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The purpoze of this booklet iz to describe
the mechanical process of money creation in a
“fractional reserve” banking system. The ap-
proach is to illustrate the changes in bank bal-
ance sheets that occur when commercial bank
deposits change as a result of monetary action
by the Federal Reserve System—the central
bank of the United States. The relationships
shown represent potentials based on simplify-
ing assumptions. They should not be inter-
preted to imply a close and predictable relation-
ship between a specific central bank tranzaction
and the gquantity of money.

The introductory pages contain a brief gen-
eral description of the characteristics of money
and how the U.S. money system works. The
illustrations in the following section describe
two processes—how bank deposits expand or
contract in response to changes in the amount
of reserves supplied by the central bank, and
how those reserves are affected by both Fed-
eral Reserve actions and other factors. A final
section deals with some of the leakages that
modify, at least in the short run, the simple
theoretical relationship between bank reserves
and deposit money.
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Money iz such a routine part of everyday
living that its existence and acceptance are
ordinarily taken for granted. A user may sense
that money must come into being either auto-
matically as a result of economic activity or
as an outgrowth of some government operation.
But just how this happens all too often re-
mains a mystery.

What is money?

If money is viewed simply as a tool used to
facilitate transactions, only those media that
are readily accepted in exchange for goods,
gervices, and other assets need to be considered.
Many things—from stones to cigarettes—have
served this monetary function through the
ages, Today, in the United States, there are
only two kinds of money in use in significant
amounts—currency (paper money and coins in
the pockets and purses of the public) and de-
mand deposits (checking accounts in commer-
cial banks).* Since $1 in currency and §1 in

*This definition is consistent with the official “money
stock™ series.

demand deposits are freely convertible into
each other at the option of a bank's customer,
both are money to an equal degree,

The stock, or supply of money, then, has two
components: currency and demand deposits
held by private businesses and individuals (the
public). The distribution between these two
components depends solely on the preferences
of the public. When a depositor “cashes” a
check at a commercial bank, he reduces the
amount of deposits and increases the amount
of currency in ecirculation. Conversely, when
more currency is in circulation than is needed,
gsome is returned to the banks in exchange for
deposzits, Vault cash held by banks is not con-
sidered a part of the stock of money available
for spending by the nonbank publie.

While currency iz used for a great variety
of small transactions, most of the money pay-
ments in our economy are made by check.
Nearly 80 percent, or $170 billion, of the 3220
billion total money stock at the end of 1970
was in the form of demand deposits.






