Note Packet - Monetary Policy

I.  Monetary Policy:  Actions by the Fed's Open Market Committee (FOMC) to increase or decrease the overall money supply (which increases or decreases banks' excess reserves, which increases or decreases interest rates, which increases or decreases Investment Ig).
A.  Expansionary Monetary Policy – Increasing the money 
supply/banks' excess reserves.  
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	1.  Effect? -  It shifts AD to the right (More on this later), increasing equilibrium GDP output (and increasing the price level).

2.  Why do this?  -  To battle a recession (shrinking GDP usually with high unemployment).


B.  Contractionary or Restrictive Monetary Policy - Decreasing the money supply/excess reserves.  
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	1.  Effect?  - It shifts AD to the left, decreasing equilibrium price (and output).

2.  Why do this?  - To battle high inflation.



II. Tools of Monetary Policy?

A.  Altering the Reserve Ratio - the percentage of checkable deposits that banks must keep in reserve.  

1.  Increasing the RR =  Requiring banks to keep a larger percentage of checkable deposits in reserve (a smaller monetary multiplier (1/RR).  Therefore, fractional banking creates less money.

2.  Decreasing the RR ( a larger monetary multiplier; therefore, fractional banking creates more money.

B.  Altering the Discount Rate

1. One way for a bank to acquire more reserves is by borrowing money from the Fed.

2.  The interest that the fed charges for these loans is called the 
discount rate (Note, it is an interest rate.  It is NOT a discount)

3.  Raising the discount rate (charging a higher interest rate for a 
loan). ( less borrowing by banks from the Fed ( fewer 
reserves ( less lending = less money created from fractional banking.

4.  Lowering the discount rate ( more borrowing by banks from 
the Fed ( more reserves ( more lending = more money 
created from fractional banking.

C.  Open Market Operations - Buying and selling government securities.

1.  Government securities and money.

a.  Government securities are interest earning loan instruments issued by the federal government to finance past budget deficits.

b.  Examples include government bonds, treasury notes, and treasury bills which vary by their maturity time (when they can be redeemed.)

c.  Private citizens and commercial banks buy these bonds (with money) as investments.

d.  Government securities are not money.  They cannot be used to make purchases.  

e.  So as banks acquire more securities, they end up with less money/reserves.  As banks sell securities, the end up with more money/reserves.  

f.  The Fed buys and sells government securities to banks and the public to alter the money supply.  

2.  When the Fed buys (with money) government securities (which are not money) from banks it increases the money supply/excess reserves ( more money created from fractional banking.  

3.  When the Fed sells government securities to banks, it decreases the money supply/excess reserves ( less money created from fractional banking.    

4.  When the Fed buys government securities from the public, the public then has more money to put in a bank, still increasing the money supply/excess reserves.

5.  When the Fed sells government securities to the public, they have less money to put in a bank, still decreasing the money supply/excess reserves.  
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6.  Open Market Operations is the most widely used method 
of the FOMC to alter the money supply.

III.  Effects of Monetary Policy

A.  Decreasing the Money Supply/excess reserves shifts demand to the left.  How?  

1.  Contractionary/restrictive monetary policy makes money/bank reserves scarcer.



2.  When something is scarce, its price goes up.

3.  The price of money is the interest rate.  That is what you pay to borrow money.    

4.  When banks have few excess reserves, they raise their interest rates on the loans that they make.    

5.  Which component of AD for GDP is the most sensitive to changes in interest rates (C, Ig, G, Xn)?

6.  Investment is the most interest sensitive 
component of AD.

*Power Point Chapter 14, slide 33-20
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B.  So, restrictive/contractionary monetary policy makes reserves scarce ( increased interest rates ( a decrease in Ig ( a leftward shift in AD.

C.  Expansionary monetary policy has the reverse effect.

IV.  The Federal funds Rate.

A.  It is the interest rate that commercial banks charge each other when they lend each other money.  

B.  This is the interest rate that the Fed targets the most directly with monetary policy.

C.  If they can get this interest rate to move where they want it, they know that the other interest rates will follow.    
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