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4, Describe the three uses of money. ¢ As you read the section, look for

e 1T o evf F o ’ B
2. List the six characteristics of money. the definitions of these Key Terms:

3. Analyze the sources of money’s o ¢ money
value. i * medium of exchange
o parter
unit of account
» store of value
» CURTENCY

commodity mone . ) Sources of
: value
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fsat money

b Economics and You 1rs been a hot day, and you have just
arrived at your neighborhood store after playmg basketbau You grab a
soda and search the pockets of your je: You find a
pen, keys, and a chewing gum wrapper, but, unfortunately, no money.
Then you reach into your jacket pocket. Finallyl—a crumpled dollar bill.

You hand the money to the clerk and take a Iong3 cold drink.

Principles Money, like the dollar you used to b
serves the needs of individuals and society in many ways. a
means for comparmg Vaiues of goods and services, and it serves as a tore

of “:‘23 et the things we need and want. That money an y‘h"‘g that

vou would probably think of the
ists define money m terms of its
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as a medium of exchange, a
unit of account, and a store
of value

To expand your understanding of
this and other key economic terms,
visit PearsonSchool.com/PHecon




oud@ or services for another. Barter is
seill used in many parts of the world,
especially in traditional economies in Asia,
Africa, and Latin America. Tt is also some-
times used informally in the United States.
For example, a person might
mow a neighbor’s lawn in exchar 1;1 for
vegetables from the neighbor’s garder :m
gene ral, however, as an economy
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the relative value of items to
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To appreciate how much easier money
makes exchaﬂgegs suppose that money did
not exist, and that you wanted to trade
your partab}e E)‘VD player for a spanking

Y 01 r\ﬁ*f\ Md l" I1; ol lr“%

ha‘ve a grcat dea of troub]e making the
exchange. First, you would need to Fmd
a person who wanted to both sell t

model of mountain bike you want and
b:y your particular DVD player. Second,
this person would need to agree that your
DVD player is worth the same as his or

her bike. As you might guess, people in
barter economies S})Clld a great deal of
time and effort exchanging the goods they

have for the goods they need and want.
That’s why barter generally works well
only in small, traditional economies. In
those small ﬁ’FOHOKnl&A pe@pl, can devote

much of their tin xds.,
Now consider - your

transaction would be if you used money

as a medﬁum Oi“' exchange Aii you W(‘uid

on sale for $30. You know this is a good
price because you have checked the price of
the same or similar jackets in other stores.
You can compare the cost of the jacket
in this store with the cost in other stores
because the price is expr
way in every store in the United States—in
terms of dollars and cents. Similarly, you
would expect seeing a movie in a xh{:ab er
? cost about $8.00, a new DVD rental

bout $3.50, and so forth.

ﬁ‘f'fﬁ’m countries have their own forms
of money that serve as units of account.
The Japanese quote prices in terms of yen
the Russians in terms of rubles, Mexicans
in terms of pesos, and so forth.
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M()ney also serves as a store of value.
This means that money keeps its value
d on

if you decide to hold

on to—or store—it
instead of spending it. For example, when

you sell your DVD player to purchasc
a mountain bike, you may not have a
chance to purchase a bike right away. In
the meantime, you keep the money in
your wallet or in a bank. The money will

still be valuable and will be recognized as
)

can

a medium of exchange weeks or months
from now when you go to buy the bike.
as a g@od store of Val

Money serves a

economi
nflation, or a general increase in prices.
For "xampiﬂ suppose the United Stamg

ion  dur

t‘xm rfenc,ed 10-percent infla
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(Simulation Acﬁvi@f

Use of Money

You may be asked to
take part in a role-playing
game about alternatives
to printed money.

sSerices

o!wmmq that keeps iis
value if it Is stored rather
than spent




4 Without the
portability, divisibility,
and uniformity of our
currency, sharing a
restaurant bill wouid
be very complicated.
What other charac-
teristics are essen-
tial to a sound

cUrrency coins and
paper bills used as

e U T B S S

The Six Characteristics
of Money

The coins and paper bills used as money
are called currency. In the past soc1e-
~la

ties ﬁ ave 4180 l‘lse

salt, dried fish, furs, precious stones, gold,
and silver have all served as currency at
So have

porpoise teeth, rice, vvheat, aeasheﬂs, tulip

bulbs, and olive oil.
These items all worked well in the socie-
ties in which they were used. None of them,

JA C'lr‘\/‘*“r\ﬂ very nmﬂ 'n Our
7

various times in variou p]

RS LA

yver f(j’ over again. ‘
t or is easil dmm;ysd it cannot

wheat or olive woil,
for many years.
have ancient Roman coins that are more
than 2,000 years old. Although our paper

£ Tt lortmra
in ract, some COouectors
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money may not seem very durable, its ra
(cloth) content helps $1 bills typically las
at least a year in circulation. When pape
bills wear out, the United States govern
ment can easily replace them. '

Portability
People need to be able to take money wit
them as they go about their daily bus
ness. They also must be able to transfer
money easily from one person to anothe
when they use money for purchases. Pape
money and coins are very portable, o
easy to carry, because they are small and
light.

To be usefu] money must be easily divided
into smaller denominations, or units o
value. When money is divisible, peop
can use only as much of it as necessar
for any exchange. In the sixteenth an
seventeenth centuries, people actually used
parts of coins to pay exact amounts fo
their purchases. Spanish dollars, wide
circulated in the American colonies, we
often cut into as many as eight “bits,”
reason these coins came t

nieces. Fl"\r ‘i‘hjﬂ

it Lil

be called “pieces of eight.”

Today, of course, if you use a $20 bill to
pay for a $5 lunch, the cashier will not rip
your bill into four pieces in order to ma
change. That’s because American currency,
like currencies around the world, consists
of various denominations—$5 bills, $1
bills, and so on.

7
Any two units of money must be uniform
that is, the s;xmumm terms d what th

value of products, becau
fish can vary. Pictu

§

ts people would hav
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the size of a dried
he argument
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suppose a society uses certain pebbles as
money. These rare pebbles have been found
only on one beach. One day, however,

someone finds an enormous mpp y “‘
' i different beach. Now

anyvone «

can scoop up these pebbles by the
mufui Since Lheaa pebbles are no longer

the supp‘%y of money in
ficz 101, the Federal
Reserve is able to keep just the right
amount of money amnab;c You'll read
more about how the Federal Reserve

its actions,

mvriteyre ario aditiere the min
UL dlivd dujlicsts Wi Ly

Chapter 16.

Finally, everyone in an economy must be
able to take the objects that serve as money
and exchange them for goods and services.
When you go to the store, why does the
person behmd the counter accept your

aney ic 111Q
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accepted because the owner of the store
can spend it elsewhere to buy something
he or she needs or wants.

In the United States, we expect that
ather people in the country will continue to

“ept paper money and coins in exchange

5 1 ALix

sr our purchases. If people suddenly lost
confidence in our wrmmcy"&e value, they
wmﬂd no longer be willing to @eEE goods

A 4 f E
. e e -
and services in return for dolla

- CHECHPOINT Why would gold cease to
be o good form of currency if scientisis
couvld create gold ouf of sand?

i H I s EY}, your
pocket They are durabie and portable:,
They are also easily divisible, uniform, in
limited supply, and accepted throughout
the country. As convenient and practical as
they may be, however, bills and coins have
very little value in and of themselves. What,
then, makes money valuable? The answer
is that there are actually several possible

epending on

Americans used both
commodity and rep-~
resentative money
uLii‘iﬁL, the colonial
period. Representative
money was used until
1913, when the first
Federal Reserve notes
were issued. What
are some advaniages
of fialt money over

e rrieaeiify el
COIMImoGiLy ana

represerniative
money? ¥




© 2004, Mike Twohy.

M2Ecomics @ aol.co
) e "
& . Pottr o i, S

f o oMH-—"
O pohmtor el
U A, & € Pk Sua

& @ A crCET LA
P B LawE FLw e

wios dnoibjsiuoopes

A To be useful as
commodity money,
the commodity has
to have some value.
Why are cattle
more useful as
commodity money
than the frog?

commodity money
obiects that have value
of themsealves and
that are also used as

entative money
f&bject s that have value
because the holder
can exchange them for
something else of value

specie ccined money,
usually gold or silver,
used to back paper
money

254

GCommedity Money

A commodity is an object. Commodity
money consists of objects that have value in
and of themselves and that are also used
as money. For example, various societies
have used salt, cattle, and precious stones
as commodity money. The usefulness of
objects is what gives them value. If not
1sed as money, salt can preserve food and
make it tastier. Cattle can be slaughtered
their meat, hides, and horns. Gems can
z'«{“zg iwﬁmf Tobacco,
'1 as commodity

6‘“

be made into beau
a

corn, ,:md COtton

l

money in the Ameri

ts good to use as money.
Cows and bulls
are not aﬁ that portable, or even durable.

i ble, at least not if you

fﬂ""igf-\ ERCINTIONETY

CLOL uuuic

w

As the Amerxcan colonies deveioped more
complex economic systems, tobacco and
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other objects were no longer universally
accepted as money. The colonies needed
a more convenient payment system. They
turned to representative money to mee
their needs.

Representative Money
Representative money makes use of ob]ect
that have value solely because the holder
can exchange them for something els
of value. For example, if your brothe
gives you an IOU for $20, the piece of
paper itself is worth nothing. The promise
that he will do all of your chores for a
month may be worth quite a lot, however,
The piece of paper simply represents his
promise to you. >
Early representative money took th
form of paper receipts for gold and silver
Gold or silver money was heavy and thu
enient for customers and merchant
to carry around. Each time someone mad
a transaction, the coins would have t
be weighed and tested for purity. People
therefore started to leave their gold in gold
smiths’ safes. Customers would carry paper
ownership receipts from the goldsmith to.
show how much gold they owned. After.
a while, merchants began to accept gold-
smiths’ receipts instead of the gold itself.
In this way, the paper receipts became a
early form of paper money.
Colonists in the Massachusetts Ba

Colony first used representative money i
the late 1600s when the colony’s treasure
issued bills of credit to lenders to hel
finance King William’s War. The bill
of credit showed the
colonists had loaned to the Massachusett
g)vcrrm*ent Holders of these DIH‘, coul

er for specie, o ns mad

s u)

exact amount tha

assmd Yﬁ‘;}rt%@fﬁiafwf money
Continentals to finance the war again
England. Unfortun szdy few heap&e were
able to redeem these early paper currencies
for specie because the federal gove:
ment had no power to coll i8]
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the Constitution replace
f in 1789, tl
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of Confederation



_ government depended on the states’ volun-  silver on hand to be able to convert all fiat money objects
tary contributions to fill the treasury. Asa  paper dollars to gold if the demand arose. ;hgg\?z:’:n;’::]‘:i::"a”se
result, the federal treasury held very little  Some silver certificates circulated until = gecreed that they are

old or silver to back the Continentals. 1968, but for the most part, the govern- an acceptable means to

People even began to use the phrase “not  ment stopped converting paper money Pay debts
worth a Continental” to refer to some-  into silver or gold in the 1930s.
thing of no value.

@%During the summer of 1780, this If you examine a dollar bill, you will see
wretched “Continental” currency fell into George ‘\Washmgron s picture on one side.
contempt. As Washington said, it took a To the left of the portrait are the words

wagon-load of money fo buy a wagon-load “This note is legal tender for all debts,

of provisions. At the end of the year 1778, public and private.” In essence, these words
the paper dollar was worth 16 cents in mean that this Federal Reserve Note is valu-
the northern states and twelve cents in able because our government says it is.

the south. Early in 1789 its value had United States money today is fiat money.

\ fiat is an order or decree. Fiat money, also
called “legal tender,” has value because
a government has decreed that it is an
acceptable means to pay debts. Further- :
more, citizens have confidence that the it
money will be accepted. It remains in limited

Later, the United States government supply, and therefore valuable, because the
issued representative money in the form of ~ Federal Reserve controls its supply. This
silver and gold certificates. These certifi-  control of the money supply is essential for el
cates were “backed” by gold or silver. In @ fiat system to work. If the money supply "
other words, holders of such certificates =~ 8rOWS toO large, the currency may become :
could redeem them for gold or silver at a  worthless due to inflation.
local bank. The United States government &/ ¢HECKPOINT Why is commodity money
thus had to keep vast supplies of gold and impractical for use in our modern society? i

fallen to two cents and before the end

of the year it took ten paper dollars o

make a cent. A barber in Philadelphia
papered his shop with bills. 55

—John Fiske, The American Revolution, 1896

: to build a
Es;entlai ﬂﬂ%ﬁtﬂﬂﬁg response to the Essential
“Journal T Question, go to your
Essential Questlons Journal

& Guiding Question 6. Describe how American dollars are Quick Write

1. Use your completed concept web divisible. 11. Reread Sources of Money’s Value
to answer this question: How does 7. Salt has been used as money in in this section. Write a short essay i
money serve the needs of our society? some societies in the past. Is salt an answering the following questions: i

2. Extension Money heips people and example of commadity money or What are the advantages and T
oroups in a society meet their neads. representative money? Explain. disadvantages of each? Which kind ;

individuals, governments, and ché’f
& 5 buy things

s harter work?

v from the way

9. Predict What might happen if
currency were not portable, or easy

3. identify the three uses of money. to carry?

4. Would a pair of sneakers be a good 10. Summarize {(a) What was the problem
store of value? Explain why o with the Continentals issued during
why not, the American Revolution? (b) Describe

£ ey e tinad

a challen e auxng suvmnme s inat
zssue representative money in the

PR N P

orm of silver and gold certificates.

5. Economists use six characteristics
to judge how well an item serves as
currency. List these six characteristics.

CHAPTER 10 SECTION 1 285




SECTION 3 )Banking‘ Today

OBJECTIVES
1. Explain how the money supply in
the United States is measured.

2. Describe the functions of financial
institutions.

3. Identify different types of financial
institutions.

4, Describe the changes brought
about by electronic banking.

monay supply all the

demand deposit

money in a checking
account that can be paid

out “aon demand ” or at
cut “on demand,” or at

any time

264 MONEY AND BANKING
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As you read the section, look for the
definitions of these Key Terms:

s money supply e default

e liquidity s mortgage

s demand deposit ¢ credit card

e money market e interest
mutual fund @ principa{

» fractional e debit card -
reserve * creditor Banking
banking Services

» Economics and YOU s Friday. You just got your paycheck
for the week. You take it to b nk, where you fill out a deposit slip an
then stand in line and wait. wait... and wait for the next available
teller. Hold on a minute. Th scenario is out-of-date! You don’t have
time for standing in line. You deposit your check quickly at an ATM.
Or better yet, you have arranged to have your week’s pay electronically
‘deposited directly into your bank account.
Principles in Action Financial institutions provide these electronic
services—and many others suited to the computer age. They issue credit
cards, make loans to businesses, and provide mortgages to prospective
home buyers. They also manage automated teller machines that enable a
person to depoqn: or withdraw money in almost any place on the globe. In
] iic transactions, the framona}

you need With currency—the
is money. So are traveler’s
nt c‘cpamuj cmd a variety of f‘t%e; omponer

inited States money supnil

kN
bills and coins in your
checks, checking accou

AL L

M1 represents money
yay for goods gihij Service
have ;quwﬁawg or th

As v

of currency held rency. heid
checking ac

vaults, Another ‘;a ge comnoncnt of M1 is ucuumu in check

>

Funds in checking accounts are a}w c,&ﬂed demand @egjﬁgéis, ‘be«,au&

S
] N .
a “on i; at any time,

checks can be pai



Until the 1980s, checking accounts
id not pay interest. When they began
aying interest, the Fed introduced a new
omponent to measure M1, called other
heckable deposits, to describe those
ccounts. Today this category is not as
eaningful as it once was, since many
hecking accounts pay interest if the
alance is sufficiently hig}‘

Tlavuur s checks make up a very small
part of M1. Unlike personal checks, travel-
r’s checks can be easily turned into cash.

M2

M2 consists of all the assets in M1 plus
everal additional assets. These additional
M2 funds cannot be used as cash directly,
ut can be converted to cash fairly easily.
M2 assets are also called near money.

For example, deposits in savings
accounts are included in M2. They are not
included in M1 because they cannot be
used directly in financial exchanges. You
cannot hand a sales clerk your savings
account passbook to pay for a new back-
pack. You can, however, withdraw money
from your savings account and then use
that money to buy a backpack.

Deposits in money market mutual funds
are also included as part of M2. These
are funds that pool money from a large
number of small savers to purchase short-
term government and corporate securities.
They earn interest and can be used to cover
checks written over a certain minimum
amount, such as $250. You will read
more about money market mutual funds
in Chapter 11.

" CHECKPOINT Which cafegory of the

money supply includes deposiis in
money market mutval funds?

Functions of Financial
institutions

Banks and other financial institutions
are essential to managing the money
supply. They also perform many func-
tions and offer a wide range of services to

Banks prov1d a safe, convenient place for
people to store money. Banks keep cash
in fireproof vaults and are insured against

o by <

the loss of money in the event of a robbery.

Savings deposits $2,902.1

Retail money market funds $805.0

i ; mall denomination time deposits $388.7
raveler's checks $6.7 Total M1 $1,366.2

 Totalmi $1,366.2 Total M2 $5,472.0

Other checkable
denosits 22.5%
Traveler's checks 5%

tndividual categories may be affectad by rounding.
SOURCE:; Statistical Supplement to the Federal Reserve Bulletin, July 2007

B Sma
fime dﬁnaﬂ*xiﬂ /%
B M1 25%

CHAPTER 10 SECTION 3

meney market mutual
fund a fund that pools
money from small savers
{0 purchase short-term
government and corporate
securities |

| Personal Finance

| For more help in finding

| the right bank, see

| your Personal Finance

' Handbook in the back
of the book or visit
PearsonSchool.com/PHecon

GRAPH SKILLS

To keep track of the

money supply in the

United States, econ-

omisis divide the

money supply into
two main categories,

M1 and M2,

1. What is the larg-
est component of
M’f ? What is the

COMpo-

ference betweer
M1 and M27

Acﬁorz Graph

For an animated version
of this graph, visit
PearsonSchool.com/PHecon
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In fractional reserve banking, banks keep a fraction of their
funds on hand and lend the remainder to customers.

it’'s been a good week
at Acme Products, so
owner Don Hennessey is
able to deposit $10,000
in his account at the
Friendly Bank.

‘Original Deposit

As you read in Section 2, FDIC insurance
protects people from losmg their money if
the bank is unable to repay funds.

e a o
Banks offer a variety of ways for people
. Four of the most common
avings accounts, checking

market accounts,

Liksiin ¥ R R AEE

an U

)
{
4

[ (
Savings  accou

y ccounts that ﬁay a ﬂigﬂéf
rate oi nterest than savings and checking

accounts. Mones Iu&ﬂi@l accounts allow

26 MONEY AND BANKING

How does the fractional reserve system work?

Marco Gonzalez wants to
buy a car. Friendly Bank can
lend him 80 percent of the
money Don deposited, or
$8,000. The bank holds 20
percent, or $2,000, in reserve.

Of (h(’ckb. Int

but can move up or down. CDs, on the
other hand, offer a guaranteed rate o
interest. Funds placed in a CD, however
cannot be removed umii the end of a
certain time period, sucl ‘

cirll

years. Customers who c
that time pay a penalty for ear

before

g hud in safe storage for their
customers. They would charge a small fee

L +hic cpry
i

31 11118 sery ice,

In early banks, those receipts were ful

l‘r[‘t’"l

ustom @'”*wm nm

o~

backed by gold—




The car dea‘%

Vel

bank hol
&1,600

i & owner of the furniture
store deposits the $6,400 in the
Friendliest of All Bank. The bank
then lends 80 percent of $6,400,
or $8,120, to C.S. Perking, to

help him pay for college. The
bank puts the remaining

$1,280 in reserve.

a receipt could be sure that the goldsmith
kept the equivalent amount of gold in
his safe. Gradually, however; goldsmiths
realized that their customers seldom, if

T ST e
LAy wARib

out half

pmf m% le
borrowers and

fl‘acmon of its mnd@, on uaﬂci and lends
out the remainder is called fractionat
reserve banking. Like the early banks,
today’s banks also operate on this prin-
Clple. They ,end money to homeowners

for home improvements, to families to

i For an animated, interactive version of
- this feature, visit PearsonSchool.com/PHecon

i
i
|
i

wit E’\ﬁmwa;a

1. By Step 3, how much of the original $10,000
is still being held in bank reserves?

2. What would happen if banks were required

to keep all deposits in reserve?

pay for college tuition, and to businesse

The more money a bank lends out, and
the higher the interest rate it charges
borrowers, the more profit the bank is
iﬁfm& Emnkﬂ

ar 1“

%

1255, Lour E‘;U S1Iess

m;f;;wa(;w a‘?c:—:mw‘

ai
window- w;z‘;é)m;z@*us
will need supph
and ia&der& SO
m-:;kﬁ y@fw

-

pfmkers must, however, consider the
security of the loans they make. Suppose

CHAFTER

fractional reserve
Banking a banking
system that kesps only
a fraction of its funds on
hand and lends out the
remainder

0 SECTION 3 2a7




Possible Careers
e Real estate agent

e Real estate manager
@ Building inspector

e Surveyor

e Commercial industrial

designer

e Grounds maintenance

worker

default failing to pay
back a loan

mortgage a specific
type of loan that is used
to buy real estate

credit card a card
entitling its cowner to
buy goods and services
based on the owner’s
promise to pay for those
goods and services

interest the price paid
for the use of borrowed

money

 Personal Finance

- For more about simple

! and compound interest,
ae your Personal

Hnance Handbook in the
back of the book or visit
PaarsonSchool.com/PHecon
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Profile: Real Estate Appraiser

Duties:

e gstimate the value of property for a variety of purposes,
such as to assess property tax, to determine a saies

price, or to determine the amount of a mortgage

Education:

e Must be licensed or certified, which requires advanced

training and passing one or more examinations.

Skills:
= good analytical and
mathematical skills
e ability to pay
attention to detail
and to work well
with people or alone

e $46,130 (2007)
Future prospects:

heir
part,

ot

borrower default, or fail to pay back
loans. Then the bank may lose a large
or even the entire amount, of the money it
has loaned. Bankers therefore always face
a trade-off between profits and safety. If
they make too many bad loans—loans that
are not repaid—they may go out of busi-
ness altogether. (See your Personal Finance
Handbook to learn more about banks and
the services they offer.)

ar

"U

[ )
BARNY

A i"i“sri’ﬁaqe is a specific type of loan that
is used to buy real estate. Suppose the L

family wants to buy a house for $250,000.
They are unlikely to § ave the cash on
]

hand to r){* 35&%9 to p

ent of 2;( ercent uf ihe price of the
, OF ;%Jb"‘.u{j{}ﬁ Atter i

;” ».Wid}tXV(;F’thiﬁ{:SS) thei

bank
ro lend them the remaining $200,000 so

agrees

-t

that they can purchase their new house.

L . I I " A
Mortgages usually last for 15, 25, or 30

years. Aca()rdmg to the terms of their loan,
the Lees are responsible for paying back

Median Annuai Salary:

e Employment of appraisers and
assessors of real estate is
expected to grow, depending
on the market, faster than the
average for all occupations.

o Employment of appraisers will
grow with increases in the level
of real estate activity.

the loan, plus whatever interest the bank
charges, in regular monthly payments ove
a period of 25 years.

%ﬁ@am

Credit Cards ;
Another service that banks provide is
issuing credit cards—cards entitling their
owners to buy goods and services based
on the owners’ promise to pay. How do
credit cards work? Suppose you buy a
sleeping bag and tent for $100 on May 3.
Your credit-card bill may not arrive until
June. You do not actually pay for the gear.
until you pay that bill. In the meantime,
however, the credit-card issuer (often a
bank) 53&]@ mid the mw*mw goods.

o

b
i

will
store, Y«

is the pric
y. The
is called the ““‘iﬁ‘ieﬁa
Simple interest is interest paid only on.
principal. For example, if you deposit

interest

have read,
ihe use of burr‘wwwd money

As you
paid for

nt borrowed

amour
(LU



§100 in a savings account at 5 percent
gmple interest, you will make §5 in a year
assurning that interest is paid annually).

Suppose that you leave the $5 in interest
in the bank, so that at the end of the year
1 have $105 in vour account——§ $100 in
in interest. Compound
paid on both )mmpJ

JoL
principal and $3
Eme?fst 1$ nterest

nd accumulated That means tha
,m the second year, as long as you leave
both the principal and the interest in your
sccount, interest will
Figure 10.3 you can see how
paving compound interest grows over time.

g e ok ol
interest.

oe pdéd on $105. In

an account

e e mf Hﬁr“ e imr 5 qnl(c\ ac

*hs interest they receive from customers
who have taken loans. Banks, of course,
also pay out interest on customers’ savings
and most checking accounts. The amount
of interest they pay out, however, is less
than the amount of interest they charge on
loans. The difference in the amounts is how
banks cover their costs and make a profit.

W CHECKPOINT Why are checking accounis
more useful than CDs for peapie wheo
i must make frequent withdrowais?

Compound Interest

s of Financial
%@‘%gé %@ﬁ%@@%‘%g
] kmds of financial institutions
n the United States. These include
savings and loan
associations, mutual savings banks, and
credit m"xiom Duimg the 1990s, these

PR e b
commercial  banks,

financial institutions became more similar
L . i R . PR SO B cit
than msazmzi;ﬁ,, althoueh differences still
rermnain.

Commercial banks, which traditionally
served businesses, offer a wide range of
services today. Commercial banks offer
checking accounts, accept deposits, and
make loans to businesses and to indi-
viduals. Some commercial banks are
chartered by states and are regulated
by state authorities and by the Federal
Deposit Insurance Corporation (FDIC).
About one third of all commercial banks
are national banks and are part of the
Federal Reserve System. Commercial
banks provide the most services and play
the laréest role in the economy of any type
:

hanlke
D

O CRLEN o

(s

by

interest

Year Earned at 5%
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A bank uses the
money customers
have deposited to
lend to businesses

and other borrowers.

The bank uses this
income to cover its
costs and make a
profit.

1. What are the
sources of a
barnii’s income?

2. Why is the inter-
est banks pay
to depositors
at a lower raie
than the interest
banks charge to
tenders?

How Banks Make a Profit

Money Enters Bank

Deposits from
customers

Interest from
borrowers

Fees for

Money Leaves Bank

Interest and
withdrawals to
“customers

Loans to
borrowers: ...
® husiness loans
e fiome j
" mortgages S
# personal loans

Services

Bank retains
reserves

required

o

avings and Loan Associations (5&Ls),
read about in Section 2, were
: '1arf‘crei o ieﬁd money  for

a‘iw z"fﬁd»é f%ﬁ*“‘so

51

Bank’s cost of
doing business:
® salaries

- o taxes:
= other costs

to sell stock to raise additional capital.
These institutions became simply savings
banks because depaositors no longer owned

hay

5 g“’*l

A1 e national

economy. ln 5,{“\72@10( (mwm mer’s Savings
Bank of Worcester, Massachusetts, intro-

tiable Order of %
a type

& SHH rest,
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in the United States, their role in banking
has also increased dramatically. In fact,
computerized banking may revolutionize
banking i much the same way thar paper
currency changed banking long ago.

[

If you use an Automated Teller Machine
(ATM), you are already familiar with
one of the most common types of elec-
tronic banking. ATMs are computers
that customers can use to deposit money,
withdraw cash, and obtain account infor-
mation at their convenience. Instead of
navmv to conduct b&ﬁi‘;iﬂg business face-
to-face with -a teller during the bank’s
hourq of (s;)f’ ation, you can take care of

card o vyt
Ihcv can
equipped with
you :,@/ipe«“’
one of those machines, the
.

-
-
[
o
=t
~
&
-
<23
o
o
=
he)
ju]
o]
-t

H)QSS&&,“ to your bank tC

money from, your d‘xeckifg account. The
monty es direct ,iy into me store’s bank

a bank acco

Personal Fine
I tbaok in
of the oooV ot visit

Se nd money mnstanti v over t

WUTURe

Easy Access
The first electronic Automated Teller Machine network was unveiled in

dabit card a card usad
to withdraw money from

e Internet. PearsonSehosl.com/PHecon

Dallas, Texas, in 1968. Today, there are more than 1.5 million ATMs through-

out the world, in banks, stores, shopping centers, cruise ships, even on
ships in the U.5.Navy. Every eight minutes a new ATM is installed some-

per 100,000 people in a number of countries. Do you think the
wide gap in ATM access among nations will lessen over time?
Why or Why not?

Numb rof ATMsfor—E ¥ ry

SOURCE: Financial Sector Development Indicators, The World Bank

where in the world. Review the chart tracking the number of ATMs
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A Phone cards, gift
cards, and mass
transit cards are
among the many
useful types of
stored-value, or
smart, cards.

creditor a person or
institution to whom
money is owed

@g Giui sia?mg Question

1. Use your completed concept web to
answer thls quesuon What bank-

p; ovme 7
Extension If you w

o

1 3
checkgng QCCC;,EM :

mfhw S

banki ﬂg %‘xaﬂs hgmkq earn ap

4. What happens when ba:’mwers
default on their loans?
8. Describe a situation in which a person
would need a mortgage from a bank.
6. When would you pay interest?
. List at least three services that are
available through home banking over
the Internet.

=3

272 MONEY AND BA

NKING

accounts to creditors’ accounts.

G
8.

@

Automated Clearing Houses
Automated Clearing Houses (ACHs),
located at Federal Reserve Banks and their
branches, allow consumers to pay bills
without writing checks. An ACH trans-

fers funds automatically from customers

fical Thinking

Summarize (a) What kinds of money
are included in M1 and M27 (b} Why

do economists use these different

(A=t S o A

categories?

interest? Expiai

Math Skills

11.

Thereis a
simple i

nterest:

i = pri,
To find the interest (), multiply your
préncipai {p) times the interest rate ()

[y

e P s
uu!GD u HeR S i\:jti i us x.hi 3] Vf

A

simple form

LT L

creditor

. Extend If you are planning to leave
money in a savings account for

10 years, would it be better to
recaeive simple h*c{;rasi: or compound

b

is a person or institution to whom money
is owed.) People can use ACHs to pa
regular monthly bills such as mortgage.
payments, rent, utility bills, and insurance
premiums. They save time and postage
costs, and end any worries about forget
ting to make a payment.

%

Stored-Value Cards

Stored-value cards, or smart cards, ,
similar to debit cards. These cards carry
embedded magnetic strips or computer chips
with account balance information. College
students may be issued a smart card to
pay for cafeteria food, computer time, o
photocopying. Phone cards, with which

customers prepay for a specified amount o

long-distance calling, are also smart cards
as are gift cards. Some people even use a
speciai kind of smart card in place of a bank
account. They can make deposits, w
Lash, or pay bills with the card.
Will stored-value smart cards someday
replace cash altogether? No one can know
for sure, but private companies and public
lacﬂmes continue to explore new uses for
smart card technology.

- CHECKHPOINT How does a debif card w

ula for finding

T G e
IRE v Einv!@\:}k

To continue to build a
;sgential ﬁﬂegig@ﬂn response to the Essentiai
“Journal Question, go to your
Essential Questions Journal. § :

rate must be expressed in the form
of a decimal. For exampie, 1% inter-
est. would eqgual 0.01, and 10% inter
est would equal 0.10. The time is the
number of years your deposit draws

u.“r

int leSL i)t:F‘ this forr

to answer

aj Js‘;p;acsse YOUr basm nay:
of 6% per year. /»-”‘;af
s the i ”ﬂé?&?s'i rate in de

% U recei
vears?
Visit Pearson®

for addition a! m

9 waey F 5L 8 o, o
ool comil PHecon

ath helo.
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chapter 10; Money and Banking

Section 2 How has the
- American banking system
nanged to meet new
11 How does hel Keh%}m e
money serve the nesds i
of our society? Ex

services do finar
ingtitutions provide”

zecential Dueston, Chapter 10
. How well do financial
institutions serve

our needs?

g8 #8  FEueal

[ Probiem

Many dn‘ferem currencies
in the U.S. s
Gold did not support U.S. adopts gold | 1870s
U.S. currency standard |

No central decision=-making | Federal Reserve
authority fo regulate banks System

No central bank to monitor
ES6rves

i No¢ onvemem way of
nV 21 MHI{ gui‘

[
9.‘3

Yocabulary Support in
English and Spanish

QY

3 W'Mﬁ L

Sectien 3 What bankim;

Eggnﬁmiﬁ %@%%ﬁg%

money, p. 249
medium of exchange, p. 249
harter, p. 249
unit of account, p. 251
store of value, p. 257
currency, p. 252
commodity maney, p. 254
representative money, p. 254
specie, p. 254
fiat money, p. 255
bank, p. 256
national bﬁan, p. 257
bank rumn, py, 258
greenbackf,‘ p. 259
go’!‘di standérd, p. 259
central bank, p. 260
: membetj bank, p. 260
foreclosiwe, p. 263
money suppiy, p. 264
liquidity, p. 264
demand deposit, p. 264
money market mutual fund, p
feactional reserve banking, p.
default, p. 268
morigage, p. 268
credit card, p. 268

interest, p. 268

principal, p. 268

. 265
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Key Terms and Main ldeas

To make sure you understand the key terms and main ideas
of this chapter, review the Checkpoint and Section Assess-
ment questions and look at the Quick Study Guide on the
preceding page.

Critical Thinking
1. Predict Why is money acceptable to people in the
United States? If American merchants stopped accept-
ing dollars, predict how people might get the goods and
services they needed.
Evaluate (a) ldentify the powers the National Banking
Acts of 1863 and 1864 gave to the federal government.
{b) How did each of these powers help stabilize the
American banking system? {c} Which of these reforms do
you think contributed most to the stability of American
money and banks? Why?
Extend (a) In what
ways did the govern-
ment regulate banks
from the 1930s until
the 1960s7? (b} What
factors contributed
to the S&L crisis in
the 1980s? (¢} What
regulations could help
prevent ancther S&L
crisis in the future?
Select Suppose you
have $2,000 that you
want to save in the
bank for at least two
years. {a) List four
types of accounts

self-Test To test your understanding of key terms and
-, Main ideas, visit PearsonSchool.com/PHecon

where you could keep your money. (b) If interest rates
were very high, which account would be best? Explain
your choice.

Summarize (a) What are some reasons individuals need
loans? (b) How do businesses benefit from being able to
get loans? (¢} How do banks profit from meeting these
needs of individuals and businesses?

Applying Your Math Skills

Simple and Compound Interest

Interest works for you when you have savings and against
you when you have debt. The formula for simple interest is
principle X rate X time. To find a final balance with simple

interest, add the interest and the principal. The formula will
look like this:

B=prt+p
The formula to find a final balance using compound interest
uses the same original values as the formula for simple interest
principal, interest rate expressed as a decimal, and time. Here
is the formula for finding a balance using compound interest:
B =p(1+r)t
Visit PearsonSchool.com/PHecon for additional math help,

if you carried over a credit card balance of $400 on a
credit card that charges 2% per month (24% per year),
what would your balance be after one month?

If you missed the payment and incurred a $35 iate fee,
what would your balance be the second menth if you
made no additional charges?

If you made a $50 payment, what would your balance be
the third month?

Complete this activity to answer the Essential Question
How weil do financial institutions serve our needs?
imagine that after many years of service, you become
the manager of the bank that serves the neighborhood
in which vou grew up. Your responsibility to the bank is
to increase i ts profits. However, you also want to do
good & cormymunity. Using the worksh %&S"ﬁ
in your Essential Questions Journal or the electron
worksheet available at Paamenﬁchaoiacumlpﬁemm
gather the following information:

{8} In the first column, write the services you w
your customers,

(b} In the second column, write how these services
will benefit your neighborlood. For example, how
might giving people mortgages be good for the
neighborhood?

will offer

4§ uesi"m To respond to the chapte ssential Question

ey

ial Questions Jour Tighs.

en
S WU

Esse,} Bal T goto your Ess

Think about which services and benefits are most likely to
atiract customers to your bank, Based on your ideas, write on
r more advertising sfogans for your bank in the third colurmn,

@i@di‘f&; MNow suppose another bank opens ﬁewn t%e
ck from your bank. "‘%“»is

ﬁg‘%‘ sations. Describe hov

you to modify the service

chouse to advertise.

(8} The new bank offers free debit cards and electronic
banking through the Internet.

{b} The new bank offers low-interest mortgages—but
only to borrowers who have an excellent history of
paying back loans.

{el The new bank offers low interest mortgages to
poor people who want to live in their own house
but who may not be able to pay back their debt,




s the move toward a “cashless”
“economy good or bad?

nthe United States, people are replacing cash and paper
hecks with credit cards, debit cards, and electronic
anking in many situations. Some people argue that this
development has negative consequences for individuals
nd the economy. Others believe that going “cashless” can
- penefit the economy.

Document A
Non-cash Payments, 2003

—Other electronic payments
I12%

Credit card

\ 23%

ANALYZING DOCUMENTS

Document B

“The less cash that flows through our hands, the more
intangible it becomes and the more we lose our sense of
its real value.. Teohnoiogy is simply making it easy

not to count every dollar..

“Before you apply for a new “smart card,” consider the
fradeoff for convenience. The next time you’re making a
major purchase, say for a new washing machine, go to the
bank, take out $450 and count out that fistful of bills for
the sales clerk. You'll have a fuller appreciation of the cost,
the satisfaction of exchanging tangible earnings for your
betterment — and a sense of just what we're losing.”

—From “Cash: An Endangered Species,” by Chris Plummer, CBS
Marketwatch, June 8, 2004

Document ©

“Debit cards are often more convenient for consumers
than paper checks. ... Banks offer debit cards both
because consumers have come to expect them, and
because debit card transactions can be less costly for
banks to process than cash’or check transactions.
Finally, .... merchants find debit cards attractive because
it is often faster and less costly to accept payments by
debit card than by cash or check Card payments have

tlon speed is a pnonty for merchants, such as in check-out
lines and at fast food restaurants.”

—From “A Summary of the Atlanta Forum on i
Retail Payments,” The Federal Reserve Board

Use your knowledge of the “cashless” economy and
Documents A, B, and C to answer questions 1-3.

1. Document A shows that, of payments that were not
made in cash, the largest number were made by

g P e Py
. CNSCcKSs.

B. credit cards.
G, debit and cre
B, debit cards an

3 C‘Oﬁ":{}%ﬁ%ﬁ

ransac
J. People whe:} use electronic transactions are often
charged additional fee

The authors of Document B and Document C would
probabiv agres that debi
A, are convenient for consum .
B. should be used in more places.

C. benefit banks more than consumers.

0. help consumers borrow money easily.

BOUT ECONOMICS
Whether increasing electronic payments will help or harm
U.S. economy is an ongoing issue. Use the documents on
this page and resources on the Web site below 1o answer
o e 5F

question: fs the move toward a *“cashiess” ecornomy good
or bad? Use the sources to support your opinion.

in Partnership
THE WALL STREET JOURN

lated to this topic, visit
PearsonSchool.com/PHecon




