Introduction to macroeconomics
Introduction:

The financial system currently adopted by all nations is often described as "debt based", since the process of going into debt is relied upon almost exclusively to create and supply money to their economy. By the action of lending to borrowers, commercial banks create credit and advance this to industry, consumers and governments. This "bank credit" circulates in the broader economy until such time as the loan is repaid. Such "bank credit" now forms 96% of the money stock in most industrial nations, with a mere 4% the notes and coins created by government, and free from a parallel debt. Thus, almost the entire money stock is supported in circulation by vast debts in four main sectors.... 

· Private debts e.g. mortgages, loans, overdrafts, credit-purchases 
  

· Industrial and commercial debts 
  

· Government "national" debts 
  

· International, including Third World debt 

The supply of money is a direct product of borrowing, and debt maintains this money in circulation. Modern debt is, in aggregate, quite unrepayable. Furthermore, difficulty is experienced in the repayment of individual debts in all four sectors.

How is Money Created?
Financial institutions create money by taking in deposits of cash and checks, and lending a portion of this money out in loans.  Banks are required to keep a percentage of their deposits in reserves in the form of cash in their vault or deposits at their regional federal reserve bank  The amount of required reserves is determined by the Fed, intended to meet the normal demand for cash by the bank's customers (liquidity) and to give the Fed a way to adjust the money supply by raising or lowering the reserve requirement.  The reserves (or deposits) are non earning assets, therefore banks are motivated to convert as much of the excess of non earning assets (cash) into earning assets (loans) as they can in order to be profitable.  Money creation is a result, but is not the intent. When the bank grants a loan, the proceeds are usually deposited into the borrowing customer's checking account, creating additional deposit funds which can be lent to other customers, after the required reserves are set aside.  In concept, this could continue indefinitely at a multiplier equivalent to the inverse of the reserve ratio.  (see examples) 

This doesn't happen in reality because the borrowing customer will eventually spend the money in their checking account, which reduces the amount of excess reserves available for the bank to lend.  During the time the funds are in the checking account, money has been "created".  When the money is spent and the checking account balance declines, money has been "destroyed". 

Some or all of the money spent by the customer is liely to end up in another checking account with the same bank or another bank.  The amount that returns into the banking system increases deposits and therefore the amount that the bank is permitted to lend to another customer, creating more money.  This flow of funds in and out of checking accounts is one way that the Fed measures economic activity and can use reserve requirements as one of three tools to influence monetary policy. 

No one really "creates" the money.  It's a function of investing the funds that depositors put in the bank.  Nothing more.  If banks did not "put these funds to work" they quite simply would not be in business

. 

How does the fed controls the money supply?

The Federal Reserve Bank was created to oversee the economy. Its most important purpose today is to create and maintain a healthy economy by controlling the money supply. Basically, the Federal Reserve accomplishes this function through the following methods: 

· Buying and Selling U.S. Treasury Bonds. A committee named the Federal Open Market Committee (FOMC), which is made up of the board of governors and five of the Federal Reserve Bank's regional presidents, meets eight times a year to determine whether it needs to add to or take from the money circulating in the economy. How is this accomplished? It's accomplished through the buying or selling of U.S. Treasury Bonds. By buying these bonds, the Fed, as it's commonly referred to, adds to the money available in the economy by depositing money into banks when it purchases the bonds. This gives the banks more money to loan out. If the Fed determines that it needs to reduce the amount of money available, it sells bonds. This reduces the amount of money in the economy because individuals and businesses withdraw money from their bank accounts to buy the bonds and, as a result, banks have less cash to lend out. 

· Adjusting the Discount Rate. The discount rate is the interest rate that financial institutions pay to borrow money from the Federal Reserve. This rate affects the economy because when the discount rate is high, banks make fewer loans because it costs them more to borrow money to use for these loans. When the discount rate is lower, banks make more loans because they don't have to pay as much to borrow the money from the Federal Reserve. 

· Reserve Requirements. The Fed uses reserve requirements to increase or decrease the interest rate for borrowing money. Let's examine how this works. All financial institutions are required to keep a specific amount of money on reserve with the Fed. How much depends on the type of institution and its size. Funds over the reserve amount are available for loans to businesses and consumers. The Fed tracks these reserve requirements on a daily basis. When the Fed wants to increase growth in a sluggish economy, it lowers its reserve requirements, which in turn lowers the interest rates for borrowing money. Banks have more money to lend to businesses and consumers, at lower interest rates, which can stimulate the economy. More businesses are started and jobs are created, and possibly a recession can be avoided.

 In the opposite situation, if the economy is booming, the Fed can increase the interest rate for loans to businesses and consumers by raising its reserve requirements. An increase in reserve requirements means banks have less money to loan and, therefore, the cost of borrowing goes up.

DEPOSIT MULTIPLIER:

A value representing the ratio of bank reserves to bank deposits. If bank reserves increase, bank deposits may increase by the amount of the increase times the deposit multiplier.
MONEY MULTIPLIER:

Money multiplier is when one bank loans money , that money is generally deposited into another or the same bank thus creating more deposits and reserves to be lent out. The money multiplier is the amount of the money that the banking system generates with each dollar of reserves. the money multiplier is the reciprocal of the reserve ratio.

DEMAND FOR MONEY: 

· The quantity of money equals the quantity of money divided by the price level. 

· The quantity of money demanded depends on the nominal interest rate, real GDP, and financial technology. 

· The higher the nominal interest rate, other things remaining the same, the smaller is the quantity of money demanded. 

· Increases in real GDP increase the demand for money. Some advances in financial technology increase the demand for money, and some advances decrease it. 

· Each day, the price level, real GDP, and financial technology are given and money market equilibrium determines the nominal interest rate. 

· To lower the interest rate, the Fed increases the quantity of money. To raise the interest rate, the Fed decreases the quantity of money. 

An increase in the interest rate will lead to a reduction in the demand for money because higher interest rates will lead investors to put less of their portfolio in money (that has a zero interest rate return) and more of their portfolio in interest rate bearing assets (Treasury bills).
An increase in the income of the investor will lead to an increase in the demand for money. In fact, if income is higher consumer will need to hold more cash balances to make transactions (buy goods and services).

 An increase in the price level P will lead to a proportional increase in the nominal         demand for money: in fact, if prices of all goods double, we need twice as much money    to make the same amount of real transactions. Since the nominal money demand is proportional to the price level, we can write the real demand for money as the ratio between MD and the price level P. Then, the real demand for money depends only on the level of transactions Y and the opportunity cost of money (the nominal interest rate): MD/P = L(Y, i*) 
RELATIONSHONSHIP BETWEEN MONEY AND PRICE LEVEL AND INFLATION:
· In the long run, real GDP equals potential GDP and the real interest rate is the level that makes the quantity of investment demanded equal the quantity of saving supplied in the global financial market. 

· The nominal interest rate in the long run equals the equilibrium real interest rate plus the expected inflation rate. 

· Money market equilibrium in the long run determines the price level. 

· An increase in the quantity of money, other things remaining the same, increases the price level by the same percentage. 

· The inflation rate in the long run equals the growth rate of the quantity of money minus the growth rate of potential GDP. 

· The equation of exchange and the velocity of circulation provide an alternative way of viewing the relationship between the quantity of money and the price level (and money growth and inflation). 
Inflation has four costs: tax costs, shoe-leather costs, confusion costs, and uncertainty costs. The higher the inflation rate, the greater are these four costs.
The benefits of a stable value of money are: capital preservation, less volatility/market risk, higher return/enhanced yield, and customization/convenience. 
THE FEDERAL BUDGET PROCESS
The federal budget process is an enormously complex mixture of administrative routines and mechanisms designed to bias decisions, avoid blame, or reduce conflict. This course explores the structures of federal budgeting in terms of its varied goals and in the context of the wider governing process. The course will review the budgetary process in both the executive and congressional branching, as well as the interaction of those two systems. In order to gain understanding of the difficult policy choices and political pressures policymakers face, students will be asked to do a simulation of a budget process within the executive branch. The role of entitlements, scoring issues, and tax policy will be examined in the context of the debate over budget policy. The course will start with a short primer on finance theory.
FISCAL AND MONETARY POLICY: 
Monetary policy is the process of managing money supply to achieve specific goals—such as constraining inflation, achieving full employment or economic growth. Monetary policy can involve changing certain interest rates, either directly or indirectly through open market operations, and setting reserve requirements. The central bank is the sole issuer of banknotes and bank reserves. That means it is the monopoly supplier of the monetary base. By virtue of this monopoly, it can set the conditions at which banks borrow from the central bank. Therefore it can also influence the conditions at which banks trade with each other in the money market. It is widely agreed that in the long run – after all adjustments in the economy have worked through – a change in the quantity of money in the economy will be reflected in a change in the general level of prices. But it will not induce permanent changes in real variables such as real output or unemployment.This general principle, referred to as "the long-run neutrality of money", underlies all standard macroeconomic thinking. Real income or the level of employment are, in the long term, essentially determined by real factors, such as technology, population growth or the preferences of economic agents.In the long run a central bank can only contribute to raising the growth potential of the economy by maintaining an environment of stable prices. It cannot enhance economic growth by expanding the money supply or keeping short-term interest rates at a level inconsistent with price stability. It can only influence the general level of prices. Ultimately, inflation is a monetary phenomenon. Prolonged periods of high inflation are typically associated with high monetary growth. While other factors (such as variations in aggregate demand, technological changes or commodity price shocks) can influence price developments over shorter horizons, over time their effects can be offset by a change in monetary policy.

fiscal policy refers to efforts by the government to stimulate the economy directly, through spending. The term fiscal policy also refers to the expenditure a government undertakes to provide goods and services and to the way in which the government finances these expenditures. Automatic fiscal stabilizers help moderate economic fluctuations. The contribution discretionary fiscal policy can make in combating economic recessions is more debatable. The long lags that typically characterize major changes in fiscal policy weaken the role discretionary policy can play during the relatively short recessions the U.S. has experienced. In some cases, the direct impact of current fiscal spending and taxation may be reduced or even offset as households and firms react to the expectation of future fiscal actions. While the situation would differ should the U.S. economy suffer a major economic downturn or should the Federal Reserve's benchmark interest rate reach zero, monetary policy and automatic fiscal stabilizers remain the first line of defense for ensuring short-run economic stability. As economic activity fluctuates, fiscal expenditures and taxes respond automatically in ways that stabilize the economy. For example, during an economic slowdown, government spending on unemployment benefits rises automatically as the unemployment rate rises. This increase in spending is automatic in that it does not require explicit actions by Congress or the President. Similarly, tax payments decline automatically when the economy goes into a recession. While the automatic adjustments of federal spending and taxes work to stabilize the economy, not all automatic fiscal adjustments are stabilizing. State and local governments also see their tax revenues fall during recessions, but, because many of these governments must balance their budgets annually, they often must cut spending during recessions. In addition to the automatic responses of fiscal policy, governments may make discretionary fiscal changes in the face of an economic downturn. Expansionary fiscal policy aims to boost demand and output in the economy either directly, through greater government expenditures, or indirectly, through tax reductions that stimulate private consumption and investment spending. 
In general, Both fiscal and monetary policies affect aggregate demand. But because discretionary fiscal policy changes in the U.S. are often difficult to enact in a timely fashion, automatic fiscal stabilizers and discretionary monetary policy are commonly viewed as the primary policy tools for macroeconomic stabilization. However, there are situations in which monetary policy might be unable to stimulate the economy, and discretionary fiscal policy would be needed to combat a recession. In the face of a recession, central banks reduce interest rates, but no central bank can lower interest rates below zero. If interest rates fall to zero, as occurred in the U.S. during the Great Depression and in Japan in recent years, monetary policy may be unable to stimulate the economy further, and discretionary fiscal policy would be needed to expand the economy.
.

