v

10 A self-ﬂllfilling prophecy whereby People believe
that a bank wi| be unable 1o Pay and. in the spp-
pede 0 ger their money, thereby ensyye that the
bank cannot pay.

11 Notes ang €oin in circulatjon plus bankers' opera-
tional deposits with the Bank of England.

12 The valye of the total stock; of money, the medium
of exchange, in Circulation.

13 The speed and cerainty with which an asset can he
converted into money.

14 The ratio of reserves 1o deposits.

Exercises

1 Eight individuals ip 5 barter €conomy have yan wang

the following goods:

Alice has some haddock bug would like some apples;

Barry has some gin but fancies blackcurrane jam;

Carol is in Possession of doughnuts by wants

coconuts:

Daniel has obtained some jellied eels by really

wvants doughnurs,

Eleanor has some figs but woylq| prefer jelliec eels;

Felix fancies figs but has only blackcurrang jam;

Gloria has coconuts but yearns for gin;

Henry has apples but would like haddock. )

fa) Canvyoy work out a series of ransactions which
would satisfy ) concernecl?

(hb) Can You now understand how money s so
helpful in making the woyld &0 rounc?

[dentify eacly of the following items ag legal. token,

cemmodity, or 10y money - or. indeed, ys nor-
money: : )

(1) Gold,

'h) L1 coin,

‘c) Cigurerres.

1) Cheque for £100.

(el Perol,

(/7 Camery aceepted in Part-exchange.
(9) A building SOciery deposir.

th) Pigs, turkeys, ang €ocoa nurs,

This exercise shows how the banks can creare
simplicity,
nk. which

money  through  (hejp loan policy. For
assume that there s y single coOmmercial b
Ums o hold 10 per cent of jg deposirs as cash The
Public is assumed 1 have 4 fixed demand for cash

Of £10 million. We begin in €quilibrium with the fol-
OWing sitation:

)mmercia, b

ank balance sheet (£m)
-\\ﬁ”ﬁes

Money and Banking

M~

Consider the Sequence of events thar follows jf the cep.
ral bank autonomously supplies an expry £10 Milljgyy
cash svhich finds s Way into the pockers of Joe Pubyjc.
(a) How wi|] Joe Public reacp (Remembe
demand for cash.)
b} How does this affect the cash ratio of the com.
mercial bank?
c) How will the commercial bank regey to thi
equilibrium
) How much cash does Joe Public now hold?
(e) Whar wil] Joe Public do with the excess cash?
(/7 How does this affect the commercia] banig
behaviour?
(8) At what point will the system settle down again,
with both bank and public back in equilibriums
h) How does money stock alter g this procesg
unfolds?
Note: if this sequence of questions does nor make
any sense (o You, you are récommended o tackle
them again in conjunction with the commentary pro.
vided in the ‘Answers and Comments’ section.
Which of the following characteristics yre necessary
for an asser (o function as money?
(a) Backed by a precious meta] _
b)) Authorized as legal tender by the monetary
authorities.
(c) Generally acceptable as a mediym, of excharge.
(d) Having valye in furure ransactions,

Fthe fixeq

s “dis.

5 The commerciy] banks in ap €conomy choose g

hold 5 per ceng of deposits in the form of cash

eserves. The general public chooseg to hold an

amount of notes and cojn in circulation equal to one-
quarter of its banl deposits. The stock of high-pow-
ered money in the economy s £12 million,

(a) Calculate the value of the money multiplier,

16) What is the size of the money stock if hogj pub-
lic and banks are holding theijr desired amounts
of cash? ’

f¢) Suppose the banks now decide thag they neecl
o hold only 4 per ceng of deposits a5 cash.
Caleulate the valye of the money muliipljer,

el) What is now- the size of ‘equilibriuny’ money
stock?

e) Suppose thar the banks again choose 1o holq 5
Per cent of deposits us cash, bur the public
increases its cash holdings 10 30 per cent of its
bank deposits. Now whar g the value of the
money muliiplie” ;

/9 What is now the size of ‘equilibriupy money
stock?

6 Supr
cash
(a)

(h)

7 Whic
assel
(¢t)
(b)
(cJ

(cl)
(e)

o

8 InT
the
199¢
Engl
hitp:
Calc

9 Asse
folle
(a)
(b)
(c)
(c)
(e)
o)

Table 2:

Wholes

Notes a
outside

Cash in
(]ep(‘)SItf
with' the
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s Cen- tg) Does this analysis provide any clues 1o how the. 4 Financial panics are rare in present-day  Britain
sillion monetary authorities might v ¢ influence the because of the actions of the Bank of England.
ublic: size of the money stack? - 5 If the goldsmiths insisted that all wansactions were
. fixed 6 Suppose that the clearing banks mainwin a minimum backed by equal amounts of gold in the vaults. then
’ cash ratio of 12_ per cent. . their actions could not cause growth in the money
> com- fa) If an individual bank receives a cash deposit of supply.
’ &1000. whar additional deposits would the bank 6 Banks are the only financial intermediaries.
lis “dlis- feel able 1o, create? 7 The clearing system represenis one way in which
(6) What difference would it have madle if the cash society reduces the costs of making transacrions.
S v ratio had been only 10 per cent? 8 The more liquid an asset. the higher the return
caghd - (¢) Under what circumstances might a bank choose received.
bank's to hold a higher cash ratio than is required by 9 The modern fractional reserve banking system is an
government regulations? ; intrinsic part of the process of money creation.
o again, 7 Which of the following would be regarded as an 10 The monerary base is the quantity of notes and coin
lib;ium'.’ asset 1o a customer of a commercial bank? in circulation with the non-bank private sector.
process (a) A current account bank deposit. 11 The more cash that the public wishes 1o hold. the
(bJ A special deposir. higher is money supply.
ot make (¢) Trade bills held by the bank as reserve assets. 12 Building society deposits are so liquid that they
o tackle (:d.) The bank’s deposits at the Bank of England. ought to be included in the definition of money.
wary pro- (Ae:) An overdraft. ' .
(/) Loans advanced by the commercial bank in . . .
o Uss. : Economics in Action
ieces 8 In Table 22-1 are listed a x_mmber of components of Smile. Now Beenz Means More
the monetary ;1ggrengles in the }II\. as ::l[ O(.[(?bé]_ Than. Just Virtual Cash
monetary 1999. These data were wken from the Bank of (Adapied from The S 0 .
England’s web site at (Adapted from The Scotsman, 10 January 2000)
sxchange. http://www.bankofengland.co.uk/mfsc/ From the perspective of driving its manua into the
. Calculate MO, M2, and M4. hearts and wallets of the mainstream, the problem
-hoose 0 9 Assess the liquidity and likely return of each of the with electronic commerce is that it is so gosh-darned

following financial assets:
, hold an. (gl) Cash.
1al o one- TTEE T (b) Equities.
high-pov- - f (¢) Bonds.

c t (d) Bills.
(¢) Industrial shares.
() Perpetuities.

a of cash

deiplier.
* hoth pub-
sl amounts

- they need
its as cash-

aggregates

Table 22-1  Some components of UK monetary

esoteric. Credit cards may work well enough, bur
they have also generated enough security myths,
blunders and genuine fears to render their use down-
right scary. Likewise, the various forms of e-cash
might be particularly safe for small online transac-
tions, but as long as you can’t spend it ar the shops
down the road, it is never going to feel like currency
of real value.

Following a joint announcement from web currency
creator beenz.com and electronic transaction special-
ist Mondex International, however, this problem may

aliplier : £ million have been solved. The companies are developing a
umy money Wholesale deposits 252,189 smartcard capable of carrying beenz, a suite of com-
T - lementary e-commerce services and good old-fash-
. 5 Notes and coin in circulation 3 : . ) 5 )
se 1o hold Utside the Bank of England 29,192 ioned cash that promises.to embrace the home PC,
. nk nelan 29,192 . o .. .
the public ‘Qash\o gland mobile phone, digital television and shopping mall
o cent of 1B 5 0 circulation 23,521 with ease. ‘At some point, people are finally going 10
:,._lluc of the f'i,’-”ks' retail deposits 409,345 realize there are no such things as online commerce
! Building society retail shares and or offline commerce - there is only commerce,’ siays
. c d -
Gunt’ money Sits 109 052 Charles Cohen, founder and chief technology officer
Bankersr 3 - - of beenz.com. ‘Any distinction that has been macde
e OPerational deposits - . ifestly False: it's iust (s ;
Yith the Banl: berween the two is manifestly false; ir's just that, until
—~_¢ Banking Department 186

,13035 teeth |y
J\adlng lS (:X]
N

ave been used as money.

pensive in a barter economy.

Ey - - - - i
Y In current accounts in banks is legal tender.

now, there has been no clear bridge berween website
and high street.’ The products to be included on the
card are complementary but distinct. Mondex, fune-
tioning in Scotland by means of a pilot scheme
involving Edinburgh University, the Bank of Scotland
and local retailers, is essentially cash stored in elec-
ronic form on cards that can be credited at a variety




