ECS 1601

Study Unit 2

Monetary sector

Money

· not a factor of production

· not income or wealth

· income = reward earned in the production

· wealth = assets that have been accumulated over time

Function of Money
Medium of exchange

Barter economy = 
economy that functions without money




requires double coincidence of wants

Forms of money
1. Anything that is generally accepted as payment for goods and services or that is accepted to settle debt.

2. Unit of account

3. Store of value

a. money most liquid form

b. standard of deferred payment

Measure of money
M1
- Coins and notes (in circulation outside the monetary sector) as well as demand deposits (including cheque and transmission deposits) of the domestic private sector with monetary institutions.

M2
- Equal to M1 plus all other short term and medium term deposits of the domestic private sector with monetary institutions.

M3
- Equal to M2 plus all long-term deposits of the domestic private sector with monetary solutions.

Financial Intermediary
Acts as a link between surplus units in the economy and the deficit units.

· Amount of reserves will determine the size of the credit multiplier.

· Cash reserve requirements at any bank, held in a non-interest bearing account at SARB.

· Banks create demand deposits by granting credit to their clients in form of overdraft facilities.

· Deposit cash into cheque account, no immediate change in the quantity of money.

· Greater monetary base, move opportunities for creating money.

· Government transactions exert influence on money supply.

· Transactions with foreign countries influences domestic money supply.

· Payments for import, negative effect on quantity of money.

· Country’s foreign resources increase,  it’s money supply increase.

South African Reserve Bank
· formulation and implementation of monetary policy

· service to the government

· provision of economic and statistic services

· maintaining financial stability

Supply of money

increase demand deposits = decrease cash

Banks obliged to hold 21/2% of their total liabilities to the public (demand deposits) in the form of cash reveres in a non-interest bearing account at the Reserve bank.

Credit multiplier

The credit multiplier refers to the ability of banks to create credit.  Credit is created when the bank lends money to a person or institution in the form of overdraft facilities.

A demand deposit is created when a person deposits a sum of money with a bank, which then creates a demand deposit in favour of that person.  Credit is created when the bank lends money to a person or institution in the form of overdraft facilities.  Although banks can create credit, there are definite limits to the amount that can be created.  Demand deposits may be withdrawn and each bank must therefore ensure that it always has sufficient cash reserves available to provide for cash withdrawals. 

The formula for the simple credit multiplier is 1/b, where b is the reserve requirements.  A reserve requirement of 10 implies a credit multiplier of 10.  In other words for every R1 increase in deposits the bank will be able to create R10 worth of credit. 

Demand of Money

Amount that various participants in the economy plan to hold in the form of money balances (cash and demand deposits).

The opportunity cost of holding any money is the interest that could have been earned had the money been used to purchase bonds instead.

	Liquidity preference theory of Keynes; three motives for holding money

	Motive
	Function
	
	Main determinant

	Transaction motive
	Medium of exchange
	Active balances
	Income

	Precautionary motive
	Medium of exchange
	Active balances
	Income

	Speculative motive
	Store pf value
	Passive balances
	Interest Rate


Total demand for money is equal to the demand for active balances plus the demand for passive balances. The demand for active balances is a positive function of the level of output and is represented as a vertical line in the money market diagram. The demand for passive balances is a negative function of the interest rate and is represented as a downward sloping ling.

Demand for money (liquidity preference)

L = f(Y,i)

L = quantity of money demanded

Y = national income

i = interest rate

Equilibrium in the money market = Demand determined money supply

