember
commercial banks.

In addition to these three federal banking supervisory agencies, two federal agencies are
primarily responsible for supervising and regulating depository institutions that are not commer-
cial banks. The National Credit Union Administration (NCUA) supervises and regulates credit
unions, and the Office of Thrift Supervision (OTS) oversees S&Ls and other savings institutions.
The examination generally entails (1) an appraisal of the soundness of the institution’s assets;
(2) an evaluation of internal operations, policies, and management; (3) an analysis of key finan-
cial factors, such as capital and earnings; (4) a review for compliance with all banking laws and
regulations; and (5) an overall determination of the institution’s financial condition.

The Federal Reserve conducts on-site inspections of parent bank holding companies and
their nonbank subsidiaries. These inspections include a review of nonbank assets and funding
activities to ensure compliance with the Bank Holding Company Act.

The Federal Reserve has broad powers to regulate the overseas activities of member
banks and bank holding companies. Its aim is to allow U.S. banks to be fully competitive
with institutions of host countries in financing U.S. trade and investment overseas. Along
with the OCC and the FDIC, the Federal Reserve also has broad oversight authority to
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Consumer Credit Protection Act
1968 act requiring clear explanation
of consumer credit costs and
prohibiting overly high-priced
credit transactions

Regulation Z enacts Truth in
Lending section of the Consumer
Credit Protection Act with intent to
make consumers able to compare
costs of alternate forms of credit

IR consumer

Protection Responsibilities of
the Federal Reserve System

supervise all federal and state-licensed branches and agencies of foreign banks operating in
the United States.

Specific Regulatory Responsibilities

The Federal Reserve has legal responsibility for the administration of the Bank Holding Com-
pany Act of 1956, the Bank Merger Act of 1960, and the Change in Bank Control Act of
1978. Under these acts, the Fed approves or denies the acquisitions of banks and other closely
related nonbanking activities by bank holding companies. Furthermore, it permits or rejects
changes of control and mergers of banks and bank holding companies.

The Federal Reserve is responsible for writing rules or enforcing a number of major
laws that offer consumers protection in their financial dealings. In 1968 Congress passed the
Consumer Credit Protection Act, which requires the clear explanation of consumer credit
costs and garnishment procedures (taking wages or property by legal means) and prohibits
overly high-priced credit transactions. Regulation Z, which was drafted by a Federal Reserve
task force, enacts the Truth in Lending section of the act. The purpose of the law and Reg-
ulation Z is to make consumers aware of, and able to compare, the costs of alternate forms
of credit. Regulation Z applies to consumer finance companies, credit unions, sales finance
companies, banks, S&Ls, residential mortgage brokers, credit card issuers, department stores,
automobile dealers, hospitals, doctors, dentists, and any other individuals or organizations that
extend or arrange credit for consumers.

The law requires a breakdown of the total finance charge and the annual percentage rate
of charge. The finance charge includes all loan costs, including not only interest or discount
but service charges, loan fees, finder fees, insurance premiums, and points (an additional loan
charge). Fees for such items as taxes not included in the purchase price, licenses, certificates of
title, and the like may be excluded from the finance charge if they are itemized and explained
separately. Figure 4.4 lists the Truth in Lending and other consumer protection acts that fall
under Fed jurisdiction.

In addition to consumer protection laws, the Federal Reserve, through the Community
Reinvestment Act of 1977, encourages depository institutions to help meet the credit needs
of their communities for housing and other purposes, while maintaining safe and sound oper-
ations. This is particularly true in neighborhoods of families with low or moderate income.

e The Truth in Lending section of the Consumer Credit Protection Act requires disclosure of the
finance charge and the annual percentage rate of credit along with certain other costs and terms
to permit consumers to compare the prices of credit from different sources. This act also limits
liability on lost or stolen credit cards.

e The Fair Credit Billing Act sets up a procedure for the prompt correction of errors on a revolving
charge account and prevents damage to credit ratings while a dispute is being settled.

e The Equal Credit Opportunity Act prohibits discrimination in the granting of credit on the basis
of sex, marital status, race, color, religion, national origin, age, or receipt of public assistance.

e The Fair Credit Reporting Act sets up a procedure for correcting mistakes on credit records and
requires that records be used only for legitimate business purposes.

e The Consumer Leasing Act requires disclosure of information to help consumers compare the
cost and terms of one lease of consumer goods with another and to compare the cost of leasing
versus buying on credit or for cash.

e The Real Estate Settlement Procedures Act requires disclosure of information about the services
and costs involved at the time of settlement when property is transferred from seller to buyer.

e The Electronic Fund Transfer Act provides a basic framework regarding the rights, liabilities, and
responsibilities of consumers who use electronic transfer services and of the financial institutions
that offer them.

e The Federal Trade Commission Improvement Act authorizes the Federal Reserve BOG to
identify unfair or deceptive acts or practices on the part of banks and to issue regulations to
prohibit them.

Source: The Federal Reserve System Purposes & Functions, Board of Governors of the Federal Reserve System,
Washington, D.C.
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Personal Financial Planning

The Fed and the Consumer

The Fed affects personal finance in several ways. First, the Fed
controls the money supply. Actions that severely restrict the sup-
ply of money may lead to an economic recession. Too rapid a
growth in the money supply may result in inflation and a decrease
in purchasing power. Should the Fed act to slow down or reduce
the growth rate of the money supply, there will be growing con-
straints on the ability of banks to lend as their excess reserves
decline. This may result in higher loan rates, as loanable funds
become scarcer. This could help bank savers, however, as banks

and other depository institutions may raise the interest they pay
on saving accounts and CDs to attract more funds that they will
later lend to others.

The Fed acts in other ways to maintain people’s trust and
confidence in the banking system. As this chapter discusses, the
Fed has supervisory power over many banks to ensure they have
adequate capital and reserves and are following regulations. The
Fed’s Regulation Z requires lenders to tell borrowers the annual
percentage rate on the loans they receive. The Fed clears checks
by transporting them between banking centers and by debiting and
crediting bank balances with the Fed.

LEARNING ACTIVITY
Go to the Federal Reserve Board of Governor’s website, http://www.federalreserve.gov,

and find the Fed’s list of regulations. Write a brief summary about the materials on
Regulation Z.

a6 Fed Service Functions

The Reserve Banks provide a wide range of important services to depository institutions and
to the U.S. government. The most important of these services is the payments mechanism, a
system whereby billions of dollars are transferred each day. Other services include electronic
fund transfers, net settlement facilities, safekeeping and transfer of securities, and serving as
fiscal agent for the United States.

The Payments Mechanism

An efficient payments mechanism is necessary for the monetary system to carry out the
financial function of transferring money, which in turn is a requirement for an effective
financial system. For a review of how checks have traditionally been processed through the
banking system, refer to Figure 3.4 in Chapter 3. Recall that banks can clear checks either
directly with one another or indirectly through bank clearinghouses. Checks also can be
processed or cleared through the Federal Reserve Banks. The payments mechanism admin-
istered by the Fed also includes providing currency and coin and electronic funds transfers.

Electronic forms of payment are replacing the check as a payment method. Included
alternatives are credit cards, debit cards, and online account transfers. Furthermore, instead of
transporting and sorting paper checks, more and more banks electronically process the checks
they receive.

Coin and Cu rrency Even though the movement toward a cashless society continues,
the United States remains highly dependent on currency and coin to conduct transactions. The
Fed is responsible for ensuring that the economy has an adequate supply of cash to meet the
public’s demand. Currency and coin are put into or retired from circulation by the Reserve
Banks, which use depository institutions for this purpose. Virtually all currency in circulation
is in the form of Federal Reserve notes. These notes are printed by the Bureau of Engraving
and Printing of the U.S. Treasury.

Check Clearance and Collection One of the Fed’s important contributions to the
smooth flow of financial interchange is to facilitate the clearance and collection of checks of
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the depository institutions of the nation. Each Reserve Bank serves as a clearinghouse for all
depository institutions in its district, provided that they agree to pay the face value on checks
forwarded to them for payment. Today, nearly all the checks processed for collection by Federal
Reserve Banks are received as electronic check images.

Let’s illustrate how the check-clearing process traditionally took place through Reserve
Banks. Assume that the owner of a business in Sacramento, California, places an order for
merchandise with a distributor in San Francisco. The order is accompanied by a check drawn
on the owner’s bank in Sacramento. The distributor deposits the check with its bank in San
Francisco, at which time the distributor receives a corresponding credit to its account with the
bank. The distri-butor’s bank will send the check to the Reserve Bank of its district, also loc-
ated in San Francisco. The Reserve Bank will forward the check to the bank in Sacramento on
which the check was drawn. The adjustment of accounts is accomplished at the Reserve Bank
through an alternate debit and credit to the account of each bank involved in the transaction.
The San Francisco bank, which has honored the check of its customer, will receive an increase
in its reserves with the Reserve Bank, while the bank in Sacramento will have its reserves
decreased by a corresponding amount. The bank in Sacramento will then reduce the account
of the business on which the check was written. Notice that the exchange takes place without
any transfer of currency.

Check Clearance Among Federal Reserve Districts If an order was also
placed by the Sacramento firm with a distributor of goods in Chicago, the check would be
subject to an additional step in being cleared through the Fed. The Chicago distributor, like
the San Francisco distributor, deposits the check with the bank of its choice and, in turn, re-
ceives an increase in its account. The Chicago bank deposits the check for collection with the
Reserve Bank of Chicago, which forwards the check to the Reserve Bank of San Francisco.
The Reserve Bank of San Francisco, of course, then presents the check for payment to the
bank on which it was drawn. Thus, there are two routes of check clearance: the intradistrict
settlement, in which the transaction takes place entirely within a single Federal Reserve dis-
trict, and the interdistrict settlement, in which there are relationships between banks of two
Federal Reserve districts.

As described, Reserve Banks are able to minimize the actual flow of funds by increas-
ing or decreasing reserves of the participating depository institutions. In the same way, the
Interdistrict Settlement Fund eliminates the flow of funds between the Reserve Banks needed
to make interdistrict settlements. The Interdistrict Settlement Fund in Washington, D.C., has
a substantial deposit from each of the Reserve Banks. These deposit credits are alternately
increased or decreased, depending on the clearance balance of the day’s activities on the part
of each Reserve Bank. At a certain hour each day, each Reserve Bank informs the Interdistrict
Settlement Fund by direct wire of the amount of checks it received the previous day that were
drawn upon depository institutions in other Federal Reserve districts. The deposit of each
Reserve Bank with the Interdistrict Settlement Fund is increased or decreased according to the
balance of the day’s check-clearance activities.

Check Clearance Through Federal Reserve Branch Banks Branch banks
of the Reserve Banks enter into the clearance process in a very important way. If a check is
deposited with a depository located closer to a Reserve Branch Bank than to a Reserve Bank,
the branch bank, in effect, takes the place of the Reserve Bank. The Federal Reserve facilitates
the check-clearing services of the Reserve Banks and their branches by maintaining a small
group of regional check-processing centers.

Check Routing In the past, a many employees at the 12 Reserve Banks were engaged
in check clearing. Fundamental to the clearance process was the need to read the system of
symbols and numerals shown in Figure 4.5. Although these symbols are slightly different
from conventional numbers, they are easily read and are referred to as the magnetic ink
character recognition (MICR) line. Information about the clearance process is printed on
the lower part of the check. In addition to the clearance symbol, banks include a symbol for
each customer’s account. Banks also continue to include the older check routing symbol in



Drawee Bank

(Irving Trust Company)
State or City
(New York City)
1{2P
J. C. MORRISON YY
1765 SHERIDAN DRIVE AL67)
YOUR CITY, US.A. 12345 20 )
PAY TO THE
ORDER OF l'$
DOLLARS

Irving Trust A Charter SAMPLE - VOID

Company  [\ew Yorlk Bank @
One Wall Street
New York, New York 10015

FOR

02 4000E?8% "00 &
—

b23ILSE? OienR

B e

L Check

Serial Number

Customer’s Account Number

Routing Number

— Check Digit (8)

ABA Bank Number (0067)
Routing Symbol (0210)

Federal Reserve District

Federal Reserve Bank
of New York

Immediate Credit Availability
in New York

the upper right-hand corner of their checks. Today, banks can keep an image of a check and
process payment electronically through automated clearing houses (ACHs). Banks now also
have several ways to clear checks.

Transfer of Credit

The Fed provides for the transfer of hundreds of millions of dollars in depository balances
around the country daily. The communication system called Fedwire may be used by depos-
itory institutions to transfer funds for their own accounts, to move balances at correspondent
banks, and to send funds to another institution on behalf of customers.

Other Service Activities

A large portion of Fed employees hold jobs directly related to the Fed’s role as fiscal agent for
the U.S. government. The services include holding the Treasury’s checking accounts; assist-
ing in the collection of taxes; transferring money from one region to another; and selling,
redeeming, and paying interest on federal securities. The federal government makes most of
its payments to the public from funds on deposit at the Reserve Banks. The Fed also acts as
fiscal agent for foreign central banks and international organizations such as the International
Monetary Fund.

4.6 Fed Service Functions

LSRR Traditional Use
of Check Routing Symbols
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European Central Bank (ECB)
conducts monetary policy for the
European countries that adopted the
euro as their common currency

a7 Central Banks in Other Countries

Central banks in other developed countries, like the U.S. Fed, are responsible for regu-
lating the country’s money supply, safeguarding the country’s currency, and carrying out the
country’s monetary policy. Most other countries have a single central bank with branches that
differ from the Fed’s 12 Reserve Banks. Of course, the Fed BOG has effectively centralized
control of U.S. monetary policy.

Empirical evidence shows a link between central bank independence from government inter-
vention and inflation and economic growth rates. In countries where central banks are relatively
independent from their governments, there have generally been lower inflation rates and higher
economic growth rates than in countries where central banks are closely tied to their governments.

Three economically important foreign central banks are those of the United Kingdom,
Japan, and the European Monetary Union. The central bank in the United Kingdom is the Bank
of England (BOE). It was created well before the formation of the Federal Reserve System in
1913. The BOE is managed by a governor and five additional officers, all of whom are appointed
for five-year terms. The BOE governor reports to the chancellor, who has final responsibility for
setting monetary policy. In contrast with the United States, commercial banks in Great Britain
are not required to hold reserves at the Bank of England. Also, recall from Chapter 3 that Great
Britain does not legally separate commercial banking and investment banking activities.

The central bank of Japan, called the Bank of Japan (BOJ), was created in 1947. The top
official of the BOJ is the governor, who heads the Policy Board, which is the central decision-
making authority. The governor and some members of the board are appointed by the Japanese
equivalent of the U.S. Congress, and other board members are appointed by the finance minister.
Japanese commercial banks, like their U.S. counterparts, are required to hold reserves on deposit
with the BOJ, and banks can borrow at an official discount rate from the BOJ.

The European Central Bank (ECB) conducts monetary policy for the European coun-
tries that belong to the European Monetary Union and also have adopted the euro as their com-
mon currency. Eleven European countries joined in 1999 and Greece was admitted in 2001.
Euro notes and coins were officially introduced at the beginning of 2002, and all 12 individual
national currencies were withdrawn as legal tender by July 1, 2002. The number of “eurozone”
members has recently increased to 19 countries. The ECB, which is headquartered in Frank-
furt, Germany, is responsible for controlling inflation and for managing the value of the euro
relative to other currencies. The ECB structure is somewhat similar to the U.S. Fed’s in that
the national central banks of the euro countries operate much like the 12 Federal Reserve
District Banks. Like the Fed BOG, the governing council of the ECB includes governors from
some of the national central banks. Each national central bank is responsible for managing
payment systems and furnishing currency and credit in its home country.

LEARNING ACTIVITY

Go to the European Central Bank’s website, http://www.ecb.int, and find information on
how that bank is structured and how it operates.

Applying Finance To...

e Institutions and Markets Depository institutions, commercial
banks, S&Ls, savings banks, and credit unions comprise the banking sys-
tem. The Fed is the U.S. central bank, which supervises and regulates
the banking system. The Fed, along with depository institutions, cre-
ates and transfers money. Monetary policy actions of the Fed affect the
primary financial markets for debt obligations, influencing the availabil-
ity of bank loans and the interest rates that must be paid on those loans.
e Investments Securities markets, both primary and secondary, are
also affected by Fed actions. An increase in reserve requirements will
restrict the amount of individual savings that would be available to make
loans. Other Fed actions may cause banks to raise loan interest rates, and

cause the economy to slow down and security prices to decline. When
the Fed raises the discount rate, banks react to protect their profit mar-
gins by raising their lending rates to individuals and businesses.

e Financial Management Financial management activities are directly
affected by Fed monetary policy actions. A tightening of monetary
policy makes it more difficult and costly for businesses to borrow
funds. To the extent that economic activity also declines, it is more
difficult for financial managers to sell new stocks and bonds in the
primary securities markets. Of course, an easing of monetary policy
will make it easier for financial managers to raise financial capital and
they will be able to do so at lower interest rates.



Summary

LO 4.1 The Federal Reserve System (Fed) responded to the recent fin-
ancial crisis and Great Recession by providing rescue funds to some
financial institutions and by helping other financially weak institu-
tions merge with stronger institutions. These actions were necessary
to keep many financial institutions from failing due to liquidity crises
caused by precipitous declines in the values of the home mortgage
loans and mortgage-backed securities that they held because of mort-
gage loan defaults.

LO 4.2 The national banking system that existed before the Federal
Reserve System was created lacked an efficient national payments
system for transferring money, a flexible money supply that can
respond to changes in the demand for money, and a lending/
borrowing mechanism to help alleviate liquidity problems when
they arise.

LO 4.3 The Federal Reserve System is the central bank of the United
States and is responsible for setting monetary policy and regulating
the banking system. The Fed is organized into five major components:
(1) member banks, (2) Federal Reserve District Banks, (3) Board
of Governors, (4) Federal Open Market Committee, and (5) advisory
committees.

LO 4.4 The policy instruments used by the Fed to carry out monetary
policy are changing reserve requirements, changing the discount rate,
and conducting open-market operations. In recent years, the Fed has
also engaged in a nontraditional monetary policy called quantitative
easing. Banks are required by the Fed to hold reserves equal to a
specified percentage of their deposits. An increase in the required
reserves ratio reduces bank reserves, and vice versa. The Fed dis-
count rate is the interest rate that a bank must pay to borrow from its
regional Reserve Bank. Higher discount rates will discourage money

Key Terms

accommodative function
bank reserves

excess reserves
Fed Board of Governors
central bank Fed discount rate
Consumer Credit Protection federal funds rate

Act Federal Home Loan Mortgage
defensive activities Corporation (Freddie Mac)
dynamic actions Federal National Mortgage
European Central Bank (ECB) Association (Fannie Mae)

Review Questions

1. (LO 4.1) Identify some of the institutional participants in the
mortgage markets.

2. (LO 4.1) What actions did the Fed take to help avoid a financial
system collapse in 2008—09?

3. (LO 4.2) Describe the weaknesses of the national banking

system that was in place prior to passage of the Federal Reserve
Act of 1913.

Review Questions 99

supply expansion, and vice versa. Open-market operations involves
the buying and selling of securities in the open market by the Fed
through its FOMC to alter bank reserves. The purchasing of securities
increases bank reserves, and vice versa. Quantitative easing involves
the purchasing of securities from banks and other financial institu-
tions to increase the money supply and liquidity.

LO 4.5 The Fed is authorized to supervise and examine member bank
assets, operations, financial conditions, and compliance with banking
laws and regulations. In practice, the Fed focuses on examination of
state-chartered member banks and all bank holding companies. Nation-
ally chartered banks are examined by the Office of the Comptroller of
the Currency. The Fed has legal responsibility for administering several
banking laws and is responsible for enforcing laws, such as the Con-
sumer Credit Protection Act of 1968, that help consumers understand
the costs of alternative forms of credit.

LO 4.6 Reserve Banks provide a range of services to depository insti-
tutions and to the U.S. government. The most important service is the
payments mechanism for transferring money throughout the banking
system. Other services include electronic funds transfers, safekeep-
ing and transfer of securities, and serving as fiscal agent for the U.S.
government.

LO 4.7 Foreign countries that use central banking systems, like the
Fed in the United States, to regulate money supply and set monetary
policy include the United Kingdom (Bank of England), Japan (Bank
of Japan), and euro-member countries (European Central Bank).
There is some similarity between the Fed operating with 12 Federal
Reserve Banks that represent different districts in the United States
and the European Central Bank operating with central banks from
each eurozone member.

Federal Reserve System (Fed)

fractional reserve system

Government National Mortgage
Association (Ginnie Mae)

monetary policy

open-market operations

primary credit rate

quantitative easing (QE)

Regulation Z
required reserves
required reserves ratio

4. (LO 4.2) What functions and activities do central banks usually
perform?

5. (LO 4.3) Describe the organizational structure of the Federal
Reserve System in terms of its five major components.

6. (LO 4.3) Explain how the banking interests of large, medium,
and small businesses are represented on the board of directors of each
Reserve Bank.
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7. (LO 4.3) What is a Reserve Branch Bank? How many such
branches exist, and where are most of them located?

8. (LO 4.3) How are members of the Board of Governors of the
Federal Reserve System appointed? To what extent are they subject
to political pressures?

9. (LO 4.3) Discuss the structure, functions, and importance of the
Federal Open Market Committee.

10. (LO 4.3) Identify the seven individuals who served as chairs of
the Fed Board of Governors since the early 1950s. Indicate each indi-
vidual’s approximate time and length of service as chair.

11. (LO 4.4) Distinguish among the dynamic, defensive, and accom-
modative responsibilities of the Fed.

12. (LO 4.4) Identify and briefly describe the three traditional instru-
ments that may be used by the Fed to set monetary policy.

13. (LO 4.4) Describe what is meant by quantitative easing by the Fed.

14. (LO 4.4) Reserve Banks have at times been described as bankers’
banks because of their lending powers. What is meant by this statement?

15. (LO 4.4) Describe the two “targets” that the Fed can use when
establishing monetary policy. Which target has the Fed focused on in
recent years?

Exercises

1. You are a resident of Seattle, Washington, and maintain a check-
ing account with a bank in that city. You have just written a check
on that bank to pay your tuition. Describe the process by which the
banking system enables your college to collect the funds from your
bank.

2. As the executive of a bank or thrift institution you are faced with
an intense seasonal demand for loans. Assuming that your loanable
funds are inadequate to take care of the demand, how might your
Reserve Bank help you with this problem?

3. The Federal Reserve Board of Governors has decided to ease mon-
etary conditions to counter early signs of an economic downturn.
Because price inflation has been a burden in recent years, the Board is
eager to avoid any action that the public might interpret as a return to
inflationary conditions. How might the Board use its various powers
to accomplish the objective of monetary ease without drawing unfa-
vorable publicity to its actions?

4. An economic contraction (recession) is now well under way, and
the Fed plans to use all facilities at its command to halt the decline.
Describe the measures that it may take.

Problems

1. A new bank has vault cash of $1 million and $5 million in deposits
held at its Federal Reserve District Bank.

a. If the required reserves ratio is 8 percent, what dollar amount of
deposits can the bank have?

b. If the bank holds $65 million in deposits and currently holds
bank reserves such that excess reserves are zero, what required re-
serves ratio is implied?

16. (LO 4.5) Explain the usual procedures for examining national
banks. How does this process differ from the examination of member
banks of the Federal Reserve System holding state charters?

17. (LO 4.5) What federal agencies are responsible for supervising
and regulating depository institutions that are not commercial banks?

18. (LO 4.5) Describe the objectives of the Consumer Credit Pro-
tection Act of 1968. What is the Truth in Lending section of the act?
What is Regulation Z?

19. (LO 4.6) Explain the process by which the Federal Reserve
Banks provide the economy with currency and coin.

20. (LO 4.6) Describe how a check drawn on a commercial bank but
deposited for collection in another bank in a distant city might be
cleared through the facilities of the Federal Reserve System.

21. (LO 4.6) What is the special role of the Federal Reserve Inter-
district Settlement Fund in the check-clearance process?

22. (LLO 4.6) In what way do the Reserve Banks serve as fiscal agents
for the U.S. government?

23. (LO 4.7) Briefly describe and compare the central banks in the
United Kingdom, Japan, and Economic Monetary Union.

5. You have recently retired and are intent on extensive travel to many
of the exotic lands you have only read about. You will be receiving
not only a pension check and Social Security check but also dividends
and interest from several corporations. You are concerned about the
deposit of these checks during your several months of absence, and
you have asked your banker if there is an arrangement available to
solve this problem. What alternative might the banker suggest?

6. The prime rate, and other interest rates, offered by banks often
change in the same direction as a change in the Fed’s target for the
federal funds rate. As an employee of a Federal Reserve District Bank
you have been told that your district bank will be increasing its dis-
count rate early next week. Expectations are that an increase in the
discount rate will lead to an increase in the federal funds rate, which
will lead to an increase in the prime rate and other bank lending rates.
You have been thinking about buying a new automobile for the past
couple of months. Given this information of a planned discount rate
increase, you are considering buying your new automobile before the
end of the week. What are the ethical issues, if any, involved in this
scenario? What would you do?

2. Assume a bank has $5 million in deposits and $1 million in vault
cash. If the bank holds $1 million in excess reserves and the required
reserves ratio is 8 percent, what level of deposits are being held?

3. A bank has $110 million in deposits and holds $10 million in vault
cash.
a. If the required reserves ratio is 10 percent, what dollar amount of
reserves must be held at the Federal Reserve Bank?



b. How would your answer in Part (a) change if the required reserves
ratio was increased to 12 percent?

4. A bank has $10 million in vault cash and $110 million in deposits.
If total bank reserves were $15 million with $2 million considered to
be excess reserves, what required reserves ratio is implied?

5. The Friendly National Bank holds $50 million in reserves at
its Federal Reserve District Bank. The required reserves ratio is
12 percent.
a. If the bank has $600 million in deposits, what amount of vault
cash would be needed for the bank to be in compliance with the
required reserves ratio?
b. If the bank holds $10 million in vault cash, determine the re-
quired reserves ratio that would be needed for the bank to avoid a
reserves deficit.
c. If the Friendly National Bank experiences a required reserves
deficit, what actions can it take to be in compliance with the exist-
ing required reserves ratio?

6. Assume that banks must hold a 2 percent reserve percentage
against transaction account balances up to and including $40 mil-
lion. For transaction accounts above $40 million, the required reserve
percentage is 8 percent. Also assume that Dell National Bank has
transaction account balances of $200 million.
a. Calculate the dollar amount of required reserves that Dell
National Bank must hold.
b. What percentage of Dell’s total transaction account balance
must be held in the form of required reserves?

7. Assume that the Fed decides to increase the required reserve per-
centage on transaction accounts above $40 million from 8 percent
to 10 percent. All other information remains the same as given in
Problem 6, including the transaction account balances held by Dell
National Bank.

a. What would be the dollar amount of required reserves?

b. What percentage of total transaction account balances held by

Dell would be held as required reserves?

Problems 101

8. Show how your answers in Problem 6 would change if the Fed
lowered the cut-off between the 2 percent rate and the 8 percent rate
from $40 million in transaction account balances down to $20 million.

9. Challenge Problem You have been asked to assess the impact of
possible changes in reserve requirement components on the dollar
amount of reserves required. Assume the reserve percentages are set
at 2 percent on the first $50 million of transaction account amounts,
4 percent on the second $50 million, and 10 percent on transaction
amounts over $100 million. First National Bank has transaction
account balances of $100 million, while Second National Bank’s
transaction balances are $150 million and Third National Bank’s
transaction balances are $250 million.
a. Determine the dollar amounts of required reserves for each of
the three banks.
b. Calculate the percentage of reserves to total transactions accounts
for each of the three banks.
c. The central bank wants to slow the economy by raising the re-
serve requirements for member banks. To do so, the reserve per-
centages will be increased to 12 percent on transaction balances
above $100 million. Simultaneously, the 2 percent rate will apply
on the first $25 million. Calculate the reserve requirement amount
for each of the three banks after these changes have taken place.
d. Show the dollar amount of changes in reserve requirement
amounts for each bank. Calculate the percentage of reserve require-
ment amounts to transaction account balances for each bank.
e. Which of the two reserve requirement changes discussed in
(c) causes the greatest impact on the dollar amount of reserves for
all three of the banks?
f. Now assume that you could either (1) lower the transactions
account amount for the lowest category from $50 million down
to $25 million or (2) increase the reserve percentage from
10 percent to 12 percent on transactions account amounts over
$200 million. Which choice would you recommend if you were
trying to achieve a moderate slowing of economic activity?
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LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:

LO 5.1 Describe the U.S. national economic policy objectives and possible conflicts among
these objectives.

LO 5.2 Identify the major policy makers and describe their primary responsibilities.

LO 5.3 Discuss how the U.S. government influences the economy and how the government
reacted to the 2007-09 perfect financial storm.

LO 5.4 Describe the U.S. Treasury’s cash and general management responsibilities.

LO 5.5 Describe the U.S. Treasury’s deficit financing and debt management responsibilities.
LO 5.6 Discuss how expansion of the money supply takes place in the U.S. banking system.
LO 5.7 Summarize the factors or transactions that affect bank reserves.

LO 5.8 Explain the terms monetary base, money multiplier, and the velocity of money and
their relationships to the money supply.

WHERE WE HAVE BEEN...

In Chapter 4 we discussed the role of the Federal Reserve System as the central bank in the
U.S. banking system. Money must be easily transferred, checks must be processed and
cleared, banks must be regulated and supervised, and the money supply must be controlled.
The Fed either assists or directly performs all of the activities that are necessary for a
well-functioning financial system. You also learned about the characteristics and require-
ments of Federal Reserve membership and the composition of the Fed Board of Governors.
You were introduced to the Fed’s monetary policy functions—its open-market operations,
the administration of reserve requirements, and the setting of interest rates on loans to depos-
itory institutions. Fed supervisory and regulatory functions were also discussed.

WHERE WE ARE GOING...

The last chapter in Part 1 focuses on how currency exchange rates are determined and how
international trade is financed. We begin by discussing what is meant by currency exchange
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rates and foreign exchange markets. This is followed by a discussion of factors that determ-
ine exchange rate relationships and changes in those relationships over time. You will then
learn how the financing of international trade takes place, including how exporters finance
with a draft or bill of exchange. Financing by the importer and the use of a commercial letter
of credit and a trust receipt are also covered. The last section will introduce you to develop-
ments in international transactions as measured by balance-of-payments accounts. In Part 2
our focus will be on investments, including the securities and other financial markets needed
to market and transfer financial assets.

HOW THIS CHAPTER APPLIES TO ME...

The opportunity to vote gives you a way of influencing economic and political developments
in this country. The president and members of Congress are policy makers elected by the
people. After reading this chapter, you should have a better understanding of the national
economic policy objectives in the United States and how government officials and the Fed
influence the economy. You then will be in a more knowledgeable position to make informed
economic decisions about activities that may influence your life and career.

Government and private policy makers often are maligned in the press and sometimes even by
themselves. For example, President Ronald Reagan in 1986 said,

The government’s view of the economy could be summed up in a few short phrases:
If it moves, tax it. If it keeps moving, regulate it. And if it stops moving, subsidize it."

While this statement is somewhat humorous to most of us, it also serves to start us thinking
about what should be the country’s broad-based economic objectives and what mechanisms
are needed for achieving these objectives. We need a system of checks and balances to ensure
that policy makers will operate in the best interests of the people of the United States. The
president and Congress pass laws and set fiscal policy, while the Fed sets monetary policy and
attempts to regulate the supply of money and the availability of credit.
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Ernest Hemingway said,

The first panacea for a mismanaged nation is inflation of the currency; the
second is war. Both bring a temporary prosperity; both bring a permanent ruin.
Both are the refuge of political and economic opportunists.

Most of us would agree with Hemingway that currency inflation and war are not accept-
able economic objectives. While people with differing views debate the proper role of gov-
ernment, there is broad agreement that decisions by government policy makers to levy taxes
and make expenditures significantly affect the lives of each of us. In addition to the checks and
balances offered by two political parties, the Fed is expected to operate independently of the
government but also in the best interests of the country and its people. There is also a strong
tradition in the United States that national economic objectives should be pursued with min-
imum interference to the economic freedom of individuals.

The Employment Act of 1946 and the Full Employment and Balanced Growth Act of 1978,
which is typically referred to as the Humphrey-Hawkins Act, spell out the role of the U.S.
government in carrying out the economic goals of economic growth and stable prices. Most
of us also would agree that economic growth is good if it leads to improved living standards
for the people. However, for this to occur, economic growth must be accompanied by stable

lAddress, White House Conference on Small Business, August 15, 1986.
*“Notes on the Next War: A Serious Topical Letter,” Esquire, September, 1935.
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gross domestic product (GDP)
measures the output of goods and
services in an economy

prices and high and stable employment levels. The relationship between the money supply and
demand affects the level of prices and economic activity in our market economy. Therefore,
the process by which the money supply is increased and decreased is a very important factor to
the success of the economy. Since we live in a global environment, our economic well-being
also depends on achieving a reasonable balance in international trade and other transactions.
To summarize, our country’s economic policy actions are directed toward these three national
economic policy goals:

e Economic growth
e High employment
e Price stability

Accompanying these economic goals is also a desire for stability in interest rates, financial
markets, and foreign exchange markets.

Economic Growth

The standard of living of U.S. citizens has increased dramatically during the history of the
United States as a result of the growth of the economy and its productivity. Of course, growth
means more than merely increasing total output. It requires that output increase faster than
the population so that the average output per person expands. Growth is a function of two
components: an increasing stock of productive resources—the labor force and stock of capital—
and improved technology and skills.

The output of goods and services in an economy is referred to as the gross domestic
product (GDP). The United States began the 1980s with a double-dip recession, or economic
downturn, in “real” terms (i.e., after price changes have been factored out). A mild economic
decline occurred in 1980, followed by a deeper decline that lasted from mid-1981 through
most of 1982. The GDP then grew in real terms throughout the remainder of the 1980s, before
a mild downturn began in mid-1990 and lasted through the first quarter of 1991. Although
some industries underwent substantial downsizing and restructuring, the economy continued
to grow in real terms throughout the 1990s. As we moved into the twenty-first century, eco-
nomic growth slowed both domestically and worldwide, resulting in a U.S. recession in 2001.
Economic recovery began in 2002 and economic growth continued for a number of years until
the United States entered into the Great Recession of 2008—09. Economic growth through
2015 has only averaged about 2 to 3 percent annually.

High Employment

Unemployment represents a loss of potential output and imposes costs on the entire economy.
The economic and psychological costs are especially hard on the unemployed. While there is
some disagreement over what we should consider full employment, it is a stated objective of
the U.S. government to promote stability of employment and production at levels close to the
national potential. This aim seeks to avoid large changes in economic activity, minimizing the
hardships that accompany loss of jobs and output.

The U.S. unemployment rate reached double-digit levels during the early 1980s with a
peak at about 11 percent near the end of 1982. As the economy began expanding, unemployment
levels declined throughout the remainder of the 1980s until the rate fell below 5.5 percent.
The recession that began in mid-1990, along with other job dislocations associated with cor-
porate downsizing and restructuring, resulted in an unemployment rate exceeding 7.5 percent
in 1992. The remainder of the 1990s was characterized by a steady decline in the unemploy-
ment rate to a level below 4.5 percent. As the country entered the twenty-first century, eco-
nomic activity slowed and the unemployment level began rising. With an economic recovery
beginning in 2002, employment opportunities improved for a period of years. However, the
economy began slowing in 2007 and entered into a steep decline in 2008, causing the unem-
ployment rate to exceed the 10 percent level. Even with economic recovery beginning during
the second-half of 2009, the unemployment rate remained at the 10 percent level at the end of
2010, but it has since been reduced to slightly below 5 percent in early 2016.



Price Stability

In recent decades, the importance of stable prices has become well accepted but difficult to
achieve. Consistently stable prices help create an environment in which the other economic
goals are more easily reached. Inflation, which we initially defined in Chapter 2, occurs when
a rise or increase in the prices of goods and services is not offset by increases in the quality of
those goods and services. Inflation discourages investment by increasing the uncertainty about
future returns. Therefore, high inflation rates are no longer considered acceptable as a price to
pay for high levels of employment.

Inflation was at double-digit levels during the early 1980s, and this was reflected in
record-high interest rates. However, as the economy turned down in the 1981-1982 recession,
inflation rates also started down and continued down until inflation fell below 3 percent. After
a brief rise at the beginning of the 1990s, inflation steadily declined to 2 percent and continued
at very low levels in the early years of the twenty-first century. The Fed began increasing its
federal funds rate target in 2004 because of concern about possible increasing inflation. After
the housing bubble collapse in mid-2006, the Fed began lowering its federal funds rate target.
Then, in response to the financial crisis and the start of the Great Recession, the Fed reduced
its target for the federal funds rate to a near zero level beginning in late 2008. However, infla-
tion rates remained below the 2 percent level through early 2016.

Domestic and International Implications

The three national economic policy objectives are sometimes in conflict with each other. For
example, while economic growth generally leads to higher employment, a too rapid growth
rate is likely to lead to higher inflation. Greater demand relative to supply for workers and
materials could cause prices to rise. On the other hand, a very slow growth rate, or even
economic contraction will lead to higher unemployment rates and little pressure on prices.
Thus, policy makers must attempt to balance these economic goals as they establish eco-
nomic policy.

Actions taken with respect to a country’s own national affairs also influence the econo-
mies of other nations. Thus, it is important for economic policy makers to maintain a world-
view rather than just a narrow nationalistic approach. Nations that export more goods and
services than they import have a net trade surplus, and vice versa. When funds received
from the sale (export) of goods and services to other countries are less than the payments
made for the purchase (import) of goods and services from other countries, these trade defi-
cits must be made up by positive net financial transactions and foreign exchange operations
with the rest of the world. We discuss balance of payments components and implications in
Chapter 6.

52 Four Policy Maker Groups

Four groups of policy makers are actively involved in achieving the nation’s economic policy
objectives:

e Federal Reserve System

The president
e Congress

e U.S. Treasury

Figure 5.1 illustrates how the four groups use monetary and fiscal policies, supported by debt
management practices, to carry out the four economic objectives of economic growth, stable
prices, high employment, and balance in international transactions.

As discussed in Chapter 4, the Fed establishes monetary policy, including managing the
supply and cost of money. We will see later in this chapter how the money supply is actually
changed. Fiscal policy involves setting the annual federal budget, and it reflects government
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m Policy Makers

and Economic Policy Objectives

Types of Policies
Policy Makers or Decisions Economic Objectives
Federal Reserve System Monetary Policy Economic Growth
The President Fiscal Policy High Employment
Congress Debt Management Price Stability
U.S. Treasury

influence on economic activity through taxation and expenditure plans. Fiscal policy is carried
out by the president and Congress. The U.S. Treasury supports economic policy objectives
through its debt management practices.

Ethical Behavior in Government

Since World War II, 12 individuals served as president of the United States. The decade
of the 1990s included George H. W. Bush and William (Bill) Clinton. The decade of the 2000s
was primarily under the direction of George W. Bush and Barack Obama.

One would expect that the leader of the United States should and would exhibit a very
high level of moral and ethical behavior. We expect the people of our nation to practice sound
ethical behavior by treating others fairly and honestly. Certainly, the president has the oppor-
tunity to lead by example. Two recent presidents, Richard Nixon (who served as president
during 1969-1974) and Bill Clinton (who served as president during 1993-2001), were each
accused of unethical behavior while president. Nixon resigned on August 9, 1974, just before
he was impeached because of the Watergate scandal involving office break-ins. In 1998, Clinton
became the second president to be impeached by the House of Representatives. Clinton’s
handling of personal indiscretions with a White House intern led to his trial in the Senate. He
was found not guilty and completed his second term.’

Unethical behavior in government has not been limited to presidents. There also have
been numerous accounts of unethical behavior on the part of members of Congress. Some
individuals have been impeached and others have been sent to prison. With this said, the vast
majority of members of Congress and past presidents have practiced high ethical behavior,
including fair and honest treatment of their constituents. The other good news is that the U.S.
government and society have overcome the isolated unethical behavior of a few leaders.

Policy Makers in the European Economic Union

As in the United States, European governments use monetary and fiscal policies to try
to achieve similar economic goals, such as economic growth and price stability. In December
1991, the members of the European Union (EU) signed the Maastricht Treaty in Maastricht,
Netherlands. The objective was to converge their economies, fix member country exchange
rates, and introduce the euro as a common currency at the beginning of 1999. Monetary
and fiscal policy actions of each country were to focus on maintaining price stability, keep-
ing government budget deficits below 3 percent of gross domestic product (GDP) and total
government debt below 60 percent of GDP, and maintaining stability in relative currency
exchange rates. Of the 15 EU countries, 12 members formed the European Monetary Union
(EMU), ratified the Maastricht Treaty, and qualified to adopt the euro as their common cur-
rency with conversion officially taking place in 2002. Since then, EU membership has grown
to 28 countries, (although the United Kingdom has recently voted to withdraw from the EU),
with 19 of these countries joining the EMU and adopting the euro as their common currency.

It is striking that initially 12 and now 19 countries with widely different past applica-
tions of monetary and fiscal policies could agree on similar economic and financial object-
ives. While each country continues to formulate its own fiscal policies today, the European

3For a further discussion of past U.S. presidents, see Frank Freidel and Hugh S. Sidey, The Presidents of the United
States of America, (Willard, OH: R.R. Donnelley and Sons, 1996).
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Central Bank (ECB) focuses on maintaining price stability across the 19 eurozone countries.
The sheer size of the EMU also means that European policy makers and U.S. policy makers
must work closely together in trying to achieve the worldwide goals of economic growth and
price stability.

DISCUSSION QUESTION 1

How successful have U.S. policy makers been in achieving high employment and low
inflation in recent years?

53 Government Influence on the Economy

The federal government plays a dual role in the economy. It provides social and economic ser-
vices to the public that cannot be provided as efficiently by the private sector. The federal gov-
ernment is also responsible for guiding or regulating the economy. Actions by the four policy
maker groups need to be coordinated to achieve the desired national economic objectives. The
president and the Council of Economic Advisors (CEA) prepare an annual federal budget
containing revenue and expenditure plans that reflect fiscal policy objectives concerning
government influence on economic activity. Congress reviews, makes changes, and passes
legislation relating to budget expenditures. A budget surplus occurs when tax revenues
(receipts) are more than expenditures (outlays). When revenues are less than expenditures,
there is a budget deficit. The Treasury must borrow funds by selling government (Treasury)
securities to cover a deficit.
A government raises funds to pay for its activities in three ways:

e Levies taxes
e Borrows

e Prints money for its own use

Because the last option has tempted some governments, with disastrous results, Congress
delegated the power to create money to the Fed. Our federal government collects taxes to pay
for most of its spending, and it borrows, competing for funds in the financial system, to finance
its deficits.

To illustrate the complex nature of the government’s influence on the economy, consider
the many effects of a federal deficit. To finance it, the government competes with other bor-
rowers in the financial system. This absorbs savings, and it may raise interest rates. Private
investment may be reduced if it becomes more difficult for firms to borrow the funds needed.
On the other hand, a deficit stimulates economic activity. The government is either spending
more or collecting less in taxes, or both, leaving more income for consumers to spend. The
larger the deficit, the more total spending, or aggregate demand, there will be. In some circum-
stances, this stimulation of the economy generates enough extra income and savings to finance
both the deficit and additional investment by firms.

During periods of war-related budget deficits (e.g., World Wars I and II), the Fed
engaged in an activity known as monetizing the debt whereby the Fed buys government
securities to help finance the deficit and to provide additional bank reserves and increase in
the money supply. The Fed does not practice this activity today since it would be counter to
current monetary policy and would also have a significant impact on the financial markets.
The competition for funds would make it more difficult for some borrowers to meet their
financing needs.

Fiscal policy is developed and implemented by the president (with the assistance of the
CEA) and Congress. The president and the CEA prepare annual budgets reflecting their tax
and expenditure plans. Congress reviews, modifies, and passes legislation authorizing the
implementation of budget plans. When plans call for expenditures to exceed tax revenues, the
resulting budget deficit is designed to stimulate economic activity.

The Treasury is responsible for collecting taxes and disbursing funds, and for debt man-
agement, which includes financing current deficits and refinancing the outstanding national
debt. As discussed in Chapter 4, the Fed contributes to the attainment of the nation’s economic

federal budget annual revenue
and expenditure plans that reflect
fiscal policy objectives concerning
government influence on economic
activity

budget surplus occurs when tax
revenues (receipts) are more than
expenditures (outlays)

budget deficit occurs when tax
revenues (receipts) are less than
expenditures (outlays)

monetizing the debt Fed buys
government securities to help
finance a budget deficit and to add
to bank reserves and increase the
money supply
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goals by formulating monetary policy. It uses its powers to regulate the growth of the money
supply and, thus, influence interest rates and the availability of loans.

The principal responsibilities of these policy makers have not always been the same.
When the Fed was established in 1913, most of the power to regulate money and credit was
placed in its hands. However, as the public debt grew during World War I, the Great Depres-
sion of the 1930s, and World War II, the Treasury became vitally interested in credit condi-
tions. Policies that affect interest rates and the size of the money supply affect the Treasury
directly, since it is the largest borrower in the nation. Therefore, the U.S. Treasury took over
primary responsibility for managing the federal debt. In managing the large public debt and
various trust funds placed under its jurisdiction, the Treasury has the power to influence the
money market materially. The Fed came back into its own in the 1950s and is now the chief
architect of monetary policy.

It should not be surprising that the policy instruments of the various policy makers
at times put them at cross purposes. A long-standing debate continues over the balance
between full employment and price stability. A particular policy that leads toward one may
make the other more difficult to achieve, yet each objective has its supporters. As with
all governmental policy, economic objectives are necessarily subject to compromise and
trade-offs.

Government Reaction to the Perfect Financial Storm

As we briefly discussed in earlier chapters, a “perfect financial storm” developed in
the midst of the 2007-08 financial crisis and 2008-09 Great Recession. In 2008, the U.S.
economy was on the verge of financial collapse. The housing price “bubble” burst in 2006 and
home prices began a sharp and prolonged decline. Stock market prices peaked in 2007 and
fell sharply until mid-2009. The economy began slowing in 2007, with economic contraction
beginning in early 2008. The resulting 2008-09 recession turned out to be the steepest U.S.
recession since the Great Depression of the 1930s. Individuals were defaulting on their home
mortgages in increasing numbers due to falling home prices and increasing unemployment.
Business firms and financial institutions, who had borrowed heavily during years of easy
money and low interest rates, were faced with their own financial difficulties as economic
activity slowed markedly. Many of the debt securities issued and backed by home mortgage
loans, called mortgage-backed securities, became difficult to value and quickly became known
as “troubled” or “toxic” assets.

Many major financial institutions and business corporations were on the verge of col-
lapse or failure. Some of the very largest financial institutions were deemed as being “too big
to fail” because their failure would cause cascading negative repercussions throughout the
United States and many foreign economies. As discussed in Chapter 4, the Federal Reserve
moved to increase liquidity in the monetary system and reduced its target federal funds rate
to below the .25 percent level. The Fed also worked with the U.S. Treasury to help facilitate
the merging of financially weak institutions with those that were financially stronger. For
example, in March 2008, the Fed and Treasury assisted in the acquisition of Bear Sterns by
JPMorgan Chase & Co.

The Federal National Mortgage Association (Fannie Mae) and the Federal Home
Mortgage Association (Freddie Mac), briefly discussed in Chapter 4 as being major par-
ticipants in the secondary mortgage markets, were on the verge of financial insolvency
and possible collapse in mid-2008. Fannie Mae was actively creating and packaging
mortgage-backed securities, many of which became troubled assets as home owners
began defaulting on the underlying mortgages. Freddie Mac purchased home mortgages,
including lower-quality subprime mortgages, attempting to support the mortgage markets
and home ownership. In an attempt to avoid a meltdown, the Fed provided rescue funds
in July 2008 and the U.S. government assumed control of both Fannie Mae and Freddie
Mac in September 2008.

In addition to the efforts of the Fed and the Treasury, the U.S. Congress and the president
responded with the passage of the Economic Stabilization Act of 2008 in early October of that
year. A primary focus of this legislation, which became known as the Troubled Asset Relief
Program (TARP), was to allow the U.S. Treasury to purchase up to $700 billion of troubled
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Small Business Practice

Government Financing Assistance for (to be lent or invested in small businesses) from privately invested

Small Businesses capital and long-term bonds purchased or guaranteed by the SBA.
These bonds typically have ten-year maturities. A small business

Small businesses can seek financing help from both the federal is currently defined as a firm with less than $6 million in net worth

and state or from local levels. The Small Business Administra-  Or net income of less than $2 million.

tion (SBA) was created in 1953 by the federal government. The At the state and local level, there also are possible sources

SBA provides financial assistance to small firms that are unable to ~ of financing help for small businesses. For example, most states
obtain loans from private lenders at reasonable terms and interest ~ have Small Business Development Centers (SBDCs) that can

costs. We discuss the SBA in greater detail in Chapter 16. help small businesses find sources of financing. Small busi-

Small business investment companies (SBICs) are chartered nesses also may find sources of financing help by contacting their
and regulated by the SBA. SBICs help finance small businesses by state’s Department of Economic Development or Department of
making both equity investments and loans. SBICs get their funds Commerce.

or toxic assets held by financial institutions. Then, in an effort to stimulate economic activity,
Congress and the president passed the $787 billion American Recovery and Reinvestment Act
of 2009 in February 2009, with the funds to be used to provide tax relief, appropriations, and
direct spending. In part, as a result of these actions, economic activity in the United States
began recovering in the second half of 2009.

As it turned out, the U.S. Treasury purchase of troubled bank-held assets developed
slowly. In fact, passage of the Dodd-Frank Wall Street Reform and Consumer Protection Act
of 2010 amended the Emergency Economic Stabilization Act of 2008. Title XIII, known as the
“Pay It Back Act,” reduced the availability of TARP funds from $700 billion to $475 billion
and mandated that any unused funds could not be used in new programs.

As a result of these fiscal stimulus packages and modifications, along with the three
quantitative easing efforts by the Fed in 2008, 2010, and 2012, the U.S. economy achieved
moderate growth through 2015. The unemployment rate also declined from the 10 percent
level at the end of 2010 to below 5 percent in early 2016.

54  Treasury Cash and General
Management Responsibilities

The U.S. Treasury promotes economic growth, overseas the production of coins and currency,
and is responsible for collecting taxes, paying bills, and managing its cash balances so that
its day-to-day operations have a stable impact on bank reserves and the money supply. The
Treasury is also responsible for borrowing funds to finance budget deficits and for managing
the national debt. The Treasury played an important role during the 2007-09 perfect financial
storm by helping financial institutions merge and through administering government legisla-
tion designed to prevent financial institutions and some business firms from failing. We will
cover deficit financing and debt management by the Treasury in the next section.

The magnitude of Treasury operations dictates that it must play as defensive or neutral a
role as possible in its influence on the supply of money and credit. While the power to regulate
the money supply has been placed primarily in the hands of the Fed, close cooperation between
the Treasury and the Fed must exist if Treasury operations are not to disrupt the money supply.

Consider the impact on monetary affairs of a massive withdrawal of taxes from the bank-
ing system without offsetting actions. The decrease in bank deposits would result in a tempor-
ary breakdown of the system’s ability to serve the credit needs of the public. Yet, the federal
government periodically claims taxes without significant impact on lending institutions. In
like manner, borrowing by the government or the refunding of maturing obligations could
be traumatic in their effect on money and credit, but such is not the case. In short, the Fed
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efficiently manages these dynamic aspects of money and credit, while the Treasury largely
limits its actions to taxing, borrowing, paying bills, and refunding maturing obligations. The
Treasury carries out these functions with as little interference with the conduct of monetary
affairs as possible. This is no small challenge.

Managing the Treasury’s Cash Balances

Treasury operations involve spending over $3 trillion a year. It is necessary to maintain a large
cash balance, since Treasury receipts and payments do not occur on a regular basis throughout
the year. This makes it critical for the Treasury to handle its cash balances in such a way that it
will not create undesirable periods of credit ease or tightness. To affect bank reserves as little
as possible, the Treasury has developed detailed procedures for handling its cash balances.

Treasury Tax and Loan Accounts The Treasury’s primary checkable deposit ac-
counts for day-to-day operations are kept at Reserve Banks. Most cash flows into the Treasury
through Treasury Tax and Loan Accounts of banks, S&Ls, and credit unions (referred to here
as banks, for short). Employers deposit the income taxes, Social Security, and railroad retire-
ment taxes they withheld in their Treasury Tax and Loan Accounts. They have the option of
depositing these government receipts with either Reserve Banks or one of the other banks.
Most employers make their payments to the latter.

The Treasury may also pay income and eligible profits taxes into Tax and Loan Accounts.
Many excise taxes may also be paid either to a Reserve Bank or to a qualified bank with a Tax
and Loan Account. The proceeds from a large portion of the sales of new government secur-
ities also flow into Tax and Loan Accounts. If the Treasury feels its balances at the Reserve
Banks are too large, it can transfer funds to its accounts at the banks.

Treasury Receipts and Outlays The Treasury tries to handle its cash receipts,
outlays, and balances to avoid large changes in bank reserves. To do this, the Treasury tries
to keep balances in its accounts at the Reserve Banks relatively stable. Almost all Treasury
disbursements are made by checks drawn against its deposits at the Reserve Banks. Most
Treasury receipts are deposited in Tax and Loan Accounts at the various banks, but some
are deposited directly in the Treasury accounts at the Reserve Banks. The Treasury adjusts
its withdrawals to keep its balances at the Reserve Banks as stable as possible. This means
that the funds shifted from banks and the funds deposited directly in Reserve Banks must
closely correspond to the volume of Treasury checks that are likely to be presented to the
Reserve Banks.

If the Treasury accounts at the Reserve Banks are kept at a stable level, bank reserves
are not changed. This is possible only if accurate forecasts are made of the daily receipts and
spending from the Treasury account so that funds from the Tax and Loan Accounts may be
shifted in the right amounts at the right time. If the forecasts were not worked out with a reas-
onable degree of success, Treasury operations would cause bank reserves to change a great
deal over short periods. Despite these precautions, the Treasury’s account frequently does
fluctuate by as much as several billion dollars from day to day. The Fed closely monitors the
Treasury account and takes any changes into consideration in conducting daily open-market
operations to minimize the effect on bank reserves.

Powers Relating to the Federal Budget
and to Surpluses or Deficits

The government may also influence monetary and credit conditions indirectly through tax-
ation and expenditure programs, especially by having a significant cash deficit or surplus.
Budget-making decisions rest with Congress and are usually based on the needs of the gov-
ernment and on political considerations, without giving much weight to monetary and credit
effects. Because of the magnitude of the federal budget, government income and spending
may be one of the most important factors in determining credit conditions.
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General Economic Effects of Fiscal Policy Economic activity depends largely
on aggregate demand, which is the total demand for final goods and services in the economy
at a point in time. An increase in aggregate demand will, generally, cause an increase in
production and employment but may also cause prices to rise. If the economy is already
close to full employment, increases in aggregate demand will likely increase prices more
than output. Similarly, decreases in aggregate demand will result in lower employment and
reduced prices.

Fiscal policy significantly affects aggregate demand and economic activity. Not only is
government spending itself a large component of aggregate demand, but also, any change in
government spending has a multiplied effect on aggregate demand. An increase in government
spending increases employment and incomes and, thus, also increases consumer spending. In
a downturn, not only does spending decrease, but tax receipts of all types—including those
for Social Security—also decrease when fewer people are at work, because these taxes are
based on payrolls. Changes in taxes also directly affect both disposable income and aggregate
demand through consumer spending.

Various federal government programs act to stabilize disposable income and economic
activity in general. Some act on a continuing basis as automatic stabilizers. Other govern-
ment fiscal actions, such as actions taken to continue federal programs that stabilize economic
activity, are discretionary and depend on specific congressional actions. Automatic stabilizers
include the following:

e Unemployment insurance program
o Welfare payments

e Pay-as-you-go progressive income tax

The unemployment insurance program is funded largely by the states. Under this program,
payments are made to workers who lose their jobs, providing part of their former incomes.
Another stabilizer is welfare payments under federal and state aid programs. Both unem-
ployment and welfare benefits are examples of transfer payments, or government income
payments for which no current productive service is rendered.

Another important automatic stabilizer is the pay-as-you-go progressive income tax.
Pay-as-you-go refers to the requirement that tax liabilities of individuals and institutions be
paid on a continuing basis throughout the year. The progressive nature of our income tax
means that as income increases to various levels the tax rate increases also. In other words,
as incomes increase, taxes increase at a faster rate. The reverse is also true: at certain stages
of decreased income, the tax liability decreases more quickly. The result is, generally, imme-
diate since, for most wages subject to withholding taxes, tax revenues change almost as soon
as incomes change.

These programs are a regular part of our economy. In times of severe economic fluctu-
ations, Congress can help stabilize disposable income. Income tax rates have been raised to
lower disposable income and to restrain inflationary pressures; they have been lowered during
recessions to increase disposable income and spending. Government spending can also be
increased during recessions to increase disposable income. Likewise, it could be cut during
prosperity to reduce disposable income, but for political reasons attempts to do this have not
been successful.

When a recession is so severe that built-in stabilizers or formulas are not adequate to
promote recovery, there is seldom complete agreement on the course of action to take. A
decision to change the level of government spending and/or the tax rates must be made.
Increased spending or a comparable tax cut would cost the same number of dollars ini-
tially, but the economic effects would not be the same. When income taxes are cut, dispos-
able income is increased almost immediately under our system of tax withholding. This
provides additional income for all sectors of the economy and an increase in demand for
many types of goods.

Congress may decide to increase government spending, but the effects of increased gov-
ernment spending occur more slowly than those of a tax cut, since it takes time to get programs
started and put into full operation. The increased income arises first in those sectors of the
economy where the money is spent. Thus, the initial effect is on specific areas of the economy
rather than on the economy as a whole.

aggregate demand total demand
for final goods and services in the
economy at a point in time

automatic stabilizers continuing
federal programs that stabilize
economic activity

transfer payments government
payments for which no current
services are given in return
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tax policy setting the level and
structure of taxes to affect the
economy

The secondary effects of spending that result from a tax cut or from increased govern-
ment spending depend on how and what proportion the recipients spend. To the extent that
they spend it on current consumption, aggregate demand is further increased in the short run.
The goods on which recipients spend the income determine the sectors of the economy that
receive a boost. If they invest the added income and later use it to purchase capital goods,
spending is also increased. In this case, however, there is a time lag, and different sectors of
the economy are affected. If the money is saved, thus added to idle funds available for invest-
ment, there is no secondary effect on spending.

The effects must also be considered if economic activity is to be restrained by a decrease
in government spending or by a tax increase. A decrease in spending by the government will
cut consumer spending by at least that amount; the secondary effects may cut it further. A tax
increase may not cut spending by a like amount, since some taxpayers may maintain their level
of spending by reducing current saving or by using accrued savings. A tax increase could,
however, cut total spending more if it should happen to discourage specific types of spending,
such as on home building or on credit purchases of consumer durable goods. This could lead to
a spending cut that is substantially greater than the amount of money taken by the higher taxes.

Effects of Tax Policy The tax policy and tax program of the federal government have
a direct effect on monetary and credit conditions that may work in several ways. The level
of taxes in relation to national income may affect the volume of saving and, thus, the funds
available for investment without credit expansion. The tax structure also determines whether
saving is done largely by upper-income groups, middle-income groups, or all groups. This
can affect the amount of funds available for different types of investment. Persons in middle-
income groups may be more conservative than those with more wealth. They tend to favor
bonds or mortgages over equity investments. Persons in high tax brackets, on the other hand,
tend to invest in securities of state and local governments because income from these invest-
ments is not subject to federal income taxes. They also may invest for capital gains, since taxes
on the gains may be deferred until the asset is sold.

Changes in corporate tax rates also may affect the amount of funds available for short-
term investment in government bonds and the balances kept in bank accounts. The larger the
tax payments, the less a corporation has available for current spending. Also, if tax rates are
raised with little warning, a corporation may be forced to use funds it had been holding for
future use. Businesses that are short of funds may be forced to borrow to meet their taxes. In
either case, a smaller amount of credit is available for other uses.

Recent Financial Crisis Related Activities

The U.S. Treasury, under the leadership of Treasury Secretary Henry Paulson, played
an important role in helping the United States survive the 2007-08 financial crisis and the sub-
sequent recession. The Treasury, sometimes working closely with the Fed, helped bring about
the acquisition of Bear Sterns by JPMorgan Chase & Co. in March 2008. Under the leadership
of Henry Paulson, the Treasury was actively involved in assisting financial institutions on
the brink of collapse to find help through mergers with financially stronger institutions. In
September 2008, Bank of America acquired Merrill Lynch. However, during the same month,
Lehman Brothers declared bankruptcy when no viable financial alternatives surfaced. Shortly
thereafter, American International Group (AIG) was “bailed out” by the Federal Reserve and
Treasury efforts, with the U.S. government receiving an ownership interest in AIG.

The Economic Stabilization Act of 2008 provided the Treasury with funds to purchase
troubled or toxic assets held by financial institutions. However, much of the Troubled Asset
Relief Program (TARP) funds were used to invest capital in banks with little equity on their
balance sheets, as well as to rescue large “too big to fail” financial institutions and even large
nonfinancial business firms—such as General Motors and Chrysler—that were on the verge
of failing.

LEARNING ACTIVITY

Go to the U.S. Treasury’s website, http://www.treasury.gov, and identify the mission and
goals of the U.S. Department of the Treasury. Write a brief summary.
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55 Treasury Deficit Financing and Debt
Management Responsibilities

The U.S. government collects taxes (receipts) and makes expenditures (outlays) for national
defense, social programs, and so forth. When receipts total more than outlays over a time
period, such as a year, a budget surplus occurs. A budget deficit exists when outlays are greater
than receipts. Deficit financing involves the U.S Treasury borrowing funds by selling govern-
ment (Treasury) securities to cover revenue shortfalls relative to expenditures. Large budget
deficits can result in government competition for private investment funds. Crowding out
occurs when there is a lack of funds for private borrowing due to the sale of Treasury secur-
ities to cover large budget deficits. When deficit financing is so large that the private sector
cannot or will not absorb the Treasury obligations offered, the Fed may purchase a significant
portion of the issues.

Annual government expenditures have exceeded annual tax receipts each fiscal year
(October 1 through September 30) since the end of the 1960s, with the exception of the four-
year period 1998-2001. For fiscal year 2001, receipts totaled $1,991,082 million and outlays
were $1,862,846 million resulting in a surplus of $128,236 million, or $128.2 billion. In the
effort to recover from the financial crisis and the Great Recession, the fiscal 2009 budget
deficit peaked at more than $1.4 trillion, and annual deficits remained above the $1.0 trillion
level in fiscal years 2010, 2011, and 2012. Deficits declined to under $700 billion in fiscal
2013 and to less than $500 billion in fiscal year 2014. For fiscal year 2015, receipts totaled
$3,249,886 million compared to outlays of $3,688,292 million for a deficit of $438,406 million,
or $438.4 billion.* Specific sources of federal government receipts and specific types of outlays
will be discussed in Chapter 7.

The U.S. national debt is the total debt owed by the government and consists of debt held
by the public and intergovernmental holdings. The cumulative amount of historical annual
deficits and surpluses resulted in a national debt of about $5.8 trillion at the end of fiscal
2001. Since then, the cumulative impact of large annual deficits has caused the national debt
to increase to $18.1 trillion by the end of fiscal 2015, and then the national debt surpassed the
$19 trillion level by early 2016.° This more than $13 trillion increase in the national debt in
less than 15 years has kept the Treasury busy issuing more and more government securities to
finance the underlying annual deficits. The ownership of the U.S. public debt, as well as the
maturities of the debt, will be discussed in Chapter 8.

Debt management involves funding budget deficits and refinancing maturing Treasury
securities previously issued to fund the national debt. The Treasury has formulated three debt
management goals:

e Fund deficits and refinance maturing debt at the lowest cost to taxpayers over time.
e Manage Treasury’s cash flows in an uncertain environment.

e Manage the risk profile of outstanding debt.

The Treasury carries out its debt management policy by operating in a “regular and pre-
dictable” manner to minimize disruption in the financial markets and to support fiscal and
monetary policies formulated by the other policy-making groups. Treasury security auctions
are scheduled and announced well in advance of the actual auctions to allow investors to plan
their security purchases.’

The last surplus federal budget occurred in fiscal 2001. Since then, the Treasury has been
actively involved in deficit financing each year. As discussed earlier, the national debt increased
from less than $6 trillion at the end of fiscal 2001 to a little over $18 trillion by the end of fiscal
2015, meaning that the Treasury had to finance cumulative annual budget deficits of more than
$13 trillion. At the same time, the Treasury had to refinance trillions of dollars of maturing

*Historical budget results are available at www.whitehouse.gov/omb/budget/.

SHistorical data about the levels of the national debt are available at www.treasurydirect.gov/.

Debt management goals are stated in, “The Meaning and Implications of ‘Regular and Predictable’ (R&P) as a Tenet
of Debt Management,” (August, 2015), https://www.treasury.gov.

deficit financing borrowing of
funds by selling Treasury securities
to meet revenue shortfalls relative
to expenditures

crowding out occurs when there
is a lack of funds for private
borrowing due to the sale of
Treasury securities to cover budget
deficits

national debt total debt owed by
the government

debt management involves
funding budget deficits and
refinancing maturing Treasury
securities used to fund the national
debt.
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government securities that were previously issued to fund prior levels of the national debt. The
Treasury set a formidable goal of conducting these new financing needs and the refunding of
existing Treasury securities while attempting to minimize the interest costs on the national debt.

The Treasury’s second debt management goal involves efficiently managing the Treas-
ury’s cash flows associated with its financing and refunding activities in an uncertain environ-
ment. Debt management operations have to be conducted within an environment where there
are uncertainties relating to the size of net financing needs, auction market demand conditions,
financial market liquidity, economic conditions, and Fed monetary policy actions.

Market interest rates on Treasury securities fluctuate, or change over time, with changes
in economic conditions and expectations, and with the Fed’s monetary policies. The Treasury
could adjust the size and timing of its auctions to attempt to mitigate this economic/monetary
policy risk. Market interest rates, at a point in time, are generally lower for shorter-maturity
Treasury securities and higher for longer-maturity Treasury securities. In essence, the longer
the maturity of a debt security, the greater the uncertainty the investor will feel concerning
future economic and financial market conditions at maturity. As a consequence, investors
require a higher expected return for investing in longer-maturity debt securities. This is some-
times referred to as term structure, or maturity risk. Furthermore, the values of longer-maturity
debt securities will change more (relative to shorter-maturity securities) given changes in mar-
ket interest rates. We explore the term, or maturity structure, of interest rates in Chapter 8 and
the impact on bond values given changes in market interest rates in Chapter 10.

The Treasury must continually make the trade-off decision of whether to issue shorter-
maturity Treasury securities at generally lower interest rates and accept more frequent refund-
ing of these securities at times when the then-existing market interest rates may be at higher
levels due to changing economic conditions and Fed actions. The alternative would be to issue
longer-term Treasury securities at relatively higher interest rates in exchange for not having to
refund these securities until much further in the future.

The Treasury has benefitted in its efforts to manage its financing budget deficits and the
national debt in recent years due to the unusually low interest rates that are the result of, in
part, the Fed’s easy money and quantitative easing efforts initiated in late 2008. However, as
interest rates move back to more “normal” levels, and given the current size of the national
debt, concern is being expressed about how very large annual interest payments on the national
debt will impact on economic activity and the financial markets.

DISCUSSION QUESTION 2

How will the U.S. government be able to repay the amount of national debt that is currently
outstanding?

LEARNING ACTIVITY

Go to the U.S. Treasury’s Bureau of Fiscal Service website at http://www.treasurydirect.
gov/. Go to “Reports” and then to “Historical Debt Outstanding.” Find information on
the changing size of the national debt during the past five years. Write a brief summary
of what has happened.

Personal Financial Planning

How Does the Fed Affect Me?

Suppose you hear on the radio that the Fed has moved to cut
interest rates. Such a rate cut does not affect just banks or large
corporate borrowers; it can have an impact on individuals, too. So
how might a rate cut affect you?

If you have savings at a depository institution, the effect may
be negative. Attempts to lower interest rates in the economy may
lead to lower interest rates on your checking account, your savings
account, or the next CD you invest in.

Of course, there is a potential benefit on the borrowing side.
An attempt to lower rates can lead to lower loan rates for a car

loan, student loan, home equity loan, or a home mortgage. If
someone has a variable or adjustable rate mortgage, his or her
interest payments may fall as rates decline. Some interest rates
on credit card balances are linked to a market interest rate, so as
market interest rates fall, the interest rates on credit card balances
will fall, too.

Lower interest rates can help investors in stocks and bonds,
too. As we will see in Chapter 10, an economic environment
with lower interest rates can lead to increases in stock and bond
prices, thus increasing the value of an investor’s stock and bond
holdings.




56 Changing the Money Supply

As we saw in Chapter 2, the M1 money supply consists of currency (including coins), demand
deposits, other checkable deposits, and traveler’s checks. Currency is in the form of Federal
Reserve notes and is backed by gold certificates, Special Drawing Rights (SDRs), eligible
paper, or U.S. government and agency securities. SDRs are a form of reserve asset, or “paper
gold,” created by the International Monetary Fund. Their purpose is to provide worldwide
monetary liquidity and to support international trade. Eligible paper in the form of business
notes and drafts provides little collateral today. Instead, Federal Reserve notes have been
increasingly backed by government securities.

Demand deposits and other checkable deposits at commercial banks, S&Ls, savings
banks, and credit unions comprise about one-half of the M1 money supply and are collectively
termed checkable deposits. To simplify further discussion of money supply expansion and
contraction, we will refer to checkable deposits simply as deposits in the banking system,
which includes all of the depository institutions. The word bank also is used generically to
refer to a depository institution.

The banking system of the United States can change the volume of deposits as the need
for funds by individuals, businesses, and governments change. This ability to alter the size of
the money supply is based on the use of a fractional reserve system. In the U.S. fractional
reserve system, banks and other depository institutions must hold funds in reserve equal to a
certain percentage of their deposit liabilities. Vault cash and funds held at regional Reserve
Banks comprise bank reserves. To understand the deposit expansion and contraction process,
one must study the operations of banks as units in a banking system and the relationship of
bank loans to deposits and to bank reserves.

In analyzing deposit expansion, it is helpful to distinguish between primary deposits
and derivative deposits. For example, the deposit of a check drawn on the Fed is a primary
deposit because it adds new reserves to the bank where deposited and to the banking system.
A derivative deposit occurs when reserves created from a primary deposit are made available
to borrowers through bank loans. Borrowers then deposit the loans so they can write checks
against the funds. When a check is written and deposited in another bank, there is no change
in total reserves of the banking system. The increase in reserves at the bank where the check
is deposited is offset by a decrease in reserves at the bank on which the check is drawn. Banks
must keep reserves against both primary and derivative deposits.

Checkable Deposit Expansion

When reserves were first required by law, the purpose was to assure depositors that banks
had the ability to handle withdrawals of cash. This was before the establishment of the
Federal Reserve System that made it possible for a healthy bank to obtain additional
funds in time of need. Depositor confidence is now based on deposit insurance and more
complete and competent bank examinations by governmental agencies. Today, the basic
function of reserve requirements is to provide a means for regulating deposit expansion
and contraction.

Deposit creation takes place as a result of the operations of the whole system of banks,
but it arises out of the independent transactions of individual banks. To explain the pro-
cess, therefore, we will consider the loan activities of a single bank. First, we will focus on
the bank itself; then we will examine its relationship to a system of banks. This approach
is somewhat artificial since a bank practically never acts independently of the actions of
other banks, but it has been adopted to clarify the process. Furthermore, it helps explain
the belief of some bankers that they cannot create deposits, since they only lend funds
placed on deposit in their banks by their depositors. This analysis shows how a system
of banks, in which each bank is carrying on its local activities, can do what an individual
banker cannot do.

For illustration, let us assume that a bank receives a primary deposit of $10,000
and that it must keep reserves of 20 percent against deposits. The $10,000 becomes a
cash asset to the bank as well as a $10,000 liability, since it must stand ready to honor a
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fractional reserve system banking
system where depository institutions
must hold funds in reserve equal to
a certain percentage of their deposit
liabilities

primary deposit deposit that adds
new reserves to a bank

derivative deposit deposit of
funds that were borrowed from the
reserves of primary deposits
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withdrawal of the money. The bank statement, ignoring all other items, would then show
the following:

Assets Liabilities

Reserves $10,000 Deposits $10,000

Against this new deposit of $10,000, the bank must keep required reserves of 20 percent,
or $2,000. Therefore, it has $8,000 of excess reserves available. Excess reserves are reserves
above the level of required reserves.

It may appear that the banker could proceed to make loans for $40,000, since all that is
needed is a 20 percent reserve against the resulting checkable deposits. If this were attemp-
ted, however, the banker would soon be in a difficult situation. Since bank loans are usually
obtained just before a demand for funds, checks would very likely be written against the
deposit accounts almost at once. Many of these checks would be deposited in other banks, and
the bank would be faced with a demand for cash as checks were presented for collection. This
demand could reach the full $40,000. Since the bank has only $8,000 to meet it, it could not
follow such a course and remain in business.

The amount that the banker can safely lend is the $8,000 of excess reserves. If more is
lent, the banker runs the risk of not being able to make payments on checks. After an $8,000
loan, the books show the following:

Assets Liabilities

Reserves $10,000 Deposits $18,000

Loans $ 8,000

If a check were written for the full amount of the derivative deposit ($8,000) and sent to
a bank in another city for deposit, the lending bank would lose all of its excess reserves. This
may be seen from its books, which would appear as follows:

Assets Liabilities

Reserves $2,000 Deposits $10,000

Loans $8,000

In practice, a bank may be able to lend somewhat more than the $8,000 in this example,
because banks frequently require customers to keep an average deposit balance of about
15 to 20 percent of the loan. The whole of the additional $1,500 to $2,000 cannot be lent
safely, because an average balance of $1,500 to $2,000 does not prevent the full amount of the
loan from being used for a period of time. With an average balance in each derivative deposit
account, however, not all accounts will be drawn to zero at the same time. Therefore, some
additional funds will be available for loans.

It may be argued that a banker will feel sure that some checks written against the bank
will be redeposited in the same bank and, therefore, larger sums can be lent. However,
because any bank is only one of thousands, the banker cannot usually count on such rede-
positing of funds. Banks cannot run the risk of being caught short of reserves. Thus, when
an individual bank receives a new primary deposit, it cannot lend the full amount of that
deposit but only the amount available as excess reserves. From the point of view of an indi-
vidual bank, therefore, deposit creation appears impossible. Because a part of every new
deposit cannot be lent out due to reserve requirements, the volume of additional loans is less
than new primary deposits.

It is important to recognize that what cannot be done by an individual bank can be
done by the banking system. This occurs when many banks are expanding loans and deriv-
ative deposits at the same time. To illustrate this point, assume that we have an economy
with just two banks, A and B. This example can be realistic if we assume, further, that



Bank A represents one bank in the system and Bank B represents all other banks com-
bined. Bank A, as in our previous example, receives a new primary deposit of $10,000
and is required to keep reserves of 20 percent against deposits. Therefore, its books would
appear as follows:

Assets Liabilities
Reserves $10,000 Deposits $10,000

A loan for $8,000 is made and credited as follows:

Assets Liabilities

Reserves $10,000 Deposits $18,000

Loans $ 8,000

Assume that a check is drawn against this primary deposit almost immediately and
deposited in Bank B. The books of the two banks would then show the following:

Liabilities

Reserves $2,000 Deposits $10,000

Loans $8,000

Assets Liabilities

Reserves $8,000 Deposits $8,000

The derivative deposit arising out of a loan from Bank A has now been transferred
by check to Bank B, where it is received as a primary deposit. Bank B must now set aside
20 percent as required reserves and may lend or reinvest the remainder. Its books after such a
loan (equal to its excess reserves) would appear as follows:

Assets Liabilities

Reserves $8,000 Deposits $14,400

Loans $6,400

Assume a check is drawn against the derivative deposit of $6,400 that was created due to
the loan by Bank B. This reduces its reserves and deposits as follows:

Assets Liabilities

Reserves $1,600 Deposits $8,000

Loans $6,400
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The check for $6,400 will most likely be deposited in a bank, in our example in Bank A or
Bank B itself, since we have assumed that only two banks exist. In the U.S. banking system, it
may be deposited in one of the thousands of banks or other depository institutions.

Deposit expansion as when a bank makes a loan can take place in the same way when it
buys securities. Assume, as we did in the case of a bank loan, the following situation:

Liabilities

Reserves $10,000 Deposits $10,000

Securities costing $8,000 are purchased and the proceeds credited to the account of the
seller, giving the following situation:

Assets Liabilities

Reserves $10,000 Deposits $18,000

Loans $ 8,000

Assume that a check is drawn against the seller’s deposit and is deposited in Bank B. The
books of the two banks would then show as follows:

Assets Liabilities

Reserves $2,000 Deposits $18,000

Loans $8,000

Liabilities

Reserves $8,000 Deposits $8,000

As in the case of a loan shown earlier, the derivative deposit has been transferred to Bank B,
where it is received as a primary deposit.

At each stage in the process, 20 percent of the new primary deposit becomes required
reserves, and 80 percent becomes excess reserves that can be lent out. In time, the whole of the
original $10,000 primary deposit will have become required reserves, and $50,000 of deposits
will have been credited to deposit accounts, of which $40,000 will have been lent out.

Table 5.1 further illustrates the deposit expansion process for a 20 percent reserve ratio.
A primary deposit of $1,000 is injected into the banking system, making excess reserves of
$800 available for loans and investments. Eventually, $5,000 in checkable deposits will be
created.

Multiple expansions in the money supply created by the banking system through its
expansion of checkable deposits also can be expressed in formula form as follows:

. . Increase in excess reserves
Change in checkable deposits = - - 5.1
Required reserves ratio

We define the terms excess reserves and the required reserves ratio in the next section.
For our purposes, the maximum increase in the amount of checkable deposits is determined
by dividing a new inflow of reserves into the banking system by the percentage of checkable
deposits that must be held in reserves.



TABLE 5.1 Multiple Expansion of Deposits—2( Percent Reserve Ratio

Liabilities
R Loans and Checkable
Required Excess Investments Deposits
Initial
Reserves $1,000 $ 200 $800 $ 0 $1,000
Stage 1 1,000 360 640 800 1,800
Stage 2 1,000 488 512 1,440 2,440
Stage 3 1,000 590 410 1,952 2,952
Stage 4 1,000 672 328 2,362 3,362
Stage 5 1,000 738 262 2,690 3,690
Stage 6 1,000 790 210 2,952 3,952
Stage 7 1,000 832 168 3,162 4,162
Stage 8 1,000 866 134 3,330 4,330
Stage 9 1,000 893 107 3,464 4,464
Stage 10 1,000 914 86 3,571 4,571
Final
Stage $1,000 $1,000 $0 $4,000 $5,000

In the example presented in Table 5.1, the maximum expansion in the checkable deposits
component of the money supply, which is the same as the final-stage figure shown for checkable
deposit liabilities, would be, as follows:

Change in checkable deposits = $1,000 = .20 = $5,000

The maximum increase in deposits (and money supply) that can result from a specific increase
in excess reserves is referred to as a money multiplier. In our very basic example, the money
multiplier (m) is equal to one divided by the required reserves ratio, or m = 1 + .20 = 5.
However, in the complex U.S. economy there are several factors or “leakages” that reduce
the ability to reach the maximum expansion in the money supply depicted in this simplified
example. We will discuss a more realistic money multiplier ratio in the last section of this
chapter.

Offsetting or Limiting Factors

Deposit creation can go on only to the extent that the activities described actually take place. If
for any reason the proceeds of a loan are withdrawn from the banking system, no new deposit
arises to continue the process. A new deposit of $10,000 permits loans of $8,000 under a
20 percent required reserve, but if this $8,000 were used in currency transactions without
being deposited in a bank, no deposit could be created. The custom of doing business by
means of checks makes deposit creation possible.
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In the examples above, no allowance was made for either cash leakage or currency
withdrawal from the system. In actual practice, as the volume of business in the economy
increases, some additional cash is withdrawn for hand-to-hand circulation and to meet the
needs of business for petty cash.

Money may also be withdrawn from the banking system to meet the demand for payments
to foreign countries, or foreign banks may withdraw some of the money they are holding on
deposit in U.S. banks. The U.S. Treasury may withdraw funds it has on deposit in banks. All
of these factors reduce the multiplying capacity of primary deposits.

Furthermore, this process can go on only if excess reserves are actually being lent by the
banks. This means that banks must be willing to lend the full amount of their excess reserves
and that acceptable borrowers who have a demand for loans must be available.

The nonbank public’s decisions to switch funds between checkable deposits and time or
savings deposits also will influence the ability to expand the money supply and credit. This is
explored later in the chapter.

Contraction of Deposits

When the need for funds by business decreases, deposit expansion can work in reverse.
Expansion takes place as long as excess reserves exist and the demand for new bank loans
exceeds the repayment of old loans. Deposit contraction takes place when old loans are being
repaid faster than new loans are being granted and banks are not immediately investing these
excess funds.

Assuming that Bank A has no excess reserves, let us see the effect of a loan being repaid.
Before the borrower began to build up deposits to repay the loan, the bank’s books showed
the following:

Assets Liabilities
Reserves $2,000 Deposits $10,000
Loans $8,000
Career Opportunities in Finance

Government or Not-for-Profit Organizations Responsibilities

A financial manager manages cash funds, makes asset acquisition

Opportunities decisions, controls costs, and obtains borrowed funds. A financial

The federal government is the largest employer in the United States.
In addition, state and local governments also hire thousands of work-
ers across the nation. Not-for-profit organizations, such as hospitals,
employ numerous workers with backgrounds in business and finance.
Many job seekers, however, never consider that government and
not-for-profit organizations need the same financial services as busi-
nesses do. Therefore, jobs available in this field often go unnoticed.
All federal and state jobs are listed at your local state employment
services office and online at http://usajobs.opm.gov/. You may also
contact your state or regional Federal Employment Information Cen-
ter for more information on federal jobs (your state or federal repres-
entative will know how to get in touch with these offices).

Jobs
Financial manager
Financial analyst

Financial planner

manager with either a government or a not-for-profit organization
must also stay abreast of current legislation and public and private
grant opportunities.

A financial analyst assesses the short- and long-term financial
performance of a government or not-for-profit organization.

A financial planner uses financial analysis to develop a financial
plan.

Education

Knowledge of economics and finance is necessary for these jobs,
and an understanding of the executive and legislative process is
helpful. In addition, a primary way in which government and
not-for-profit groups obtain funds is by getting grants. Therefore,
strong research and writing skills for grant proposals also are
essential.




The borrower of the $8,000 must build up his or her deposit account by $8,000 to be able
to repay the loan. This is reflected on the books, as follows:

Liabilities

Assets

Reserves $10,000

$8,000

Deposits $18,000

Loans

After the $8,000 is repaid, the books show the following:

Liabilities

Assets

Reserves $10,000 Deposits $10,000

If no new loan is made from the $10,000 of reserves, deposit contraction will result. This
is true because $8,000 of funds have been taken out of the banking system to build up deposits
to repay the loan and are now being held idle by Bank A as excess reserves. Furthermore,
taking out $8,000 of reserves from the banking system may be cumulative on the contraction
side just as it was during expansion.

57 Factors Affecting Bank Reserves

The level of a bank’s excess reserves determines the extent to which deposit expansion (or
contraction) takes place. This is true for an individual bank or other depository institution, and
for the banking system as a whole. Therefore, the factors that affect the level of bank reserves
are significant in determining the size of the money supply. Bank reserves for a depository
institution are its vault cash and funds held at its regional Federal Reserve Bank and used to
meet reserve requirements. Bank reserves for the banking system are the cumulative total of
the individual depository institution bank reserves.

Bank reserves can be divided into two parts. The first, required reserves, is the min-
imum amount of reserves that a depository institution must hold against its deposit liabilities.
The percentage of deposits that must be held as reserves is called the required reserves ratio.
When bank reserves differ from required reserves, a depository institution has either excess
reserves or deficit reserves. Excess reserves occur when the amount of a depository institu-
tion’s bank reserves exceed required reserves. If required reserves are larger than the bank
reserves of an institution, the difference is called deficit reserves. The banking system will
have excess reserves if the cumulative amount of bank reserves for all depository institutions
exceeds the total required reserves amount.

Two kinds of factors affect total reserves: those that affect the currency holdings of the
banking system and those that affect deposits at the Fed. Currency flows in response to changes
in the demand for it by households and businesses. Reserve balances are affected by a variety
of transactions involving the Fed and banks, and that may be initiated by the banking system or
the Fed, the Treasury, or other factors. Although the Fed does not control all of the factors that
affect the level of bank reserves, it does have the ability to offset increases and decreases. Thus,
it has broad control over the total reserves available to the banking system. Figure 5.2 provides
a summary of the transactions that affect bank reserves. Discussion of these transactions follows.

Changes in the Demand for Currency

Currency flows into and out of the banking system affect the level of reserves of the banks
receiving the currency for deposit. Let’s assume that an individual or business finds they have
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bank reserves a depository
institution’s vault cash and funds
held at its regional Federal Reserve
Bank

required reserves minimum
amount of reserves that a
depository institution must hold
against its deposit liabilities
required reserves ratio percentage
of deposits that must be held as
reserves by a depository institution

excess reserves amount by which
a depository institution’s bank
reserves are greater than required
reserves

deficit reserves amount by which
a depository institution’s bank
reserves are less than required
reserves
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m Transactions

Affecting Bank Reserves

Nonbank Public Federal Reserve System U.S. Treasury

Change in the non-bank public’s Change in required reserves ratio Change in Treasury

demand for currency to be Open-market operations spending out of accounts

held outside the banking (buying and selling government held at Reserve Banks

system and other securities) Change in Treasury
Change in bank borrowings cash holdings

Change in float

Change in foreign deposits
held in Reserve Banks

Change in other Federal
Reserve accounts

excess currency of $100 and deposit it in Bank A. Deposit liabilities and the reserves of Bank
A are increased by $100. The bank now has excess reserves of $80, assuming a 20 percent
level of required reserves. These reserves can be used by the banking system to create $400 in
additional deposits. If the bank does not need the currency but sends it to its Reserve Bank, it
will receive a $100 credit to its account. The volume of Federal Reserve notes in circulation is
decreased by $100. These transactions may be summarized as follows:

1. Deposits in Bank A are increased by $100 ($20 in required reserves and $80 in excess reserves).
2. Bank A’s deposit at its Reserve Bank is increased by $100.

3. The amount of Federal Reserve notes is decreased by $100.

The opposite takes place when the public demands additional currency. Let us assume that a
customer of Bank A needs additional currency and cashes a check for $100. The deposits of
the bank are reduced by $100, and this reduces required reserves by $20. If the bank has no
excess reserves, it must take steps to get an additional $80 of reserves by borrowing from its
Reserve Bank, demanding payment for a loan or not renewing one that comes due or selling
securities. When the check is cashed, the reserves of the bank are also reduced by $100. If the
bank has to replenish its supply of currency from its Reserve Bank, its reserve deposits are
reduced by $100. These transactions may be summarized thus:

1. Deposits in Bank A are reduced by $100 ($20 in required reserves and $80 in excess reserves).
2. Bank A’s deposit at its Reserve Bank is reduced by $100.

3. The amount of Federal Reserve notes in circulation is increased by $100.

Changes in the components of the money supply traditionally have occurred during hol-
iday periods, with the most pronounced change taking place during the year-end holiday sea-
son. These changes are beyond the immediate control of the Fed, which must anticipate and
respond to them to carry out possible money supply growth targets. Generally, there has been
an increase in currency outstanding between November and December and a subsequent par-
tial reversal during January. An increase in circulating currency prior to the Christmas holi-
days requires adjustment by the Fed to control the money supply. As large amounts of cash are
withdrawn from depository institutions, deposit contraction might occur unless the Fed moves
to offset it by purchasing government or other securities in the open market.

Also there traditionally has been an increase in demand deposits between November and
December and a subsequent decline in demand deposits during the early part of the next year.
This also seems to reflect the public’s surge in spending during the Christmas holiday season
and the payment for many of the purchases early in the next year by writing checks on demand
deposit accounts. The Fed, in its effort to control bank reserves and the money supply, also
must take corrective actions to temper the impact of these seasonal swings in currency and
checking account balances. Of course, the increasing use of credit cards and debit cards con-
tinues to alter the use of currency and the writing of checks.

Federal Reserve System Transactions

Transactions between banks and the Fed and changes in reserve requirements by the Fed also
affect either the level of total reserves or the degree to which deposits can be expanded with



a given volume of reserves. Such transactions are initiated by the Fed when it buys or sells
securities, by a depository institution when it borrows from its Reserve Bank, or by a change
in Federal Reserve float. These are examined here in turn, and then the effect of a change in
reserve requirements is described. Finally, we will look at Treasury transactions, which can
also affect reserves in the banking system.

Open-Market Operations When the Fed, through its open-market operations, pur-
chases securities such as government bonds it adds to bank reserves. The Fed pays for the
bonds with a check. The seller deposits the check in an account and receives a deposit account
credit. The bank presents the check to the Reserve Bank for payment and receives a credit to
its account. When the Fed buys a $1,000 government bond, the check for which is deposited
in Bank A, the transactions may be summarized, as follows:

1. Bank A’s deposit at its Reserve Bank is increased by $1,000. The Reserve Bank has a new
asset—a bond worth $1,000.

2. Deposits in Bank A are increased by $1,000 ($200 in required reserves and $800 in excess
reserves).

The opposite takes place when the Fed sells securities in the market.

In contrast to the other actions that affect reserves in the banking system, open-market oper-
ations are entirely conducted by the Fed. For this reason, they are the most important policy tool
the Fed has to control reserves and the money supply. Open-market operations are conducted
virtually every business day, both to smooth out ups and downs caused by other transactions and
to implement changes in the money supply called for by the Federal Open Market Committee.

Depository Institution Transactions When a bank borrows from its Reserve
Bank, it is borrowing reserves, so reserves are increased by the amount of the loan. Similarly,
when a loan to the Reserve Bank is repaid, reserves are reduced by that amount. The trans-
actions when Bank A borrows $1,000 from its Reserve Bank may be summarized as follows:

1. Bank A’s deposit at its Reserve Bank is increased by $1,000. The assets of the Reserve Bank are
increased by $1,000 by the note from Bank A.

2. Bank A’s excess reserves have been increased by $1,000. It also has a new $1,000 liability,
its note to the Reserve Bank.

This process is reversed when a debt to the Reserve Bank is repaid.

Federal Reserve Float Changes in Federal Reserve float also affect bank reserves.
Float arises out of the process of collecting checks handled by Reserve Banks. Federal
Reserve float is the temporary increase in bank reserves that results when checks are credited
to the reserve account of the depositing bank before they are debited from the account of the
banks on which they are drawn. Checks drawn on nearby banks are credited almost immedi-
ately to the account of the bank in which they were deposited and debited to the account of the
bank on which the check was drawn. Under Fed regulations, all checks are credited one or two
days later to the account of the bank in which the check was deposited. It may take longer for
the check to go through the collection process and be debited to the account of the bank upon
which it is drawn. When this happens, bank reserves are increased, and this increase is called
float. The process by which a $1,000 check drawn on Bank B is deposited in Bank A and cred-
ited to its account before it is debited to the account of Bank B may be summarized, as follows:

1. Bank A transfers $1,000 from its Cash Items in the Process of Collection to its account at the
Reserve Bank. Its reserves are increased by $1,000.

2. The Reserve Bank takes $1,000 from its Deferred Availability Account and transfers it to
Bank A’s account.

Thus, total reserves of banks are increased temporarily by $1,000. They are reduced when
Bank B’s account at its Reserve Bank is reduced by $1,000 a day or two later.

Changes in reserve requirements change the amount of deposit expansion that is pos-
sible with a given level of reserves. With a reserve ratio of 20 percent, excess reserves of $800
can be expanded to $4,000 of additional loans and deposits. If the reserve ratio is reduced to
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Federal Reserve float temporary
increase in bank reserves from
checks credited to the reserve
accounts of depositing banks

but not yet debited to the reserve
accounts of those banks from which
the checks were drawn
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10 percent, it is possible to expand $800 of excess reserves to $8,000 of additional loans and depos-
its. When the reserve ratio is lowered, additional expansion also takes place because part of the
required reserves becomes excess reserves. This process is reversed when the reserve ratio is raised.

Bank reserves are also affected by changes in the level of deposits of foreign central banks
and governments at the Reserve Banks. These deposits are maintained with the Reserve Banks
at times as part of the monetary reserves of a foreign country and may also be used to settle
international balances. A decrease in such foreign deposits with the Reserve Banks increases
bank reserves; an increase in them decreases bank reserves.

Treasury Tra nsactions The transactions of the Treasury also affect bank reserves.
They are increased by spending and making payments, and decreased when the Treasury
increases the size of its accounts at the Reserve Banks. The Treasury makes almost all of its
payments out of its accounts at the Reserve Banks, and such spending adds to bank reserves.
For example, the recipient of a check from the Treasury deposits it in a bank. The bank sends
it to the Reserve Bank for collection and receives a credit to its account. The Reserve Bank
debits the account of the Treasury. When a Treasury check for $1,000 is deposited in Bank A
and required reserves are 20 percent, the transactions may be summarized as follows:

1. The deposits of Bank A are increased by $1,000, its required reserves by $200, and excess
reserves by $800.

2. Bank A’s reserves at the Reserve Bank are increased by $1,000.

3. The deposit account of the Treasury at the Reserve Bank is reduced by $1,000.

Treasury funds from tax collections or the sale of bonds are generally deposited in its
accounts in banks. When the Treasury needs payment funds from its accounts at the Reserve
Banks, it transfers funds from commercial banks to its accounts at the Reserve Banks. This
process reduces bank reserves. When $1,000 is transferred from the account in Bank A and
required reserves are 20 percent, transactions may be summarized as follows:

1. The Treasury deposit in Bank A is reduced by $1,000, required reserves by $200, and excess
reserves by $800.

2. The Treasury account at the Reserve Bank is increased by $1,000, and the account of Bank
A is reduced by $1,000.

The Treasury is the largest depositor at the Fed. The volume of transfers between the account
of the Treasury and the reserve accounts of banks is large enough to cause significant changes in
reserves in the banking system. For this reason, the Fed closely monitors the Treasury’s account
and often uses open-market operations to minimize its effect on bank reserves. This is accom-
plished by purchasing securities to provide reserves to the banking system when the Treasury’s
account increases and by selling securities when the account of the Treasury falls to a low level.

The effect on bank reserves is the same for changes in Treasury cash holdings as it is for
changes in Treasury accounts at the Reserve Banks. Reserves are increased when the Treasury
decreases its cash holdings, and reserves are decreased when it increases such holdings.

DISCUSSION QUESTION 3

Is monetary policy or fiscal policy more important in achieving the U.S. national policy
objectives?

58  The Monetary Base and
the Money Multiplier

Earlier in this chapter we examined the deposit multiplying capacity of the banking system.
Recall that, in the example shown in Table 5.1, excess reserves of $1,000 were introduced into
a banking system having a 20 percent required reserves ratio, resulting in a deposit expansion
of $5,000. This can also be viewed as a money multiplier of 5.
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In our complex financial system, the money multiplier is not quite so straightforward.
It will be useful to focus on the relationship between the monetary base and the money
supply to better understand the complexity of the money multiplier. The monetary base
is defined as banking system reserves plus currency held by the public. More specific-
ally, the monetary base consists of reserve deposits held in Reserve Banks, vault cash or
currency held by depository institutions, and currency held by the nonbank public. The
money multiplier is the number of times the monetary base can be expanded or magni-
fied to produce a given money supply level. Conceptually, the M1 definition of the money
supply is the monetary base (MB) multiplied by the money multiplier (). In equation
form we have, as follows:

MI = MB x m (5.2)

The size and stability of the money multiplier are important because the Fed can control
the monetary base but it cannot directly control the size of the money supply. Changes in the
money supply are caused by changes in the monetary base, in the money multiplier, or in
both. The Fed can change the size of the monetary base through open-market operations or
changes in the reserve ratio. The money multiplier is not constant. It can and does fluctuate
over time, depending on actions taken by the Fed, as well as by the nonbank public and the
U.S. Treasury.

At the end of December 2015, the money multiplier was approximately .81, as determ-
ined by dividing the $3,093.8 billion M1 money stock by the $3,835.8 billion monetary base.’
Taking into account the actions of the nonbank public and the Treasury, the formula for the
money multiplier in today’s financial system can be expressed as,”

(1+k
m =
[7(1 +1+4g) + k]

(5.3)

where

r = the ratio of reserves to total deposits (checkable, noncheckable time and savings, and
government)

k = the ratio of currency held by the nonbank public to checkable deposits

t = the ratio of noncheckable deposits to checkable deposits

g = the ratio of government deposits to checkable deposits

Let’s illustrate how the size of the money multiplier is determined by returning to our previous
example of a 20 percent reserve ratio. Recall that in a more simple financial system, the money
multiplier would be determined as 1 + r or 1 + .20, which equals 5. However, in our complex
system we also need to consider leakages into currency held by the nonbank public, noncheck-
able time and savings deposits, and government deposits. Let’s further assume that the reserve
ratio applies to total deposits, a k of 40 percent, a t of 15 percent, and a g of 10 percent. The
money multiplier then would be estimated, as follows:

(1 + .40) _ 140
[20(1 + .15 + .10) + .40] .65

=2.15

Of course, if a change occurred in any of the components, the money multiplier would adjust
accordingly, as would the size of the money supply.

In Chapter 2 we briefly discussed the link between the money supply and economic activ-
ity. You should be able to recall that the money supply (M1) is linked to the gross domestic
product (GDP) via the velocity, or turnover, of money. More specifically, the velocity of money
measures the rate of circulation of the money supply. It is expressed as the average number of

"Federal Reserve Bank of St. Louis, Federal Reserve Economic Database (FRED), http://stlouisfed.org. As the 2007-08
financial crisis worsened, the money multiplier ratio dropped below 1.0 in late 2008 and has continued below 1.0
through 2015. This very low multiplier reflects the high liquidity in the banking system brought about by the Fed’s
easy money and quantitative easing policies.

8The reader interested in understanding how the money multiplier is derived will find a discussion in most financial
institutions and markets textbooks.

monetary base banking system
reserves plus currency held by the
public

money multiplier number of times
the monetary base can be expanded
to produce a given money supply
level

velocity of money average number
of times each dollar is spent on
purchases of goods and services
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times each dollar is spent on purchases of goods and services, and is calculated as nominal GDP
(GDP in current dollars) divided by M1. Changes in the growth rates for money supply (M1g)
and money velocity (M1Vg) affect the growth rate in real economic activity (RGDPg), and the
rate of inflation (Ig) and can be expressed in equation form as follows:

M1, + M1V, = RGDP, + I, (5.4)

For example, if the velocity of money remains relatively constant, then a link between
money supply and the nominal GDP should be observable. Likewise, after nominal GDP
is adjusted for inflation, the resulting real GDP growth can be examined relative to M1
growth rates. Changes in money supply have been found, in the past, to lead to changes in
economic activity. However, a relationship between money supply and economic activity
has been questioned during the recent perfect financial storm. In an effort to thwart a pos-
sible collapse of the financial system, recall that the Fed moved to force short-term interest
rates to near zero and provided massive amounts of money liquidity. Furthermore, the Fed
introduced the use of a nontraditional monetary tool called quantitative easing to further
support the economic recovery efforts after the 2007-08 financial crisis and the 2008—09
Great Recession. These efforts have distorted the traditional money multiplier and velocity

of money relationships.

The Fed continues to emphasize easy money, although the target for the federal funds
rate which was set in late 2008 at .00-.25 percent was increased to .25-.50 percent in Decem-
ber 2015. Of course, economic activity also is affected by government actions concerning
government spending, taxation, and the management of our public debt. Thus, it is important
that monetary and fiscal policy work together to achieve the United States’ national economic

policy objectives.

LEARNING ACTIVITY

Go to the St. Louis Federal Reserve Bank’s website, http://www.stlouisfed.org, and access
the Federal Reserve Economic Database (FRED). Find monetary base, money supply, and
gross domestic product data. Calculate the money multiplier and the velocity of money.

Applying Finance To...

e Institutions and Markets Policy makers pass laws and imple-
ment fiscal and monetary policies. A change in law, as noted in
Chapter 3, allows U.S. commercial banks again to engage in both
commercial banking and investment banking activities and become
universal banks. Policy makers influence and change the types of
financial institutions and their operations. The operations of deposi-
tory institutions are directly influenced by monetary policy decisions
relating to reserve requirements and Fed discount rates. The ability of
financial institutions to carry out the savings-investment process also
is affected by the actions of policy makers.

e Investments The prices of securities, typically, reflect economic
activity and the level of interest rates. Real growth in the economy,
accompanied by high employment and low interest rates, makes
for attractive investment opportunities. Individual and institutional
investors usually find the values of their investments rising during

Summary

LO 5.1 The three major U.S. national economic policy objectives are
economic growth, high employment, and price stability. On occa-
sion, conflicts among these objectives can develop. For example,

periods of economic prosperity. However, there are times when
policy makers fear that the loss of purchasing power associated with
high inflation outweighs the value of economic expansion. During
these times, securities prices suffer.

e Financial Management The operations of businesses are directly
affected by policy makers. Fiscal and monetary policies that constrain
economic growth make it difficult for businesses to operate and make
profits. Financial managers must periodically raise financial capital
in the securities markets. Actions by policy makers to constrain the
money supply and to make borrowing more costly will give financial
managers many sleepless nights. On the other hand, expansive mon-
etary policy accompanied by low inflation usually is conducive to
business growth, lower interest rates, and higher stock prices—making
it easier for financial managers to obtain, at reasonable costs, the finan-
cial capital needed to grow their businesses.

too rapid economic growth could result in materials and/or labor
shortages that, in turn, could lead to price instability associated with
inflation.



LO 5.2 There are four major policy maker groups: Federal Reserve
System, the president, Congress, and the U.S. Treasury. The Fed is
responsible for formulating monetary policy and the president and
Congress determine fiscal policy. Debt management practices are
established by the Treasury.

LO 5.3 The federal government provides social and economic services to
the public that cannot be provided as efficiently by the private sector, and
it is also responsible for guiding or regulating the economy. The presid-
ent and the Council of Economic Advisors prepare annual budgets and
formulate fiscal policy. Congress reviews, makes changes, and passes
legislation relating to budget expenditures. Funds are raised by the gov-
ernment by levying taxes, and when necessary, the Treasury borrows to
cover budget deficits. Government reaction to the 2007-09 perfect finan-
cial storm included the Fed providing rescue funds to institutions to help
avoid bankruptcy and the Fed working with the Treasury to merge finan-
cially weak financial institutions with stronger institutions. Congress and
the president passed legislation to stabilize and grow economic activity.

LO 5.4 The U.S. Treasury’s cash and general management respons-
ibilities include collecting taxes, paying bills, and managing its cash
balances so that its day-to-day operations have a stable impact on
bank reserves and the money supply. During financial crises and eco-
nomic downturns, the Treasury may be called upon to help financial
institutions merge, and to administer government legislation intended
to keep financial institutions from failing.

LO 5.5 The Treasury is responsible for financing budget deficits and
for financing and managing the national debt. The Treasury’s debt
management goals include funding deficits and refinancing maturing
debt at the lowest interest cost to taxpayers; managing the Treasury’s
cash flows in uncertain economic, financial market, and Fed policies

Key Terms

aggregate demand
automatic stabilizers
bank reserves

deficit financing
deficit reserves
derivative deposit

budget deficit excess reserves
budget surplus federal budget
crowding out Federal Reserve float
debt management fiscal policy

Review Questions

1. (LO 5.1) List and describe briefly the economic policy objectives
of the nation.

2. (LO 5.2) Describe the relationship among policy makers, the
types of policies, and their economic objectives.

3. (LO 5.3) Discuss how the U.S. government influences the economy
and how the government responded to the 2007-09 perfect financial storm.

4. (LO 5.4) Describe the effects of tax policy on monetary and
credit conditions.

5. (LO 5.5) Federal government deficit financing may have a very
great influence on monetary and credit conditions. Explain.

6. (LO 5.5) Discuss the various objectives of debt management.
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environment; and managing risk associated with interest rate costs
and the maturities of outstanding debt. The Treasury carries out its
debt management policy by operating in a “regular and predictable”
manner to minimize disruption in the financial markets and to support
fiscal and monetary policies.

LO 5.6 The U.S. banking system is a fractional reserve system where
depository institutions must hold funds at their regional Reserve
Banks equal to a certain percentage of their deposit liabilities. Since
an individual depository institution is required to hold only a portion
of its deposits as reserves, the remaining funds from a new deposit can
be lent to borrowers who, in turn, may deposit the funds they receive
in the same or another bank in the banking system, and so forth. An
estimate of the potential change in checkable deposits, a component
of the M1 money supply, can be made by dividing the amount of an
increase (or decrease) in excess reserves by the required reserves ratio.

LO 5.7 The factors or transactions that affect bank reserves include
changes in the demand for currency by the nonbank public; Fed trans-
actions, such as changes in the required reserves ratio, open-market
operations, and changes in bank borrowings; and U.S. Treasury
actions involving changes in Treasury spending from its accounts
held at Reserve Banks and changes in its cash holdings.

LO 5.8 The monetary base consists of banking system reserves plus
currency held by the public, while the money multiplier is the number
of times the monetary base can be expanded to produce a money sup-
ply level. Multiplying the monetary base times the money multiplier
produces the amount of the M1 money supply. The velocity of money
is the average number of times each dollar is spent on purchases of
goods and services. By dividing nominal gross domestic product by
M1 produces a measure of the velocity of money.

primary deposit
required reserves
required reserves ratio
tax policy

transfer payments
velocity of money

fractional reserve system
gross domestic product (GDP)
inflation

monetary base

monetizing the debt

money multiplier

national debt

7. (LO 5.6) Explain how Federal Reserve notes are supported or
backed in our financial system.

8. (LO 5.6) Why are the expansion and contraction of deposits by
the banking system possible in our financial system?

9. (LO 5.6) Trace the effect on its accounts of a loan made by a bank
that has excess reserves available from new deposits.

10. (LO 5.6) Explain how deposit expansion takes place in a banking
system consisting of two banks.

11. (LO 5.6) Explain the potential for deposit expansion when
required reserves average 10 percent and $2,000 in excess reserves
are deposited in the banking system.



128 CHAPTER 5 Policy Makers and the Money Supply

12. (LO 5.7) Trace the effect on bank reserves of a change in the
amount of cash held by the public.

13. (LO 5.7) Describe the effect on bank reserves when the Federal
Reserve sells U.S. government securities to a bank.

14. (LO 5.7) Summarize the factors that can lead to a change in bank
reserves.

15. (LO 5.8) What is the difference between the monetary base and
total bank reserves?

Exercises

1. Go to the St. Louis Federal Reserve Bank’s website at http://www.
stlouisfed.org, and access current economic data.
a. Find M1 and the monetary base, and then estimate the money
multiplier.
b. Determine the nominal gross national product (GNP in current
dollars). Estimate the velocity of money using M1 from (a) and
nominal GNP.
c. Indicate how the money multiplier and the velocity of money
have changed between two recent years.

2. Important policy objectives of the federal government include
economic growth, high employment, and price stability. The achieve-
ment of these objectives is the responsibility of monetary policy,
fiscal policy, and debt management carried out by the Federal Reserve
System, the president, Congress, and the U.S. Treasury. Describe the

Problems

1. Assume that Banc One receives a primary deposit of $1 million.
The bank must keep reserves of 20 percent against its deposits. Pre-
pare a simple balance sheet of assets and liabilities for Banc One
immediately after the deposit is received.

2. Assume that Bank A receives a primary deposit of $100,000 and
that it must keep reserves of 10 percent against deposits.
a. Prepare a simple balance sheet of assets and liabilities for the
bank immediately after the deposit is received.
b. Assume Bank A makes a loan in the amount that can be “safely
lent.” Show what the bank’s balance sheet of assets and liabilities
would look like immediately after the loan.
¢. Now assume that a check in the amount of the “derivative de-
posit” created in (b) was written and sent to another bank. Show
what Bank A’s (the lending bank’s) balance sheet of assets and li-
abilities would look like after the check is written.

3. Rework Problem 2 assuming Bank A has reserve requirements that
are 15 percent of deposits.

4. Assume that there are two banks, A and Z, in the banking system.
Bank A receives a primary deposit of $600,000, and it must keep
reserves of 12 percent against deposits. Bank A makes a loan in the
amount that can be safely lent.
a. Show what Bank A’s balance sheet of assets and liabilities would
look like immediately after the loan.

16. (LO 5.8) Briefly describe what is meant by the money multiplier
and indicate the factors that affect its magnitude or size.

17. (LO 5.8) Define the velocity of money, and explain why it is
important to anticipate changes in money velocity.

18. (LO 5.8) Why does it seem to be important to regulate and con-
trol the supply of money?

responsibilities of the various policy makers in trying to achieve the
three economic policy objectives.

3. An economic recession has developed, and the Federal Reserve
Board has taken several actions to retard further declines in economic
activity. The U.S. Treasury now wishes to take steps to assist the Fed
in this effort. Describe the actions the Treasury might take.

4. The president and members of Congress are elected by the people
and are expected to behave ethically. Let’s assume that you are a
recently elected member of Congress. A special-interest lobbying
group is offering to contribute funds to your next election campaign
in the hope that you will support legislation being proposed by others
that will help the group achieve its stated objectives. What would
you do?

b. Assume that a check is drawn against the primary deposit made
in Bank A and is deposited in Bank Z. Show what the balance sheet
of assets and liabilities would look like for each of the two banks
after the transaction has taken place.

c. Now assume that Bank Z makes a loan in the amount that can be
safely lent against the funds deposited in its bank from the transac-
tion described in (b). Show what Bank Z’s balance sheet of assets
and liabilities would look like after the loan.

5. The SIMPLEX financial system is characterized by a required
reserves ratio of 11 percent; initial excess reserves are $1 million, and
there are no currency or other leakages.
a. What would be the maximum amount of checkable deposits
after deposit expansion, and what would be the money multiplier?
b. How would your answer in (a) change if the reserve requirement
had been 9 percent?

6. Assume a financial system has a monetary base of $25 million.
The required reserves ratio is 10 percent, and there are no leakages
in the system.

a. What is the size of the money multiplier?

b. What will be the system’s money supply?

7. Rework Problem 6 assuming the reserve ratio is 14 percent?

8. The BASIC financial system has a required reserves ratio of 15 per-
cent; initial excess reserves are $5 million, cash held by the public is



$1 million and is expected to stay at that level, and there are no other
leakages or adjustments in the system.

a. What would be the money multiplier and the maximum amount
of checkable deposits?

b. What would be the money supply amount in this system after
deposit expansion?

9. Rework Problem 8, assuming that the cash held by the public drops
to $500,000 with an equal amount becoming excess reserves and the
required reserves ratio drops to 12 percent.

10. The COMPLEX financial system has these relationships: the ratio
of reserves to total deposits is 12 percent, and the ratio of noncheck-
able deposits to checkable deposits is 40 percent. In addition, cur-
rency held by the nonbank public amounts to 15 percent of checkable
deposits. The ratio of government deposits to checkable deposits is
8 percent, and the monetary base is $300 million.

a. Determine the size of the M1 money multiplier and the size of
the money supply.

b. If the ratio of currency in circulation to checkable deposits were
to drop to 13 percent while the other ratios remained the same,
what would be the impact on the money supply?

c. If the ratio of government deposits to checkable deposits in-
creases to 10 percent while the other ratios remained the same,
what would be the impact on the money supply?

d. What would happen to the money supply if the reserve require-
ment increased to 14 percent while noncheckable deposits to check-
able deposits fell to 35 percent? Assume the other ratios remain as
originally stated.
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11. Challenge Problem ABBIX has a complex financial system
with the following relationships: the ratio of required reserves to
total deposits is 15 percent, and the ratio of noncheckable deposits
to checkable deposits is 40 percent. In addition, currency held by the
nonbank public amounts to 20 percent of checkable deposits. The
ratio of government deposits to checkable deposits is 8 percent. Initial
excess reserves are $900 million.
a. Determine the M1 multiplier and the maximum dollar amount of
checkable deposits.
b. Determine the size of the M1 money supply.
¢. What will happen to ABBIX’s money multiplier if the reserve
requirement decreases to 10 percent while the ratio of noncheckable
deposits to checkable deposits falls to 30 percent? Assume the
other ratios remain as originally stated.
d. Based on the information in (c), estimate the maximum dollar
amount of checkable deposits, as well as the size of the M1 money
supply.
e. Assume that ABBIX has a target M1 money supply of $2.8 bil-
lion. The only variable that you have direct control over is the
required reserves ratio. What would the required reserves ratio
have to be to reach the target M1 money supply amount?
Assume the other original ratio relationships hold.
f. Now assume that currency held by the nonbank public drops
to 15 percent of checkable deposits and that ABBIX’s target
money supply is changed to $3.0 billion. What would the
required reserves ratio have to be to reach the new target M1 money
supply amount? Assume the other original ratio relationships hold.
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LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:
LO 6.1 Explain how the international monetary system evolved and how it operates today.
LO 6.2 Describe the efforts undertaken to achieve economic unification of Europe.

LO 6.3 Describe how currency exchange markets operate and explain how currency
exchange rates are quoted.

LO 6.4 Describe the factors that affect currency exchange rates.
LO 6.5 Identify factors to consider when conducting business internationally.

LO 6.6 Describe how international banking systems facilitate financing of sales by
exporters and purchases by importers.

LO 6.7 Identify recent developments in U.S. international transactions.

WHERE WE HAVE BEEN...

In Chapter 5, you learned how the Fed operates in conjunction with governmental policy makers
(the president, Congress, and the U.S. Treasury) in the common effort of trying to achieve the
goals of economic growth, high employment levels, and stable prices. You now understand
policy instruments of the Treasury and how the national debt is managed. You also learned how
the money supply is expanded and contracted and the importance of the monetary base and
money multiplier in setting monetary policy.

WHERE WE ARE GOING...

In Part 2, we focus on developing a better understanding of the area of investments, including
how securities are valued and how securities markets operate. Chapter 7 examines how savings
are directed into various investments, and Chapter 8 discusses how interest rates, or the “price”
of money, are determined in the financial markets. Chapter 9 introduces “time” as a factor when
determining rates of return on investments. In the remaining chapters you will learn about the
characteristics of bonds and stocks and how they are priced or valued, how securities markets
work, and the need to consider risk versus return trade-offs when investing in securities.
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HOW THIS CHAPTER APPLIES TO ME...

You live in a global environment. You likely have already purchased products grown or
manufactured in foreign countries and sold in the United States. For example, you may pur-
chase fresh fruit during the winter that was grown in and shipped from South America. Or,
you may have purchased a Swiss-made watch from a retail store in the United States. You
may also have had to convert U.S. dollars into a foreign currency such as euros for a direct
product purchase from a manufacturer in Germany. You may have traveled internationally
and needed to exchange your dollars for that country’s currency. You may even live and work
outside the United States in the future. Thus, a basic understanding of international trade and
factors that affect currency exchange rates will be useful knowledge to have.

It is important to have an “open view” of other countries from the perspective of what they
do and why they do it. Maria Mitchell, a U.S. astronomer, probably summed it up best when
she stated,

I have never been in any country where they did not do something better than
we do it, think some thoughts better than we think, catch some inspiration from
heights above their own.'

Interactions among countries are quite complex. Philosophical, cultural, economic, and religious
differences exist. These differences jointly establish the basis for international relations and
help us understand the practice of internationalism by specific countries. Differences in philo-
sophies, cultures, economic models, and religion also often provide the basis for establishing
a nation’s foreign policy. At the same time, virtually everyone would agree that it is in the
best interests of worldwide economic growth and productivity for countries to work together
in facilitating international trade and the flow of financial capital. While this chapter focuses
on the economics of international trade and finance, we recognize the importance of being
willing to try to understand the basis for differences among countries in terms of philosophies,
cultures, economic models, and religions.
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1 |nternational Monetary System

In the first five chapters of Part 1, we focused on covering the role of the U.S. financial
system, monetary system, and monetary policy. When viewed in a global context, respons-
ibilities become more complex. The global or international monetary system is a system of
institutions and mechanisms to foster world trade, manage the flow of financial capital, and
determine currency exchange rates. We begin with a brief discussion of the historical devel-
opment of international trade and finance. Then we turn our attention to how the international
monetary system has changed or evolved over the past couple of centuries.

Development of International Finance

International finance probably began about 5,000 years ago when Babylonian cities rose to
importance as centers of trade between the Mediterranean Sea and civilizations in the East.
Gold was used for transactions and as a store of value, probably beginning around 3000 B.c.,
when the pharaohs ruled Egypt. Centers of international finance shifted to the Greek city of
Athens around 500 B.c. and to the Roman Empire and Rome around 100 B.c.” It appears that
whenever international trade developed, financial institutions came into existence and inter-
national bankers followed.

"Maria Mitchell, Life, Letters, and Journals, 1896.
“For a more detailed look at the early development of international finance, see Robert D. Fraser, International Bank-
ing and Finance, 6th ed., (Washington, DC: R&H Publishers, 1984), ch. 2.

international monetary system
system of institutions and
mechanisms to foster international
trade, manage the flow of financial
capital, and determine currency
exchange rates
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gold standard standard by which
currencies of major countries

are convertible into gold at fixed
exchange rates

International Monetary Fund
(IMF) created to promote world
trade through monitoring and
maintaining fixed exchange rates
and by making loans to countries
facing balance of trade and
payments problems

World Bank created to help
economic growth in developing
countries (also called the
International Bank for
Reconstruction and Development)

Bretton Woods system system
in which individual currencies
would be tied to gold through the
U.S. dollar via fixed, or pegged,
exchange rates

Instruments and documents similar to those in use today were designed to control move-
ment of cargo, insure against losses, satisfy government requirements, and transfer funds.
Financial centers shifted to the northern European cities during the 1500s, and in more recent
years to London, New York, and Tokyo. Today, international trade takes place and interna-
tional claims are settled around the clock. It is no longer necessary to have a physical center,
such as a city, in which to carry out international financial operations.

How the International Monetary System Evolved

Before World War | Prior to the start of World War I in 1914, the international monet-
ary system operated mostly under a gold standard whereby the currencies of major countries
were convertible into gold at fixed exchange rates. For example, 1 ounce of gold might be
worth 20 U.S. dollars, or $1 would be worth one-twentieth (or .05) of an ounce of gold. At
the same time, 1 ounce of gold might be worth 5 French francs (FF), or FF1 would be worth
one-fifth (or .20) of an ounce of gold. Since $20 could be converted into one ounce of gold that
could then be used to purchase 5 FF, or 20 U.S. dollars, the exchange rate between the dollar
and franc would be 20 to 5, or 4 to 1. Alternatively, .20 + .05 equals 4 to 1.

Recall from Chapter 2 that the American colonies relied primarily on the Spanish dollar
to conduct business transactions prior to the 1800s. In 1792, the first U.S. monetary act was
enacted and provided for a bimetallic standard based on both gold and silver. A standard based
solely on gold was not adopted until 1879. In those days, coins were full-bodied money in that
their metal content was worth the same as their face values. Paper money then was represent-
ative full-bodied money, because the paper money was backed by an amount of precious metal
equal to the money’s face value.

During the 1800s most other developed countries also had their own currencies tied to
gold, silver, or both. By the end of the 1800s most countries had adopted just the gold standard.
However, coinciding with the start of World War I, most countries went off the gold standard.
For example, the Federal Reserve Act of 1913 provided for the issuance of Federal Reserve
Notes, called fiat money because they were not backed by either gold or silver. Recall from
Chapter 2 that the government decreed the notes to be “legal tender” for purposes of making
payments and discharging public and private debts. Fiat money has value that is based solely
on confidence in the U.S. government’s being able to achieve economic growth and maintain
price stability. Most foreign governments also moved to monetary systems based on fiat money.

A major criticism of the gold standard was that as the volume of world trade increased
over the years, the supply of “new” gold would fail to keep pace. Thus, without some form of
supplementary international money, the result would be international deflation. A second cri-
ticism of the gold standard was a lack of an international organization to monitor and report
whether countries were deviating from the standard when it was in their own best interests.

World War | through World War Il: 1915-1944 During the interwar period
from 1915 through 1944, which encompassed most of World War I, the period in between,
and World War II, an attempt was made to go back onto the gold standard. Many nations
returned to the gold standard during the 1920s only to go off it again in the early 1930s be-
cause of financial crises associated with the Great Depression. A series of bank failures and
continued outflow of gold caused the United States to abandon the gold standard in 1933.

Bretton Woods Fixed Exchange Rate System: 1945-1972 In mid-1944,
authorities from all major nations met in Bretton Woods, New Hampshire, to formulate a post—
World War II international monetary system. The International Monetary Fund (IMF) was
created to promote world trade through monitoring and maintaining fixed exchange rates and
by making loans to countries facing balance of trade and payments problems. The Interna-
tional Bank for Reconstruction and Development, or World Bank, also was created to help
economic growth in developing countries.

The most significant development of the conference was the exchange rate agreement com-
monly called the Bretton Woods system, in which individual currencies would be tied to gold
through the U.S. dollar via fixed, or pegged, exchange rates. One ounce of gold was set equal to



$35. Each participating country’s currency was then set at a “par,” or fixed value, in relation to
the U.S. dollar. For example, one French franc might be one-seventh of a U.S. dollar, or $.1429.
Thus, a franc would “indirectly” be worth $5 in gold (i.e., $35 + 7). In essence, one franc could
be exchanged for $.1429, which could be exchanged for $5 in gold (.1429 x $35).

Countries adopting the Bretton Woods system could hold their reserves either in gold or
U.S. dollars, because the dollar was the only currency on the gold standard. This eliminated
one of the criticisms associated with all currencies being on a gold standard system in that
world economic growth was restricted to the rate of increase in new gold production, since
gold was the only monetary reserve. Since the Bretton Woods system allowed for the holding
of both gold and U.S. dollars as foreign exchange reserves, this new monetary system allowed
for less restrictive world economic growth. The negative side of the Bretton Woods system
was that the U.S. government had to produce balance-of-payments deficits so that foreign
exchange reserves would grow.

Unfortunately, by the 1960s the value of the U.S. gold stock was less than the amount of
foreign holdings of dollars. This, of course, caused concern about the viability of the Bretton
Woods system. To help keep the system operating, in 1970 the International Monetary Fund
(IMF) created a new reserve asset called special drawing rights (SDRs), a basket, or port-
folio, of currencies that could be used to make international payments. At first the SDR was
made up of a weighted average of 16 currencies. At the beginning of the 1980s, the SDR
basket was reduced to include only five major currencies. The current SDR basket includes
the U.S. dollar (41.9 percent weight), euro (37.4 percent weight), Japanese yen (9.4 percent
weight), and British pound (11.3 percent weight).

Attempts were made to save the Bretton Woods system in 1971 when representatives of
major central banks met at the Smithsonian Institution in Washington, D.C., and raised the
price of gold to $38 per ounce. In early 1973, the price of gold was further increased to $42
per ounce. However, the end of fixed exchange rates was at hand.

Flexible Exchange Rate System: 1973-Present Beginning in March 1973
major currencies were allowed to “float” against one another. By the mid-1970s gold was
abandoned as a reserve asset, and IMF members accepted a system of flexible exchange rates
in which currency exchange rates are determined by supply and demand. A primary objection
to flexible exchange rates is the possibility of wide swings in response to changes in supply
and demand, with a resulting uncertainty in world trade. Evidence indicates that exchange
rates indeed have been much more volatile since the collapse of the Bretton Woods system
compared to when the system was in place.

Today, many countries, including Australia, Japan, Canada, the United States, and the
United Kingdom, allow their currencies to float against others. The European Monetary Union
also allows the euro to float freely. In contrast, India, China, and Russia employ semifloating or
managed floating systems involving active government intervention. Most countries in Africa
currently peg their currencies to the euro. Thus, the current exchange rate system is a composite of
flexible or floating exchange rates, managed floating exchange rates, and pegged exchange rates.

LEARNING ACTIVITY

Go to the International Monetary Fund website, http://www.imf.org, and find information
about “‘special drawing rights” and how they are used as reserve assets.

2 European Unification

European Union

The European Union (EU) was established to promote trade and economic develop-
ment among European countries. Economic integration was to be achieved by eliminating bar-
riers that previously restricted the flow of labor, goods, and financial capital among countries.
The European Union’s history can be traced back to the early 1950s. Six European countries
signed the Treaty of Rome that established the European Economic Community (EEC) in
1957. The EEC became the European Community (EC) in 1978.
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special drawing rights (SDRs)
reserve assets created by the IMF
and consisting of a basket of
currencies that could be used to
make international payments

flexible exchange rates system in
which currency exchange rates are
determined by supply and demand

European Union (EU)
organization established to promote
trade and economic development
among European countries
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European Monetary Union
(EMU) subset of European Union
countries called eurozone members
that have adopted the euro

eurozone members European
Monetary Union members that have
adopted the euro as their common
currency

euro official coins and paper
currency of the eurozone member
countries

In late 1991, members of the European Community met in Maastricht, Netherlands, to
draft a treaty. The resulting Treaty on European Union, referred to as the Maastricht Treaty,
was signed in 1992 by the following 12 members: Belgium, Denmark, France, Germany,
Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain, and the United Kingdom.
The Maastricht Treaty created the European Union and provided for the economic con-
vergence, fixing of member country exchange rates, and planned introduction of the euro
as the common currency. Austria, Finland, and Sweden joined the EU in 1995, bringing
the membership, then, to 15 countries. Ten additional countries (Cyprus, Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovakia, and Slovenia) joined the EU
in 2004. Bulgaria and Romania were added in 2007, and Croatia became a member in 2013,
bringing the total then to 28 EU member states. However, people in the United Kingdom
voted in June 2016 to leave the EU causing concern about the EU’s future economic and
financial viability.

Eurozone Members

The European Monetary Union (EMU) began as a 12-member subset of the 1995 15-member
EU. Technically, by the end of 1998, 11 countries had met the economic and financial require-
ments to convert to the euro. Greece was able to qualify in 2000 making it the twelfth member.
EU members Denmark, Sweden, and the United Kingdom chose not to join the EMU. By
ratifying the Maastricht Treaty, the EMU agreed to have overall monetary policy set by the
European Central Bank (ECB) and adopted the euro as its common currency. It is common
practice today to refer to the subset of EU members that have adopted the euro as their com-
mon currency as eurozone members. Slovenia became a eurozone member in 2007, Cyprus
and Malta joined in 2008, Slovakia joined in 2009 and Estonia became a member in 2011.
Latvia was admitted as a eurozone member in 2014 and Lithuania joined in 2015 bringing
total eurozone membership to 19 country states.

The Euro

On January 1, 1999, the euro became the official currency of 11 EMU members. Greece
qualified to adopt the euro in 2000 and was admitted in 2001. Euro coins and currency were
introduced on January 1, 2002, and began replacing (phasing out) the national currencies of
the 12 Eurozone members. Only the euro coins and currency were legal tender by July 2002.

Designing the euro paper currency was a difficult task. It could not include images (e.g.,
the Eiffel Tower) that could be associated with a single country. Likewise, portraits of indi-
viduals (e.g., royalty, military leaders) could not be used. Ultimately, the euro was designed to
include “gates” and “windows” for the front of the bills “to symbolize the future”; “bridges”
were chosen for the back of the bills. The paper currency uses multicolored ink, watermarks,
and three-dimensional holographic images to thwart counterfeiting efforts. Seven denomina-
tions, from 5 to 500 euros were issued.

European Union Financial Crises

The European Union suffered many of the economic problems that the United States
went through in the 2007-08 financial crisis involving the fear of a worldwide financial system
collapse. However, while the United States was able to recover from its 2008—09 Great Reces-
sion, the economies of many European Union countries continue to face economic develop-
ment uncertainties and high levels of unemployment. Tax receipts often have been less than
government expenditures in many of the EU countries, causing national debts to grow rapidly
and resulting in some countries having difficulty paying interest due on their debts.

Some EU countries have been forced into austerity government expenditure plans at
a time of no economic growth and high unemployment, in some instances causing social
unrest. Greece continues to experience the need to make difficult economic trade-offs, and
concerns exist as to whether the country will remain a eurozone member. Concern also has
been expressed about the economic and financial viability of Spain, Portugal, and Italy.
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Small Business Practice

Finding Foreign Customers

To conduct business in a foreign country, a domestic firm must either
export to that country or produce goods or offer services in that
country. Exporting may take place indirectly or directly. Indirect
exporting by U.S. companies involves U.S.—based exporters.
These exporters may sell for manufacturers, buy for overseas cus-
tomers, buy and sell for their own account, and/or buy on behalf
of middle-persons or wholesalers.

Exporters that sell for manufacturers usually are manu-
facturers’ export agents or export management companies. A
manufacturer’s export agent usually represents several non-
competing domestic manufacturers. An export management
company acts as an export department for a number of non-
competing domestic firms. Exporters that purchase for over-
seas customers are called export commission agents since they
are paid a commission by foreign purchasers to buy on their
behalf.

Small businesses usually find it necessary to use indirect export-
ing. Direct exporting uses manufacturers’ agents, distributors, and
retailers located in the countries where they are conducting business.
Only large domestic firms are able to engage in direct exporting.

Various forms of government assistance are available to help
businesses in their exporting efforts. Many states have government
“trade export” departments that assist firms in their export activ-
ities. At the federal level, the Export-Import Bank of the United
States was founded in 1934 to aid domestic businesses in finding
foreign customers and markets for their products. Export credit
insurance also is available to help exporters. The Foreign Credit
Insurance Association (FCIA) provides credit insurance policies to
U.S. exporters to protect against nonpayment by foreign customers.

In some instances, “countertrading” is used to foster sales to
foreign customers. Under such an arrangement, a U.S. exporter sells
its goods to a foreign producer in exchange for goods produced by
that foreign company. Simple kinds of countertrading take the form
of a barter arrangement between a domestic firm and a foreign firm.

The European Central Bank, as well as the central banks of EU members not part of the
eurozone, have engaged in easy money policies to attempt to stimulate economic growth and
to reduce unemployment rates. The ECB, like the Fed, has engaged in quantitative easing
programs, including buying bonds issued by eurozone countries having financial troubles in
order to help stabilize the costs of government debt financing. And, while the Fed targeted the
short-term federal funds rate at 0.00 to 0.25 percent from late 2008 through late 2015, the ECB
continues to target short-term interest rates near zero and has even experimented with negat-
ive interest rate policies. In a negative interest rate situation, the purchaser of a government
security pays the government more than the interest received on the security for the “right” to
hold the security.

Concern has been expressed that the EU may face new economic problems and pos-
sibly a new financial crisis because of the United Kingdom’s June, 2016 decision to leave
the EU. The United Kingdom, consisting of England, Northern Ireland, Scotland, and Wales,
has major trade and financial arrangements with countries remaining in the EU that could be
disrupted by its decision to leave the EU. These also is concern about what would happen if
other EU-member countries tried to leave the EU. It will be interesting to follow how the EU
responds and adapts to these new economic and financial challenges.

DISCUSSION QUESTION 1

Has the decision by the eurozone countries to give up their individual national currencies
and adopt the euro as a common currency produced economic benefits?

LEARNING ACTIVITY

Go to the European Central Bank website, http://www.ecb.int, and find information
about the history of the euro.

3 Currency Exchange Markets and Rates

currency exchange markets
electronic markets where banks and
institutional traders buy and sell
currencies on behalf of businesses,
other clients, and themselves

Currency Exchange Markets

We ordinarily think of a market as a specific place or institution, but this is not always
so. Currency exchange markets, also called foreign exchange markets, are electronic mar-
kets where banks and institutional traders buy and sell various currencies on behalf of busi-
nesses, other clients, and themselves. The major financial centers of the world are connected

foreign exchange markets same
as currency exchange markets
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currency exchange rate value of
one currency relative to another
currency

direct quotation method indicates
the amount of a home country’s
currency needed to purchase one
unit of a foreign currency

indirect quotation method
indicates the number of units
of a foreign currency needed to
purchase one unit of the home
country’s currency

electronically so that when an individual or firm engaged in a foreign transaction deals with
a local bank, that individual or firm is, in effect, dealing with the exchange markets of the
world. Transactions throughout the world may be completed in only a few minutes by virtue
of the effective communications network serving the various financial institutions, including
central banks of every nation.

Exchange Rate Quotations

A currency exchange rate indicates the value of one currency relative to another cur-
rency. Table 6.1 shows the currency exchange rates for a variety of foreign currencies rel-
ative to the U.S. dollar during late February, 2016. Currency exchange rates are stated in
two basic ways. The direct quotation method indicates the value of one unit of a foreign
currency in terms of a home country’s currency. For illustration purposes, let’s focus on
the U.S. dollar as the domestic or home country’s currency relative to the European euro.
Notice in Table 6.1 that the “U.S. dollar equivalent” of one euro was $1.0933; or, stated
differently, it took $1.0933 to buy one euro. The indirect quotation method indicates the
number of units of a foreign currency needed to purchase one unit of the home country’s
currency. By, again, turning to Table 6.1, we see that it takes .9147 euros to purchase one
U.S. dollar.

Table 6.1 also shows the value of other major currencies in U.S. dollar terms in late
February, 2016. An Australia dollar was worth $0.7128, a United Kingdom (British) pound
had a value $1.3873, a Swiss franc equaled $1.0037, and a Japanese yen was worth $0.0088.
The corresponding indirect quotations in units relative to one U.S. dollar were, as follows:
Australia dollar = 1.4029, United Kingdom pound = 0.7208, Swiss franc = 0.9963, and
Japanese yen = 113.9900. It should be apparent that it is easy to find the other quotation if we

TABLE 6.1 Selected Foreign Exchange Rates, Late February 2016

Foreign Currency in

Foreign Currency

U.S. Dollars per U.S. Dollar

Currency (Direct Method) (Indirect Method)
Australia dollar 0.7128 1.4029
Brazil real 0.2505 3.9925
Canada dollar 0.7402 1.3509
China yuan 0.1529 6.5390
European euro 1.0933 0.9147
Hong Kong dollar 0.1286 7.7747
India rupee 0.0146 68.4932
Japan yen 0.0088 113.9900
Mexico peso 0.0547 18.2747
Russia ruble 0.0133 75.1880
Singapore dollar 0.7105 1.4075
South Africa rand 0.0619 16.1488
Switzerland franc 1.0037 0.9963
United Kingdom pound 1.3873 0.7208

Sources: www.money.cnn.com and www.reuters.com.



6.3 Currency Exchange Markets and Rates 137

know either the direct quotation or the indirect quotation. For example, the indirect quotation
can be calculated, as follows:
. . 1
Indirect Quotation = 6.1)

. . Direct qoutation
(foreign currency units)
(home currency value)

For illustration purposes, let’s use the euro versus U.S. dollar relationships previously noted.
A euro was worth $1.0933 and represents a direct quotation, whereas the United States is the
home country. To find the indirect quotation, we would calculate,

. . 1
Indirect Quotation = $1.0933 9147 euros
Of course, if we knew that the indirect quotation for the euro relative to the dollar was .9147 euros
per U.S. dollar, we could divide that value into one to get the direct quotation value: 1 +.9147 =
1.0933 or $1.0933.

Table 6.2 shows the “crossrates” among several major currencies—the U.S. dollar,
the British pound, the yen, and the euro. It is possible to calculate the exchange rate
between the yen and the euro by first knowing each of their values relative to the U.S.
dollar. For example, a yen was worth $.0088 and a euro $1.0933 in late February 2016.
Dividing .0088 by 1.0933 gives a value of one yen, in euros, as 0.0080 euros. Since
Table 6.2 shows the crossrates between the yen and the euro, we can read the value of
one yen in terms of euros as 0.0080 euros. Of course, if we wanted to know the value of
a Brazilian real in euros, we would have to return to Table 6.1 and make the calculation
directly. In late February 2016, the U.S. dollar value of a Brazilian real was $.2505 and
the value of a euro was $1.0933. Dividing .2505 by 1.0933 indicates that one real was
worth .2291 euros.

It is worth noting that electronic and newspaper exchange rate quotes are for large unit
transfers within the currency exchange markets. Consequently, individuals buying foreign cur-
rencies would not get exactly the same ratio. The currency exchange prices for an individual
always favor the seller, who makes a margin of profit.

The balance in the foreign account of a U.S. bank is subject to constant drain as the bank
sells foreign currency claims to individuals who import goods or obtain services from other
countries. These banks may reestablish a given deposit level in their correspondent banks
either through selling dollar claims in the foreign countries concerned or by buying claims
from another dealer in the foreign exchange.

Currency Exchange Rate Appreciation and Depreciation

Each currency exchange rate shown in Table 6.1 is said to be a spot exchange rate, or the
current rate being quoted for delivery of the currency “on the spot.” Actually, it is common
practice to have up to two days for delivery after the trade date. Spot rates at different points
in time can be compared. Currency appreciation occurs when there is an increase in a cur-
rency’s value. A decrease in a currency’s value is called currency depreciation. If we denote

TABLE 6.2 Selected Foreign Exchange Crossrates, Late February 2016

Currency U.S. dollar euro yen British pound
U.S. dollar 1.0 9147 113.9900 0.7208
euro 1.0933 1.0 124.6000 0.7877

yen 0.0088 0.0080 1.0 0.0063
British pound 1.3873 1.2682 157.9300 1.0

Sources: www.money.cnn.com and www.reuters.com.

spot exchange rate rate being
quoted for current delivery of the
currency

currency appreciation occurs
when there is an increase in a
currency’s value

currency depreciation occurs
when there is a decrease in a
currency’s value
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equilibrium exchange rate
currency exchange rate where the
supply and demand for a currency
are in balance

the most recent spot rate as SR,, the earlier spot rate as SR,_;, and the percentage change in a
foreign currency as %FC Change, we have the following:
SR, — SR,_;
%FC Change = ———— 6.2
o g SR,_, (6.2)
Let’s use an example where the spot rate for a euro increased from a $1.09 value last year to
a current spot rate of $1.12. The percentage change in the foreign currency (euro) would be,

$1.12 — $1.09  $0.03
$1.09  $1.09
In other words, the euro would have appreciated by 2.75 percent relative to the U.S. dollar.

If, instead, the value of a euro declined from $1.09 to $1.07 the percentage change in the
euro would be calculated as,

%FC (euro) Change = =2.75%

$1.07 — $1.09  —$0.02
= = —1.83%
$1.09 $1.09 ’

Thus, the euro depreciated by 1.83 percent relative to the U.S. dollar.

%FC (euro) Change =

LEARNING ACTIVITY

1. Go to the CNNMoney website, http://money.cnn.com. Access “markets” and then
“currencies” and find current currency exchange rates for the U.S. dollar relative to
the Australian dollar, British pound, and Canadian dollar. Find either the direct or
indirect exchange rate and calculate the other one.

2. Go to the Reuters website, http:/www.reuters.com, and find current currency
exchange rates for the U.S. dollar relative to the Japanese yen, European euro, and
the Swiss franc. Find either the direct or indirect exchange rate and calculate the
other one.

s4 Factors that Affect Currency
Exchange Rates

Currency exchange rates are affected by changes in supply and demand relationships, relative
inflation rates, relative interest rates, and political risk and/or economic risk. Banks and insti-
tutional investors that are engaged in foreign currency transactions bring differences in the
supply and demand for currencies into “balance” through the process of adjusting exchange
rates up or down.

Basic Supply and Demand Relationships The supply and demand relation-
ship involving two currencies is said to be in “equilibrium” at the current or spot exchange
rate. Thus, the equilibrium exchange rate is the currency exchange rate that exists when
the supply and demand for a currency are in balance. Demand for a foreign currency de-
rives from the demand for the goods, services, and financial assets of a country (or group
of countries, such as the eurozone members). For example, U.S. consumers and investors
demand a variety of eurozone member goods, services, and financial assets, most of which
must be paid for in euros. The supply of European euros comes from eurozone member
demand for U.S. goods, services, and financial assets. A change in the relative demand for
euros versus U.S. dollars will cause the spot exchange rate to change. Currency exchange
rates also depend on relative inflation rates, relative interest rates, and political and eco-
nomic risks.

Figure 6.1 illustrates how exchange rates are determined in a currency exchange market
by banks that provide foreign exchange services. Graph A depicts a supply and demand rela-
tionship between the U.S. dollar and the European euro (€). The demand curve is downward
sloping, indicating that the U.S. demand for goods and services from eurozone countries
would increase as the dollar value of the euro declines. The upward sloping supply curve
reflects the demand for U.S. dollars, or the supply of euros for sale, and indicates the willingness
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to supply larger quantities of euros as the dollar value of euros increase. The market, in our
example, is in balance, or in “equilibrium,” when one euro is worth $1.09. This price reflects
the market-clearing price that equates the demand (D) for euros relative to the supply (S)
of euros.

Now, assume Americans increase their demand for goods and services from eurozone
member countries such as Germany and France. These goods and services would be priced in
euros. Americans will need to exchange their dollars for euros to pay for their purchases. The
consequence is an increase or shift in demand for euros from D, to D,, as depicted in Graph B
of Figure 6.1. The supply of euros reflects demand by eurozone member countries for U.S.
goods and services, and as long as there is no change, S; will remain unchanged. As a con-
sequence of this scenario, the increased demand for euros results in a new higher equilibrium
price of $1.10.

A further increase in the demand for the goods and services provided by eurozone mem-
ber countries could cause the dollar price or value of one euro to increase even more. Graph C
in Figure 6.1 depicts such an increase as a shift from D, to D;. Again, with no change in the
supply of euros, the new market-clearing price of a euro might be $1.11. Of course, as the
euro’s dollar value increases, the prices of eurozone member goods also increase. At some
point, as eurozone member goods become more costly, U.S. demand for these foreign goods
will decline. Graph D depicts this cutback in U.S. demand for euros as a shift downward from
Dj; in Graph C to D, In a similar fashion, the higher dollar value of the euro in Graph C makes
U.S. goods and services less costly to eurozone members, and thus the supply of euros might
increase or shift from S; to S,. The net result could be a new equilibrium exchange rate in
which the dollar price of a euro is $1.09.

A change in the demand for one country’s financial assets relative to another country’s
financial assets also will cause the currency exchange rate between the two countries to change
to a new equilibrium price. For example, a nation with a relatively strong stock market will
attract investors who seek out the highest returns on their investment funds, much as a nation
with a higher relative economic growth rate attracts capital investments. For example, if the
stock market in the United States is expected to perform poorly relative to the stock markets
in eurozone member countries, investors will switch or move their debt investments denomi-
nated in U.S. dollars into euro-denominated debt investments. This increased demand for
euros relative to U.S. dollars will cause the euro’s dollar value to increase.
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purchasing power parity (PPP)
currency of a country with a
relatively lower inflation rate will
appreciate relative to the currency
of a country with a relatively higher
inflation rate

international Fisher effect (IFE)
currency of a country with a
relatively lower nominal interest
rate (due to a lower expected
inflation rate) will have its currency
appreciate relative to a country with
a relatively higher interest rate

Inflation, Interest Rates, and Other Factors In addition to changes in supply
and demand relationships, currency exchange rates are also affected by changes in relative
inflation rates, relative interest rates, and political and economic risks. Let’s first turn our
attention to what happens if differences occur in expected inflation rates between two coun-
tries. A nation with a relatively lower expected inflation rate will have a relatively stronger
currency. For example, if inflation becomes lower in the United States relative to eurozone
member countries, eurozone member products of comparable quality will become increas-
ingly more expensive. Americans will find it less expensive to buy American products and so
will eurozone members. The result will be fewer eurozone member imports into the United
States and greater U.S. exports to eurozone member countries, causing an appreciation of the
dollar relative to the euro.

Purchasing power parity (PPP) theory states that a country with a relatively lower
expected inflation rate will have its currency appreciate relative to a country (or group of
countries using a single currency) with a relatively higher expected inflation rate. A simplified
PPP relationship can expressed as the percentage change in a foreign currency (% FC Change)
being approximately equal to the difference in inflation rates expected for the two involved
countries. This can be expressed as,

Expected % FC Change ~ InfR,,. — InfR,,

InfR,, is the expected inflation rate for the home country and the InfRy, is the expected infla-
tion rate for the foreign country. For example, if the U.S. (home country) inflation rate is
expected to be 3 percent next year and the eurozone member (foreign country) inflation rate
is expected to be 2 percent, we would expect the euro to appreciate (and the U.S. dollar to
depreciate) over the next year. Using the above relationship,

Expected % FC Change = 3% - 2% = 1%

Thus, the euro would be expected to appreciate relative to the U.S. dollar by 1 percent over
the next year.

It is more technically accurate to express the expected percentage change in the FC using
the relative inflation rates between the two countries, as follows:

1+ InthC

E ted % FC Ch = —
xpected % ange = - £ InfR,,

(6.3)

The value “1” is subtracted from the relative inflation ratio to show the expected FC change
as a percentage.

Returning to our example of an expected inflation rate over the next year of 3 percent for
the $US and 2 percent for the euro, the expected percentage change in the foreign currency
(euro) is,

1.03

Expected % FC Ch =—-1
xpected % ange Loz

Expected % FC Change = 1.0098 — 1 = .0098, or .98%

Thus, based on relative expected inflation rates, PPP theory suggests that the euro will appre-
ciate by .98 percent over the next year.

Some economists use relative interest rates, instead of relative inflation rates, between
countries to estimate expected changes in currency exchange rates. Irving Fisher contended
that the nominal (quoted) interest rate and the inflation rate are related, and that the nominal
interest rate consisted of a real rate of interest and an expected inflation premium or rate.” The
international Fisher effect (IFE) theory states that a country with a relatively lower nominal
interest rate (due to a lower expected inflation rate) will have its currency appreciate relative
to a country with a relatively higher interest rate.

*We will cover the factors that determine market interest rates in detail in Chapter 8.
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We can modify equation 6.3 to include relative interest rates instead of expected inflation
rates as follows:

1+ IntRhC

E ted % FC Ch = -
xpected % ange = - IR,

(6.4)

IntR,,. is the nominal interest rate for the home country and the IntRy, is the nominal interest
rate for the foreign country.

For example, if U.S banks are offering a 5 percent interest rate on one-year deposits and
euro member banks are offering a 4 percent interest rate on comparable one-year deposits, we
can estimate the expected percent change in the euro, as follows:

Expected % FC Ch 105
XpecCle ange = —— —
P ¢ 8% 104

Expected % FC Change = 1.0096 — 1 = .0096, or .96%

Thus, based on relative one-year bank deposit interest rates, IFE theory suggests that the euro
is expected to appreciate by .96 percent over the next year.

Political risk is the risk associated with the possibility that a national government might
confiscate or expropriate assets held by foreigners. A nation with relatively lower political
risk will generally have a relatively stronger currency. Economic risk is the risk associated
with the possibility of slow or negative economic growth, as well as variability in economic
growth. A nation that has a relatively higher economic growth rate, along with growth stabil-
ity, will generally have a stronger currency. Furthermore, a nation with a relatively stronger
economic growth rate will attract more capital inflows relative to a nation growing more
slowly. For example, a stronger U.S. economy relative to the eurozone member economy will
cause investors in both countries to switch from euro investments to dollar investments.

Arbitrage

Arbitrage is the simultaneous, or nearly simultaneous, purchasing of commodities, securities,
or currencies in one market and selling them in another where the price is higher. In inter-
national exchange, variations in quotations among countries at any time are quickly brought
into alignment through the arbitrage activities of international financiers. For example,
if the exchange rate for a euro was reported in New York at €1 = $1.14 and in Brussels,
Belgium, at €1 = $1.13, alert international arbitrageurs simultaneously would sell claims
to euros in New York at the rate of $1.14 and would have Brussels correspondents sell claims
on U.S. dollars in Brussels at the rate of $1.13 for each euro. Such arbitrage would be prof-
itable only when dealing in large sums. Under these circumstances, if an arbitrageur sold
a claim on €100 million in New York, $114 million would be received. The corresponding
sale of claims on American dollars in Brussels would be at the rate of €100 million for $113
million. Hence, a profit of $1 million would be realized on the transaction. A quotation
differential of as little as one-sixteenth of one cent may be sufficient to encourage arbitrage
activities.

The ultimate effect of large-scale arbitrage activities on exchange rates is the elimination
of the variation between the two markets. The sale of large amounts of claims to American
dollars in Brussels would drive up the price for euros, and in New York the sale of claims to
euros would force the exchange rate down.

DISCUSSION QUESTION 2

Do you expect the U.S. dollar will appreciate or depreciate against the euro during the
next year? Why?

LEARNING ACTIVITY

Go to the CNNMoney website, http://money.cnn.com. Access ‘“markets,” and then “cur-
rencies” and find current currency exchange rates for the European euro relative to the
United Kingdom (British) pound, and the Japanese yen. Find both direct and indirect
currency exchange quotations.

political risk risk associated
with the possibility that a national
government might confiscate

or expropriate assets held by
foreigners

economic risk risk associated with
possible slow or negative economic
growth, as well as variability in
economic growth

arbitrage simultaneous, or

nearly simultaneous, purchasing

of commodities, securities, or
currencies in one market and selling
them in another where the price is
higher
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Personal Financial Planning

Investing Overseas

People living in the United States are affected by international
finance at least two ways. First, the growth or recession of over-
seas economies affects jobs in the United States. If foreign eco-
nomies grow more slowly or go into recession, there will be less
export demand for U.S. goods and services. Thus, a worker’s
personal financial status can be imperiled by a layoft or reduced
working hours.

The second effect on individuals is perhaps less clear to
see—the effect of foreign investors on U.S. financial markets and
interest rates. Stock and bond prices are affected, as are any other
price, by supply and demand. Foreign inflows of capital into U.S.
financial markets can help raise U.S. stock and bond prices, giving
U.S. investors better returns on their own investment. Of course,
money can flow out, too. If foreign investors sell their U.S. secur-
ity holdings, this can lead to lower security prices and lower, even
negative, returns to U.S. investors.

Pessimism about the strength of the U.S. dollar can even lead
to higher U.S. interest rates on everything from Treasury bills to

home mortgages. Here’s how this can happen, using a Japanese
investor as an example. A Japanese investor will compare U.S. and
Japanese interest rates before deciding to, say, buy Japanese gov-
ernment debt or U.S. Treasury bonds. But, in addition to looking
at U.S. interest rates, the Japanese investor will also consider the
expected change in the U.S. dollar exchange rate with the Japanese
yen. If the U.S. dollar is expected to weaken against the yen, this
means the Japanese investor’s U.S. dollar investment may lose
value by the time it is converted back to yen at maturity. To be
attractive, U.S. interest rates will have to be higher to compensate
the Japanese investor for the falling dollar.

Suppose interest rates in Japan are 1 percent and economists
predict the U.S. dollar will fall in value against the yen by 3 percent
in the next year. That means Japanese investors will not find U.S.
bonds attractive unless their interest rate is at least 1 percent (the
Japanese interest rate) plus 3 percent (the expected loss in the value
of the U.S. dollar), or 4 percent. If the dollar is expected to fall by
5 percent, U.S. interest rates will have to be 6 percent (1 percent +
5 percent) to attract Japanese investors. A falling or weaker dollar
puts upward pressure on interest rates throughout the U.S. economy.

multinational corporation a

firm that engages in international
business activities such as the
selling, or purchasing, of goods and
services involving foreign countries

5 Conducting Business Internationally

A multinational corporation is a firm that engages in international business activities, such
as selling goods and services in foreign countries or purchasing goods and services from
providers in foreign countries. U.S. firms conducting business internationally are concerned
about the value of the U.S. dollar relative to the values of other currencies. A higher U.S. dollar
relative to, say, the euro makes U.S. products and services more costly than their eurozone
competitors in eurozone member countries. Thus, a higher U.S. dollar is likely to result in
lower export levels and higher import levels.

Firms that have foreign sales must be concerned with the stability of the governments and
changing values of currency in the countries in which they do business. They must also pay
attention to commodity price changes and other uncertainties related to monetary systems.
Multinational corporations may also be faced with ethical situations that must be addressed.
While our focus here is on business corporations, individuals and institutional investors
engaged in international business activities also face many of the same trade and currency-
related issues.

Exchange Rate Developments for the U.S. Dollar

The dollar continues to be an important currency for international commercial and financial
transactions. Because of this, both the United States and the rest of the world benefit from a
strong and stable U.S. dollar. Its strength and stability depend directly on the ability of the
United States to pursue noninflationary economic policies. In the late 1960s and the 1970s,
the United States failed to meet this objective. Continuing high inflation led to a dollar crisis
in 1978, which threatened the stability of international financial markets.

Figure 6.2 shows the strength of the U.S. dollar relative to an index of major currencies
(Australia, Canada, European eurozone countries, Japan, Sweden, Switzerland, and the United
Kingdom) for the 1984 through 2015 period. As inflation was brought under control in the
early 1980s and economic growth accelerated after the 1981-1982 recession, the dollar rose
against other major currencies until it reached record highs in 1985. As discussed, relatively
higher economic growth and relatively lower inflation rates lead to a relatively stronger currency.
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These economic developments, coupled with a favorable political climate, caused the value of
the dollar to rise sharply.

However, the renewed strength of the dollar contributed to a worsening of the trade
imbalance, because import prices were effectively reduced while exported U.S. goods became
less cost competitive. Beginning in 1985, United States economic growth slowed relative
to economic growth in other developed countries. Also, the belief that the U.S. government
wanted the dollar to decline on a relative basis so as to reduce the trade deficit contributed to
a decline in the desirability of holding dollars. This resulted in a major shift toward holding
more foreign assets and fewer U.S. assets. As a consequence, the dollar’s value declined by
1987 to levels below those in place when flexible exchange rates were reestablished in 1973.
Between 1987 and 2000, the value of the dollar in international exchange fluctuated within a
fairly narrow range compared to the 1980-1987 period.

The U.S. dollar appreciated relative to other currencies in 2000 and 2001. Stock prices
peaked in 2000 and then began declining rapidly as the “Internet/tech” bubble burst. Declining stock
prices were followed by a recession in 2001 and the terrorist attack on September 11, 2001. After
first raising interest rates, the Federal Reserve moved quickly to reduce interest rates and to provide
liquidity in the financial markets. The Fed then continued its high liquidity, low interest rate envi-
ronment throughout the remainder of the decade. This financial markets environment was accom-
panied by large amounts of borrowing by business firms, financial institutions, and individuals.

Housing prices peaked in 2006, stock prices peaked in 2007, the financial crisis developed
in 2007-08, and the U.S. economy entered the Great Recession in 2008—09. Debt-heavy indi-
viduals began defaulting on their home mortgages, financial institutions were finding it diffi-
cult to remain solvent, and business firms were failing during this “perfect financial storm.”
These economic developments were accompanied by a rapid decline of the U.S. dollar against
an index of major currencies beginning in 2002. Figure 6.2 shows this decline generally con-
tinuing until it reached a bottom in 2011. Since then, the U.S. dollar has been rising against an
index of other major currencies.

In contrast, a stronger dollar leads to concern about the deficit in the U.S. trade balance,
but at the same time it offers hope of lower inflation. A stronger dollar results in more imports
of foreign merchandise since it requires fewer dollars for purchases. Just as a U.S. tourist
abroad finds it cheaper to travel when the dollar is strong, importers find prices lower when
their dollars increase in relative strength. When the dollar weakens, inflation may follow,
countered by a reduced balance of trade deficit. We discuss balance of trade and balance of
payments implications in the last section of this chapter.

Managing Currency Exchange Risk

) ) ) ) ) ) currency exchange rate risk the
Currency exchange rate risk is the price risk associated with fluctuating exchange rates over price risk associated with fluctuating

time. For example, a business transaction (involving, say, the purchase of goods from a foreign exchange rates over time
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hedging action taken to reduce risk
or insure against a possible negative
outcome

forward contract specifies the
currencies to be exchanged, an
exchange rate, and a future date
when the transaction will be
completed

forward rate exchange rate
specified in the forward contract

manufacturer) conducted at today’s U.S. dollar to euro exchange rate with payment being due
immediately would not be subjected to a currency exchange rate risk. However, when the date
of the transaction precedes the payment date, the $US to euro exchange rate relationship could
change, causing the final results of the transaction to be more costly (or less costly).

While mutinational corporations, as well as individuals and institutional investors, may
engage in foreign exchange speculation as opportunities arise, risk reduction is their primary
goal. Among the possible actions of foreign exchange specialists are hedging, adjusting
accounts receivable and payable procedures, cash management, and borrowing and lending
activities. Existing or anticipated variations in the value of foreign currencies guide all these
actions.

Hedging is an action taken to reduce risk or insure against a possible negative outcome.
A multinational corporation may want to lock in an exchange rate at which a currency can be
obtained at in the future. For example, a multinational corporation with a claim for payment
within 90 days may anticipate a possible decline in the currency value of the customer’s
country. The seller can hedge by entering into a financial contract for the delivery of that cur-
rency at the existing exchange rate on the day of the contract. To accomplish the hedge, the
multinational corporation might enter into a forward contract that specifies the currencies
to be exchanged, an exchange rate, and a future date when the transaction will be completed.
The exchange rate specified in the forward contract is called the forward rate. The terms
of the forward contract are established between the multinational corporation and a bank or
other institutional foreign exchange dealer. Other financial instruments available for currency
hedging activities include currency futures contracts and currency options contracts.*

Large multinational corporations enjoy special opportunities for risk reduction and spec-
ulation since they can move cash balances from one country to another as monetary conditions
warrant. For example, if a decline in the value of a particular currency is expected, cash in the
branch in that country may be moved back to the United States, or a firm may borrow funds
in a foreign market and move them immediately to the United States (or to another country)
with the expectation of repaying the loan at a reduced exchange rate. This is speculation rather
than a risk-reduction activity. An expected decline in a currency may lead to an attempt to
accelerate collection of accounts receivable, with funds transferred quickly to another country.
Payments on accounts payable may be delayed in the expectation of a decline in exchange
rates. If, on the other hand, a foreign currency is expected to increase in relative value, the
preceding actions would be reversed.

Career opportunities have developed with the increasing importance of multinational
financial management. Some corporations maintain special departments to study foreign
business activities and their prospective profitability; for example, to analyze governmental
attitudes, tax rates, and duties, as well as to determine how foreign operations are to be financed.
In addition, to protect bank balances and other investments, almost constant attention must be
given to day-to-day exchange rate changes.

Ethical Considerations

The concept of acceptable ethical behavior differs across cultures and countries.
In some primarily developing countries, it seems to be acceptable practice for government
officials and others to request “side” payments and even bribes as a means for foreign com-
panies being able to do business in these countries. This is morally wrong. In addition, the
Foreign Corrupt Practices Act (FCPA) prohibits U.S. firms from bribing foreign officials.
For violators of the FCPA, the U.S. Justice Department may impose monetary penalties, and
criminal proceedings may be brought against violators. Government actions may result in
lost reputations and firm values.

For example, Titan Corporation had its proposed 2004 sale to Lockheed Martin Corpor-
ation implode because it could not promptly resolve a bribery investigation brought by the
Justice Department. Another example was the 2004 indictment of two former HealthSouth
Corporation executives for conspiracy in a bribery scheme involving a Saudi Arabian hospital.

*We discuss the use of forward contracts in the Learning Extension at the end of this chapter. Futures and options
contracts are covered in the Learning Extension at the end of Chapter 11.



An attempt was made to conceal the bribery by setting up a bogus consulting contract for the
director general of the Saudi foundation that owned the hospital. The former HealthSouth
executives were indicted after a Justice Department investigation alleged that they had viol-
ated the U.S. Travel Act by using interstate commerce when making the bribes and the FCPA
by falsely reflecting the bogus bribe payments as legitimate consulting expenses on Health-
South’s financial statements.

When conducting business activities in certain foreign countries, business executives also
are sometimes faced with extortion demands by organized criminals. Most of us would agree
that extortion payments are morally wrong. Paying organized criminals is not different from
paying corrupt government officials.

6 Financing International Trade

One of the substantial financial burdens of any industrial firm is the process of man-
ufacture itself. When a U.S. manufacturer exports goods to distant places such as India or
Australia, funds are tied up not only for the period of manufacture but also for a lengthy period
of transportation. To reduce costs, manufacturers may require the foreign importer to pay for
the goods as soon as they are on the way to their destination. In this way, a substantial financial
burden is transferred to the importer.

Financing by the Exporter

If the exporter has confidence in foreign customers and is in a financial position to sell to them
on an open-book account, then sales arrangements should operate very much as in domestic
trade, subject, of course, to the complex nature of any international transaction.

Sight and Time Drafts As an alternative to shipping merchandise on open-account fin-
ancing, the exporter may use a collection draft. A draft or bill of exchange is an unconditional
written order, signed by the party drawing it, requiring the party to whom it is addressed to pay
a certain sum of money to order or to bearer. A draft may require immediate payment by the im-
porter upon its presentation—on demand—or it may require only acceptance on the part of the
importer, providing for payment at a specified future time. An instrument requiring immediate
payment is classified as a sight draft; one requiring payment later is a time draft. A draft may
require remittance, or payment, in the currency of the country of the exporter or of the importer,
depending on the transaction’s terms. An example of a sight draft form is shown in Figure 6.3.

Drafts may be either documentary or clean. A documentary draft is accompanied by an
order bill of lading along with other papers such as insurance receipts, certificates of sanita-
tion, and consular invoices. The order bill of lading (see Figure 6.4) represents the written
acceptance of goods for shipment by a transportation company and the terms under which the
goods are to be transported to their destination. In addition, the order bill of lading carries title

$ 2,500.00 New Orleans, Louisiana, August 15, 20—

Atsight---- -

PAY TO THE
Mervin J. Mansfield
ORDER OF
Two thousand five hundred no/100 - - - - - - - - - - - - - - - - -
DOLLARS

VALUE RECEIVED AND CHARGE TO ACCOUNT OF
o Brazilian Import Company NEW ORLEANS EXPORT COMPANY
o 11678 Rio de Janeiro, Brazil } %(‘1144/ M (j%”‘h/
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draft or bill of exchange an
unconditional order for the payment
of money from one person to another

sight draft draft requiring
immediate payment

time draft draft that is payable
at a specified future date
documentary draft draft that is
accompanied by an order bill of
lading and other documents

order bill of lading document
given by a transportation company
that lists goods to be transported
and terms of the shipping
agreement

IR sight Draft or Bill

of Exchange



146 CHAPTER 6 International Finance and Trade

B order Bill

of Lading

clean draft a draft that is not
accompanied by any special
documents

I~
-
\§
<=\X UNITED STATES LINES CO
\n\ °
.\
=  (SPACES IMMEDIATELY BELOW FOR SHIPPERS MEMORANDA- NOT PART OF BILL OF LADING)
FORWARDING AGENT — REFERENCES EXPORT DEC. No.
John Doe Shipping Co., #£6776 FM.B. #9786 X67-90687
DELIVERING CARRIER TO STEAMER: CAR NUMBER — REFERENCE
Penn Central Company 876528
(NOT NEGOTIABLE UNLESS
BILL OF LADING CONSIGNED "TO ORDER")
(SHORT FORM)
SHIP  American Banker FLAG PIER PORT OF LOADING
; 61 N.R. NEW YORK
PORT OF DISCHARGE FROM SHIP Liverpool AM.
(Where goods are to be delivered
to consignee or On-carrier) THROUGH BILL OF LADING
If goods to be transhipped beyond Port of Discharge, show destination Here — To
SHIPPER Midwest Printing Company
M.T. Wilson & Co.
CONSIGNED TO: ORDER OF
Same at 15 Dock St., Liverpool, E.C. 3
ADDRESS ARRIVAL NOTICE TO 2 Pool,
PARTICULARS FURNISHED BY SHIPPER OF GOODS
GROSS WEIGHT
MARKS AND NUMBERS NO. OF PKGS. DESCRIPTION OF PACKAGES AND GOODS MEASUREMENT IN POUNDS
M. T. W. & Co. 56 Books 10,145
Liverpool

FREIGHT PAYABLEIN ~ NEW YORK

(10,145) @ PER 2240 LBS......$ (TERMS OF THIS BILL OF LADING CONTINUED FROM REVERSE SIDE HEREOF)
IN WITNESS WHEREOF,
@ PER 100 LBS $ THE MASTER OR AGENT OF SAID VESSEL HAS SIGNED......3
FT. @ PER 40 CU. FT.......$ BILLS OF LADING, ALL OF THE SAME TENOR AND DATE, ONE OF WHICH
BEING ACCOMPLISHED, THE OTHERS TO STAND VOID.
545 1.05 )
FT. @ $ PER CU.FT............ $ 572 25
$ UNITED STATES LINES COMPANY
BY
$ FOR THE MASTER U’
ISSUED AT NEW YORK, N.Y.
$ B/L No.
S M-105
TOTAL................. $ January 12 20--

MO. DAY YEAR

to the merchandise being shipped, and only its holder may claim the merchandise from the
transportation company. The documentary sight draft is generally referred to as a D/P draft
(documentary payments draft), and the documentary time draft is referred to as a D/A draft
(documentary acceptance draft).

A clean draft is one that is not accompanied by any special documents and is generally
used when the exporter has confidence in the importer’s ability to meet the draft when presen-
ted. Once the merchandise is shipped to the importer, it is delivered by the transportation
company, regardless of any actions by the importer in terms of the draft.

Bank Assistance in the Collection of Drafts An importer will generally try
to avoid paying for a purchase before the goods are actually shipped, because several days
or perhaps weeks may elapse before the goods arrive. But the exporter is often unwilling to
send the draft and documents directly to the importer. Therefore, the exporter usually works
through a commercial bank.



A New York exporter dealing with an importer in Portugal with whom there has been
little experience may ship goods on the basis of a documentary draft that has been deposited
for collection with the local bank. That bank, following the specific instructions regarding the
manner of collection, forwards the draft and the accompanying documents to its correspond-
ent bank in Lisbon. The correspondent bank holds the documents until payment is made in the
case of a sight draft, or until acceptance is obtained if a time draft is used. When collection is
made on a sight draft, it is remitted to the exporter.

Financing Through the Exporter’s Bank 1t is important to recognize that
throughout the preceding transaction the banking system only provided a service to the ex-
porter and in no way financed the transaction itself. The exporter’s bank, however, may offer
financing assistance by allowing the exporter to borrow against the security of a documentary
draft. Such loans have the financial strength of both the exporter and the importer to support
them, since documents for taking possession of the merchandise are released only after the
importer has accepted the draft.

The amount that the exporter can borrow is less than the face amount of the draft and
depends mainly on the credit standing of both the exporter and the importer. When the exporter
is financially strong enough to offer suitable protection to the bank, a substantial percentage of
the draft may be advanced even though the importer may not be known to the exporter’s bank.
In other cases, the advance may be based on the importer’s financial strength.

The character of the goods shipped also has an important bearing on the amount lent,
since the goods offer collateral security for the advance. Goods that are not breakable or per-
ishable are better as collateral; goods for which there is a ready market are preferable to those
with a very limited market.

Financing by the Importer

Like the exporter, the importer may also arrange payment for goods without access to bank credit.
When an order is placed, payment in full may be made or a partial payment offered. The partial
payment gives some protection to both the exporter and the importer. It protects the exporter
against rejection of the goods for no reason, and it gives the importer some bargaining power
in the event the merchandise is damaged in shipment or does not meet specifications. When the
importer is required to make full payment with an order but wants some protection in the transac-
tion, payment is sent to a bank in the exporter’s country. The bank is instructed not to release pay-
ment until certain documents are presented to the bank to prove shipment of the goods according
to the terms of the transaction. The bank, of course, charges a fee for this service.

Financing Through the Importer’s Bank 1In foreign trade, because of language
barriers and the difficulty in obtaining credit information about companies in foreign coun-
tries, the use of the banker’s acceptance is common. The “banker’s acceptance,” which was
first described in Chapter 2, is a draft drawn on and accepted by a bank rather than the import-
ing firm. An example of a banker’s acceptance is shown in Figure 6.5. The importer must, of
course, make arrangements with the bank in advance.
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m Irrevocable

Commercial Letter of Credit

commercial letter of credit

a bank’s written statement to an
individual or firm guaranteeing
acceptance and payment of a draft
up to a specified sum if the draft

is presented according to the terms
of the letter

Irrevocable Commercial AnyBank ﬂ n v BQ n k Cable Address: Letter Of Credit

Letter Of Credit P.O. Box 123 AnyBank Division
Anytown, New York 12345

May 2, 20-- $50,000.

Drafts drawn hereunder must be marked
"Drawn under AnyBank Anytown

Licref.  E-23456 “and indicate the date hereof

1T B
ABC Company, Inc. ?)
B. Frank, President G}ﬂ\

% -

Gentlemen:
We hereby authorize you to draw on AnyBank, Anytown

by order of J. R. Doe & Company, New York, N.Y.
and for account of  J. R. Doe & Company
up to an aggregate amount of Fifty Thousand Dollars U.S. Currency

available by your drafts at 90 days sight, for full invoice value, in duplicate
accompanied by ~ Commercial Invoice in triplicate . . .

Consular Invoice in duplicate . . .

Full set of onboard Bills of Lading to order of AnyBank,
Anytown, marked Notify J. R. Doe & Company, New York, N.Y., and bearing
a separate onboard endorsement signed by the Master and also marked
freight collect at port of destination . . . .

Relating to shipment of Cotton.

... Any charges for negotiation of the draft(s) are for your account.
... Marine and war risk insurance covered by buyers.

Drafts must be drawn and negotiated not later than October 2, 20--

The amounts thereof must be endorsed on this Letter Of Credit.

‘We hereby agree with the drawers, endorsers, and bonafide holders of all drafts drawn under and in compliance
with the terms of this credit, that such drafts will be duly honored upon presentation to the drawee.

This letter of credit is subject to the Uniform Customs and Practice for Documentary Credits (1974 Revision) Inter-
national Chamber Of Commerce Publication No. 290.

Yours very truly,

D& fawin

D. E. Price
Vice President

Authorized Signature

The exporter, too, must know before shipment is made whether or not the bank in ques-
tion has agreed to accept the draft. This arrangement is facilitated by the use of a commercial
letter of credit, a bank’s written statement to an individual or firm guaranteeing acceptance
and payment of a draft up to a specified sum if the draft is presented according to the terms of
the letter (see Figure 6.6).

Importer Bank Financing—An Example The issue of a commercial letter of
credit and its use in international finance are shown in this example. The owner of a small,
exclusive shop in Chicago wishes to import expensive perfumes from Paris. Although the
shop is well-known locally, its financial reputation is not known widely enough to permit it
to purchase from foreign exporters on the basis of an open-book account or drafts drawn on
the firm. Under these circumstances, the firm would substitute the bank’s credit for its own
through the use of a letter of credit. Upon application by the firm, the bank issues the letter if
it is entirely satisfied that its customer is in a satisfactory financial condition.

The letter of credit is addressed to the French exporter of perfumes. The exporter, upon
receipt of the commercial letter of credit, would not be concerned about making the shipment.
Although the exporter may not have heard of the Chicago firm, the bank issuing the commercial



letter of credit may be known to the exporter or to his bank. (International bank directories
provide bank credit information.) The French exporter then ships the perfumes and at the same
time draws a draft in the appropriate amount on the bank that issued the letter of credit. The draft
and the other papers required by the commercial letter of credit are presented to the exporter’s
bank. The bank sends the draft and the accompanying documents to its New York correspondent,
who forwards them to the importer’s bank in Chicago. The importer’s bank thoroughly inspects
the papers that accompany the draft to make sure that all provisions of the letter of credit have
been met. If the bank is satisfied, the draft is accepted and the appropriate bank officials sign it.
The accepted draft, now a banker’s acceptance, may be held until maturity by the accepting bank
or returned to the exporter on request. If the acceptance is returned to the exporter, it may be held
until maturity and sent to the accepting bank for settlement or it may be sold to other investors.
An active market for bankers’ acceptances exists in the world’s money centers.

After having accepted the draft, the Chicago bank notifies its customer that it has the ship-
ping documents and that arrangements should be made to take them over. As the shop sells
the perfume, it builds up its bank account with daily deposits until it is sufficient to retire the
acceptance. The bank can then meet its obligation on the acceptance without having advanced
its other funds at any time.

In releasing shipping documents to a customer, some banks prefer to establish an agency
arrangement between the firm and the bank whereby the bank retains title to the merchand-
ise. The instrument that provides for this is called a trust receipt. Should the business fail,
the bank would not be in the position of an ordinary creditor trying to establish its claim on
the business assets. Rather, it could repossess, or take back, the goods and place them with
another agent for sale since title had never been transferred to the customer. As the merchand-
ise is sold under a trust receipt arrangement, generally, the business must deposit the proceeds
with the bank until the total amount of the acceptance is reached.

In summary, the banker’s acceptance and the commercial letter of credit involve four
principal parties: the importer, the importer’s bank, the exporter, and the exporter’s bank.
Each benefits to a substantial degree through this arrangement. The importer benefits by
securing adequate credit. The importer’s bank benefits because it receives a fee for issuing
the commercial letter of credit and for the other services provided in connection with it. The
exporter benefits by being assured that payment will be made for the shipment of merchandise.
Thus, a sale is made that might otherwise have been rejected because of lack of guaranteed
payment. Finally, the exporter’s bank benefits if it discounts the acceptance, since it receives
a high-grade credit instrument with a definite, short-term maturity. Acceptances held by com-
mercial banks provide a low, but certain, yield, and banks can liquidate them quickly if funds
are needed for other purposes.

Banker’s Acceptance

The Board of Governors of the Federal Reserve System authorizes member banks to accept
drafts that arise in the course of certain types of international transactions. These include the
import and export of goods, the shipment of goods between foreign countries, and the storage
of highly marketable staple goods in any foreign country. A banker’s acceptance is a prom-
ise of future payment issued by a firm and guaranteed by a bank. The maturity of a banker’s
acceptance arising out of international transactions may not exceed six months. This authority
to engage in banker’s acceptance financing is intended to encourage banks to participate in
financing international trade and to strengthen the U.S. dollar abroad.

Bankers’ acceptances are used to finance international transactions on a wide variety of
items, including coffee, wool, rubber, cocoa, metals and ores, crude oil, jute, and automobiles.
Because of the growth of international trade in general and the increasing competition in
foreign markets, banker’s acceptances have become increasingly important. Exporters have
had to offer more liberal terms on their sales to compete effectively. The banker’s acceptance
permits them to do so without undue risk.

The cost of financing an international transaction with the banker’s acceptance involves
not only the interest cost involved in the exporter’s discounting the acceptance but also the
commission charge of the importer’s accepting bank. Foreign central banks and commercial
banks regard banker’s acceptances as attractive short-term funds commitments. In recent
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through which a bank retains title
to goods until they are paid for
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future payment issued by a firm and
guaranteed by a bank
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Export-Import Bank bank
established to aid in financing
and facilitating trade between the
United States and other countries

traveler’s letter of credit issued
by a bank to banks in other
countries authorizing them to cash
checks or purchase drafts presented
by the bearer

years, foreign banks have held more than one-half of all dollar-denominated banker’s accept-
ances, with most of the remainder held by domestic banks. Nonfinancial corporations have
played only a small role as investors in acceptances. Relatively few firms deal in banker’s
acceptances. These dealers arrange nearly simultaneous exchanges of purchases and sales.

Other Aids to International Trade

The Export-Import Bank The Export-Import Bank was authorized in 1934 and
became an independent agency of the government in 1945. The bank’s purpose is to help finance
and facilitate exports and imports between the United States and other countries. It is the only
U.S. agency engaged solely in financing foreign trade.

The Export-Import Bank is a government-owned corporation with capital of $1 billion in
nonvoting stock paid in by the U.S. Treasury. It may borrow from the Treasury on a revolving
basis and sell short-term discount promissory notes. It pays interest on these loans and dividends
on the capital stock. In performing its function, the bank makes long-term loans to private enter-
prises and governments abroad to finance the purchase of U.S. equipment, goods, and services.
The Export-Import Bank also aids substantially in the economic development of foreign countries
by giving emergency credits to assist them in maintaining their level of U.S. imports during tem-
porary balance-of-payments difficulties. In addition, the bank finances or guarantees the payment
of medium-term commercial export credit extended by exporters and, in partnership with private
insurance companies, offers short- and medium-term credit insurance. It lends and guarantees only
where repayment is reasonably assured and avoids competition with sources of private capital.

Traveler’s Letter of Credit A firm’s buyer who is traveling abroad may not know in
advance from which individuals or firms purchases will be made—for example, an art buyer
touring several countries. The buyer could carry U.S. currency, but this involves possible
physical loss of the money and sometimes a substantial discount for its conversion into the
local currency. A traveler’s letter of credit is a convenient and safer method for travelers who
need large amounts of foreign currency.

The traveler’s letter of credit is issued by a bank in one country and addressed to a list of
foreign banks. These banks are usually correspondents of the issuing bank and have agreed to
purchase sight drafts presented to them by persons with appropriate letters of credit. When a bank
issues a letter of credit, it sends a copy of the signature of the person to whom the letter is issued
to each of its foreign correspondent banks. When someone presents a draft for payment in foreign
currency to one of these correspondent banks, his or her signature is compared with the signature
the bank already has. The bank may also ask the individual for supplementary identification.

As with a commercial letter of credit, a maximum total draft amount is stated in a traveler’s
letter of credit. So that an individual with such a letter does not exceed authorized withdrawals,
each bank to which the letter is presented enters on it the amount of the draft it has honored.

Traveler’s Checks Traveler’s checks, which are offered by banks and other financial
intermediaries in the United States, are generally issued in several different denominations.
These checks, generally purchased by an individual before leaving for a foreign country, prom-
ise to pay on demand the even amounts indicated on the face of the checks. Each check must
be signed by the purchaser twice, once when it is bought and again in the presence of a repres-
entative of the business, hotel, or financial institution where it is presented for payment. This
allows the person cashing a traveler’s check to determine whether the signature is authentic.

The use of traveler’s checks is widespread and offers several advantages to the traveler,
including protection in the event of loss and almost certain acceptance when they are presented
for payment. Traveler’s checks are usually sold for their face amount plus a charge of 1 percent.
They can now be purchased in the United States in major foreign currency denominations—for
example, British pounds. This eliminates a traveler’s exposure to varying exchange rates and
the extra amount that is often charged (in the form of a less favorable exchange rate than the
official rate) when U.S. dollar checks are cashed in a foreign country.

DISCUSSION QUESTION 3

What are the risks associated with buying a product directly from a foreign manufacturer?
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s7 Developmentsin U.S.
International Transactions

Just as monetary policy plays an important role in the nation’s stability, growth, interest
rates, and price levels, it also helps keep international financial relationships in balance. Since
the dollar is widely held as a medium of international exchange, U.S. monetary policy has
especially significant effects on the world economy. No nation is a world unto itself, nor can
a nation pursue whatever policies it desires without regard to other nations. Policy makers of
all economies must recognize the interdependence of their actions in attempting to maintain
a balance in international transactions that is sometimes referred to as international financial
equilibrium.

Briefly, the nations of the world attempt to achieve international financial equilibrium
by maintaining a balance in their exchange of goods and services. In general, international
trade benefits all countries involved. Consumers benefit by getting lower-cost goods, since the
goods come from the country where they are produced most efficiently. Producers benefit by
expanding their markets. Well over one-tenth of the U.S. national income comes from selling
goods to foreigners, and a like amount of our needs are met through imports. However, indi-
viduals and firms make the decisions to import and export, and problems arise if they are out
of balance over time.

International Business Issues

Exports are sales to foreigners; they are a source of income to domestic producers. Imports
divert spending to foreign producers and, therefore, represent a loss of potential income to
domestic producers. When the two are in balance there is no net effect on tota