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T H E  F E D E R A L  R E S E R V E  S Y S T E M



P U R P O S E S  O F  T H E  F E D

Regulate banks and keep 
financial plumbing running

Use monetary policy to control 
inflation and unemployment

This dual mandate is unique to the Fed





M O N E Y  S U P P L Y

How much money exists



Type of money M0 MB M1 M2 M3 M4
Notes and coins in circulation (outside Federal Reserve Banks and the vaults of 

depository institutions) (currency)
✓ ✓ ✓ ✓ ✓ ✓

Notes and coins in bank vaults (vault cash) ✓
Federal Reserve Bank credit (required reserves and excess reserves not physically 

present in banks)
✓

Traveler's checks of non-bank issuers ✓ ✓ ✓ ✓
Demand deposits ✓ ✓ ✓ ✓
Other checkable deposits (OCDs), which consist primarily of negotiable order of 

withdrawal (NOW) accounts at depository institutions and credit union share draft 

accounts.

✓ ✓ ✓ ✓

Savings deposits ✓ ✓ ✓
Time deposits less than $100,000 and money-market deposit accounts for 

individuals
✓ ✓

Large time deposits, institutional money market funds, short-term repurchase and 

other larger liquid assets
✓

Commercial paper ✓



M O N E Y  S U P P L Y

M0: Physical currency

MB: M0 + Fed notes and deposits

M1: M0 + checks

M2: M1 + savings accounts





H O W  T O  M A N I P U L A T E  
M O N E Y  S U P P L Y

Reserve requirements

Discount rate

Open market operations



F U N D I N G  T H E  F E D E R A L  G O V E R N M E N T

Congress

The Fed

Treasury

Big banks

Bonds and t-bills

$$$

Bonds and t-bills

$$$







F I S C A L  P O L I C Y

Government uses policy levers 
to influence the economy

Taxing and spending



D E B T  A N D  D E F I C I T S

Deficit
Revenue − expenditures in 1 year

Debt
All the past deficits added up







F E D E R A L  G O V .  ≠  H O U S E H O L D

Government can create money 
with Fed/Treasury magic

There’s no due date

Treasury bonds are exceptionally 
stable = super low interest rates

Only real limit to government expenditure is inflation, not taxes; 
theoretically there could be no need to tax



M A I N  D E B T / D E F I C I T  Q U E S T I O N

Can the economy absorb new 
government spending without 

driving inflation?
Balancing the federal budget is a helpful trick for curbing 

inflation, but not all that necessary



Monetary policy Fiscal policy
Money supply

Interest rates

Bonds

The Fed

Taxation

Public spending

Congress and the 
Executive Branch



M U LT I P L I C AT I V E  
P R O D U C T S ,  I N C .



202 × 87 243 × 22 992 × 37
562 × 60 141 × 90 536 × 21
724 × 20 510 × 24 553 × 92
268 × 38 262 × 19 776 × 35
384 × 93 783 × 56 257 × 21



17,574 5,346 36,704
33,720 12,690 11,256
14,480 12,240 50,876
10,184 4,978 27,160
35,712 43,848 5,397





E X T E R N A L  E F F E C T S
(aka externalities)

A cost or benefit to 
someone who did not 

choose that cost or benefit

Social marginal cost/benefit







648 × 38 135 × 58 396 × 22
661 × 11 296 × 27 551 × 39
108 × 37 573 × 45 709 × 23
699 × 14 848 × 24 378 × 19
853 × 56 332 × 12 237 × 29



24,624 7,830 8,712
7,271 7,992 21,489
3,996 25,785 16,307
9,786 20,352 7,182
47,768 3,984 6,873





660 × 13 923 × 37 681 × 60
309 × 55 374 × 22 788 × 13
354 × 11 556 × 21 166 × 74
363 × 18 281 × 37 745 × 95
372 × 52 598 × 13 544 × 95



8,580 34,151 40,860
16,995 8,228 10,244
3,894 11,676 12,284
6,534 10,397 70,775
19,344 7,774 51,680





E X AM P L E S

Pollution Vaccinations

Cell phones and driving

Car alarms Internet bandwidth

Research Education



Positive 
production 

effects

SMC below MC

Basic research

NSF, NIH, NEA



Negative 
production 

effects

SMC above MC

Pollution



Positive 
consumption 

effects

SMB above MB

Car alarms



Negative 
consumption 

effects

SMB below MB

International 
airline travel


