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Sox 2.2 shows the stylised balance sheets of commercial banks and a central bank.

Box 2.2: Commercial and central bank balance sheets

Commercial bank
Assets Liabilities
Cb banks' holdings of notes and coin Fs capital and shareholders’ funds
Db banks' deposits with the central bank Dp  customer deposits
MLD banks' holdings of loans to the money
market
Gb banks' holdings of securities
Ip loans {advances) to the general public
Lg loans to the government or public sector
Central bank
Assets Liabilities
Bich central bank loans to the banking system Db commercial banks' deposits with
Glchb central bank loans to government central bank
Geb  central bank holdings of government debt Cb notes and coin with commercial
banks
Cp notes and coin with the non-
bank public

Dg government deposits
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Table 2.1: An open market sale of government bonds

Commercial bank Central bank
Assefs Liabilities Assets Liabilities
Ch Fs Blch Ch
Db (-) Dp (7 GLcb Cp
MLb Fx Db (9
Gb Geb Dg (%)
Lp
Lg
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Table 2.2: Commercial banks increase their lending

Commercial bank A Central bank Commercial bank B
Assels Liabilities Assets Liabilities Assels Liabilities
Cb Fs BLcb Cb Cb Fs
Db () (]| Op [ GLcb Cp Db (+) [F] Dp (+)
MLb Geb Db MLb
Gb Dg Gb
Lp (%) Lp (]

Lg Lg
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M= Cp+Dp (2.1)

and

B=Cp+Cb+Db (2.2)
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Box 2.3: Bank loans, deposits and money

Imagine a monetary system with just two commercial banks. Their simplified balance sheets are
shown below.

Bank A Bank B
Assets Liabilities Assets Liabilities
Cb = 50 Dp = 2000 Ch = 150 Dp = 5000
Db = 30 Db = 50
Lp =1920 Lp =4800

In addition, the non-bank public holds notes and coin (Cp) of 400.

1. What is the current stock of Bfoad money?
2. What is the reserve ratio for each individual bank and for the system as a whole?

Suppose now that bank A makes additional loans of 50 to a subset of its customers and that
some of these customers use 20 to make payments to other depositors of the same bank and 30
to make payments to clients of bank B.

3. Draw up new balance sheets for each bank.
4. What is the total money stock now?
5. \What is the reserve ratio for each individual bank and for the system as a whole?

Suppose now that bank B makes additional loans of 100 to a subset of its customers and that
some of these customers use 50 to make payments to other depositors of the same bank and 50

6. Draw up new balance sheets for each bank.
7. What is the total money stock now?
8. What is the reserve ratio for each individual bank and for the system as a whole?

Suppose that the non-bank public now decides to hold 50 of additional notes and coin.

9. What effect does this have upon the total money stock?
10. What effect has it had upon the aggregate reserve ratio?
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M _Cp+Dp 2.4)
Ho Cr+R

The first insight comes when we divide through by the non-bank public’s
holdings of deposits.

Cp, Dp
M_ /Dp™ /Dp (2.5)
B Cp/ :
} Dp +K Dp
For convenience, let Cp/Dp =y, and let R/Dp = p, then we can rewrite 2.5 as:

B y+p

The insight is that the volume of broad money, in relation to the base, depends
upon the two ratios %, which is the public’s cash ratio, and p which is the banks’
reserve ratio. Let us suppose for a moment that these ratios are stable (not neces-
sarily fixed) then we can predict that:

m=p 2l 2.7)
L+P
and
AM = AB. X1 (2.8)
X+p
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USING THE WALL STREET JOURNAL

The Consumer Price Index

As shown here, The Wall Street Journal provides infor- |nﬂati0n

mation on the consumer price index, which is used to

measure inflation. The Fed attempts to monitor infla- Nov. index CHGFROM (%)

tion because its monetary policy is influenced by the level 0ct.’08  Nov.’07

prevailing inflation. In general, the Fed uses a more re- s

strictive monetary policy when it decides that inflation U.S. consumer price mdex

must be reduced. Allitems 212.425 -1.9 11
Core 216.690 -0.2 2.0

Source: Republished with permission of Dow Jones & Company,
Inc., from The Wall Street Journal, January 7, 2009; p.CS;
permission conveyed through the Copyright Clearance Center, Inc.
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Monetary Policy

Suppose. MP increases or M*
decreases = LM curve shifts left =
XSDmoney =2 sell bonds - interest i
rate increases. i*
As imcreases - I and NX falls—=>
move along IS—> fall in Y. Overall
impact, mterest rate rises and output

talls. Y, v+
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& Monetary Policy in practice and the ISLM model

& Targeting the Money Supply vs. Targeting Interest Rates
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When the Fed targets the money When the Fed target interest rates.
supply. interest rates fluctuate money supply shifts to accommodate
when money demand fluctuates. fluctuations in money demand. The
money supply fluctuates.
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Interest rate targeting causes more
dramatic fluctuations in output when
the information about the IS curve is
uncertain compared to Money
supply targeting.

M (M*/P)

If the IS curve shifts around due to
uncertainty— the LM curve must
shift to keep interest rates unchanged
so output fluctuates from Y’; to Y.
When the Fed target money, output
fluctuates from Y ', to Y'p.

Interest rate targeting causes fewer
fluctuations in output when the «H> M
information about the LM curve is 4p /‘M2
uncertain. in .

Output fluctuates from Y3 to Y>
under money targeting.
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