David A. Colon
Exam #3

November 21, 2005

As we learned in the prior introduction, governments must implement policies.  The United States has great economic strengths.  It remains by far the world's largest national economy.  Its fast growth in productivity over the past 10 years appears likely to continue and maybe accelerate again, making for a very rapid expansion for an industrialized country.  Nevertheless, it is growing much faster than other industrialized economies.  The dollar will continue to be the main global currency for some time, and the U.S. model of capitalism and globalization leads the thinking around the world.  In continuing our conversation, we will discuss how money works in our economy, how the Federal Reserve controls the money supply, and what policies the government create to maintain the economic balance in our country and around the world. 
To understand money is to understand its history, and its purpose.  Banks dealt originally with money in the form of bills and coins, now they deal with it in the form of credit.  Bank deposits are as old as banking.  But the processes of transferring the title of the deposits are a fairly new concept.  In America banks no longer print their own bills as they were permitted to do many years ago.  Modern day money depends in the creation of debt through commercial banks.  One piece of history taken from this video is that the word bankrupt came from Italians breaking the benches of the bankers that lost money.

The basic process of money creation is simplicity itself even though a detailed explanation becomes complicated briefly this is what happens. The bank has the borrower sign a note, and the amount of the note is credited into the borrowers account.  The banker has created a new loan and a new deposit.  Two entries are made of the balance sheets of the banks without disturbing any other people’s money on deposit. 
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A commercial bank is a firm that is chartered by the Comptroller of the Currency in the US Treasury (or by a state agency) to accept deposits and make loans.  Their main functions are to accept deposits, to lend money; and to transfer funds among banks, individuals, and businesses.  To illustrate how new money is created lets start with the formation of a new bank.  A group of citizens starts a bank with 500,000 in cash.  The balance sheet shows 500,000 in assets and 500,000 in liabilities.  Balance is the same though capital stock went into property.  Both sides of the bank statement must remain in balance.  The bank opens for business.  Let’s assume people make deposits amounting to 100,000.  The same figure show on the balance sheet under assets and liabilities as Cash and Demand Deposits respectively.  The assets and liabilities has now been increase to 600,000 each.  The bank loans 50,000.  In the balance sheet it is Loan Deposits and New Loan Notes under assets and liabilities respectively for 50,000 each.  This is added to the total assets and liabilities which are each now 650,000.  This is how the commercial banks create new money. The entries are how they create new supply without relying on the printing press.  It creates new money by borrowing from the nations banking system.  Governments get their extra money by borrowing from commercial banks.
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New loans and investments create new deposits which makes it possible to create new money for more new loans thus creates more deposits which makes it possible to create more new loans.  A credit union is owned and operated by its members to provide savings accounts and low-interest loans only to its members.  In general, credit unions offer higher interest rates on savings and charge lower interest rates on loans than other financial institutions. 

Credit unions re-circulate money already in existence.  Money is voluntarily taken from one person pocket and loaned to another person to spend. No new money is created when the loaned is made and no moneys are destroyed when the loan is repaid. 
Money in circulation increases and decreases and you borrow and pay respectively.  If production increases and population grow the money supply must also grow.  Only the government can permanently increase the money supply to take care of growth.  The government has a great fiscal responsibility. It must contract and expand the money supply through deficit spending and or taxing just enough to maintain and active economy without contracting it or expanding it so greatly as to avoid price increases and decrease from resulting unemployment.
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Congress created the Federal Reserve System in 1913 as the central banking organization in the United States.  Its major purpose was to end the periodic financial panics that had occurred during the 1800s and into the early 1900s.  Over the years, many other responsibilities have been added to the Federal Reserve System.  The jobs of the Fed today, range from processing checks to serving as the government’s bank.  Its most important function, however, involves control of the money supply. 
In May 1984, Continental Illinois, the 8th largest bank of the nation had experienced a modern day run.  The bank had lent billions of dollars to oil companies, and when prices fell, some companies went into bankruptcy causing account holders to rush to the bank and withdraw their money.  In this case, the Fed lent money to the bank so to stay afloat.
The Fed does lots of things, but mainly it has to keep the economy going by fighting inflation; this means keeping prices stable.  Inflation is when prices go up.  Inflation makes both business and personal decision difficult.  Monetary policy involves changing the rate of growth of the supply of money in circulation. This, in turn, affects the amount of credit and business activities in the economy.  Credit, like any good or service, is subject to the laws of supply and demand. If a country has a loose money policy, credit is abundant, and inexpensive to borrow.  If a country has tight money policy then credit is expensive to borrow and in short supply.  The goal of monetary policy is to strike a balance between tight and loose money.  It is the Fed’s responsibility to ensure that money and credit are plentiful enough to allow expansion of the economy.  However, the Fed can’t let the money supply become so plentiful that it results in rapid inflation.  One of the Fed’s jobs is to make sure banks stay in business.  Banks are in business to make a profit.  So interest is charged on loans.  Cash doesn’t play a big part in modern banking.  In loans the bank adds money to your account and you can then write checks on that account.


The banking system is based on what is called fractional reserve banking.  Since 1913 the Fed has set specific reserve requirements for many banks.  They must hold a certain percentage of their total deposits either as cash in their own vaults or as deposits in the Federal Reserve Bank of their district.  The Federal Reserve System has to ensure that there is a flow of cash throughout the economy.  The Federal Reserve is sometimes called the banker’s bank because our bank has an account with the Federal Reserve.
The Federal Reserve System is the central bank of the United States.  Central bank is a public authority that provides banking services to banks and regulates financial institutions and markets.  Monetary policy is the adjusting quantity of money in the economy.  The three key elements in the structure of the Federal Reserve are the Board of Governors, the Regional Federal Reserve Banks, and third the Federal Open Market.  The Board of Governors directs the operations of the Fed.  It established policies regarding such things as reserve requirements and discount rates.
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The board also supervises the 12 district Federal Reserve banks and all other depository institutions.  The Board of Governors can raise or lower the discount rate in relation to prevailing market rates.  The discount rate is the interest rate at which the Fed stands ready to lend reserves to commercial banks.  Each of the 12 Federal Reserve district banks is set up as a corporation owned by its member banks.  The systems include 25 Federal Reserve branch banks.  The smaller banks act as branch offices and aid the district banks in carrying out their duties.  Federal Open Market is the third element.  Federal Open Market Committee meets approximately eight times a year to decide the course of action that the Fed should take to control the money supply. 
The Federal Reserve has many functions.  Among them are clearing checks, acting as the federal government’s fiscal agent, supervising member banks, holding and settling reserve requirements, supplying paper currency, and regulating the money supply.  In October 1982, the space Shuttle Colombia takes off for an important mission.  It will release a satellite into permanent orbit.  Inflation has taken a toll on the economy.  Companies are borrowing less and investing in fewer new plants, and existing plants are being shut down.  When inflation went down we had the longest expansion and it made history.  The Fed has control only of the monetary part of the equation. The President and Congress manage fiscal policy.
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With Fiscal Policies, private enterprise can give full employment to our people.  In 1944, Franklin Roosevelt declares that every American has a right to a job.  Can the government guarantee that we’ll never have another Great Depression?  Good question; in1952, Dwight Eisenhower prepares to take office as the first republican President since Herbert Hoover; how will he handle his first economic crisis?  The torch has been passed to a new generation of Americans.  In 1961, John Kennedy had promised to get the country moving again.  How will he keep his promise?  Three Presidents, three policies, but one common resolve; the government must never permit another Great Depression.  Is this possible?  If you notice the Rollercoaster headlines, you’ll see: Ford Sells Model T, Oil Industry booms, Stock Market Crashes, Depression Lingers, Farmer protest prices, FDR offers new deal, Labor strikes, War Economy booms, LBJ hails great society, Fed loosens money supply, and Airlines deregulate.

The 20 years after WWII brought self-confidence to American political economics. Government could promote prosperity by manipulating taxes and spending.  These continuing adjustments are called The Fiscal Policy.  In 1944, Americans remembered 1/4 of the work force without jobs, factories closed, and families hungry. 12 million Americans were uniformed; 66 million more had jobs supporting the mightiest war machine ever known.  Truman was asked: When is unemployment too high?  He said it depends on whether or not you are unemployed.  This showed that he had a fundamental understanding of the game.  He realized that you had to talk about people and what was happening to them and where the hardships were.  As a senator, Harry Truman had worked hard to push a full employment bill.  As a President, he signed the employment act of 1946; a law that changed greatly during congressional debate.  It no longer referred to full employment, instructing government instead to promote maximum employment, production, and purchasing power.  What was lost from the original idea?  What was lost was the right to a job, the right to work; the right to an opportunity for paid employment at good wages.
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Throughout 1963, President Kennedy tried to sell the $12 billion tax cut to a reluctant congress.  Then, in November, tragedy struck.  We meet in grief.  John Kennedy’s death commands what his life conveyed, that America must move forward.  Congress passed the Kennedy tax program.  
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President Lyndon Johnson signed it into law on March 15, 1964, a monument to a martyred President. 

The economy took off in a burst of prosperity.  Within 18 months, GNP was growing at a feverish 5%.  Unemployment dropped to its lowest rate in 7 years.  It seemed that, in President Kennedy’s phrase, A Rising Tide really had life all boats.  On December 31, 1965, the cover of Time Magazine featured John Maynard Keynes, 19 years dead, but once again a household word.  For economists accustomed to obscurity, it was a welcome change to bask in the limelight.  Just about everyone agreed that the tax cut was an unqualified success.  By 1965, it appeared we had finally learned how to use fiscal policy to control the economy.  Indeed the 1964 tax cut had seemed like such a rousing success.  It did seem to get the country moving again.  It seemed as proof of the Keynesian theory, and dominant among economists by the 1960s.  In terms of diagram, the tax cut gave consumers more disposable income.  It shifted up this curve of private spending.  The gap between spending and full employment income was eradicated.  It could have been done, as professor Galbraith urged, by increasing public spending and increasing.  The apparent success of the 1964 tax cut was hailed by many as a vindication of Keynesian ideas.  This was the heyday of Keynesian economics.  But problems and theories change.  We thought that fiscal policy held the key to ever-increasing growth and prosperity. The fall was coming with a look at fiscal policy’s limits. 

