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Chapter 14
Monetary Policy
Monetary policy is the use of money and credit controls to influence macroeconomic activity.

I.
The Federal Reserve System

Federal Reserve Bank

The regional Fed banks perform many critical services, including the following;

· Clearing checks between private banks

· Holding bank reserves 

· Providing currency 

· Providing loans 

· Developing macroeconomic models and economic reports.

Board of Governors 

7 individuals with a 14 year term, they are appointed by the president and confirmed by the U.S. Senate.
The Fed Chair 

The Chairman is selected four year term individual who is appointed by the president. 

II.
Monetary Tools

The basic tools of monetary policy are:
· Reserve requirements 

· Discount rate 

· Open-market operation

Reserve requirements 
Required reserve is the minimum amount of reserves a bank is required to hold by government regulation.

Denoted by

Required reserves = 
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· By changing the reserve requirements, the Fed can directly alter the lending capacity of the banking system.

Excess reserve is bank reserves in excess of required reserves.

Money multiplier is the number of deposit (loan) dollars that the banking system can create from $1 of excess reserves;

Money multiplier = 1÷ Required reserve ratio (RRR)
A changing in the reserve requirement causes 

· A change in excess reserves

· A change in the money multiplier 

Discount Rate 
Discount rate is the rate of interest charged by the Federal Reserve Banks for lending reserves to private banks.
Banks can ensure continual compliance with reserve requirements by maintaining large amounts of excess reserves. But this is unprofitable.

By keeping the minimum reserves the bank will profit, but it may fall below the Fed Requirements.  To achieve profit maximization with minimum reserves, a back may brow using the following three strategies:

· Federal funds rate,

· Security sales, and

· Discounting.
Federal Funds

These are the inter-bank borrowing for over night loans. 
Securities Sales 

It may sell the securities and deposit the proceeds at the regional Fed Bank.  
Discounting 

Borrow from the Fed itself.
Discounting is the Fed lending of reserves to private banks.

By raising or lowering the discount rate, the Fed changes the cost of money for banks and therewith the incentive to borrow reserves.

· High discount rate signals that the Fed wants a restriction on money supply.

Open-Market Operation
Open-market operations are the Federal Reserve purchases and sales of government bonds for the purpose of altering bank reserves.
The open-market levers are more flexible than changes in the reserve requirement, thus permitting minor adjustment to lending capacity 

Portfolio Decision

Banks hold some of the idle funds in stocks and bonds because they promise some income in the form of interest, dividend, or capital appreciation.

Hold Money or Bonds?

Banks have to determine whether they want to buy bonds or to hold money in the reserves.  The Fed influences the banks’ decision by changing the returns on bonds.  (The higher the return on the bond, the more attractive is the bond in question). 

Open-Market Activity 

The Fed buys and sells bonds in order to alter the level of bank reserves.  This is the purpose of the open-market activity.

Buying Bonds 

It is used to increase the money supply in the economy and reduce interest rates thought the US economy.  When the Fed buys bonds, we (banks and investors) get money from the bonds we are selling to the Fed.  Once we get moneys from the Fed, the stock of cash in the economy increases. 
Selling 

It is used to decrease the money supply in the economy and increase interest rates throughout the US economy.  When the Fed sells bonds, we purchase them with our money.  Once the transaction is completed, we (banks and investors) have less cash on hand.  Thus, the selling of bonds by the Fed reduces the money supply. 

Powerful Levers

Since the bank loans are the primary source of new money, the Fed has effective control of the nation’s money supply by using:

· Reserve requirements 

· Discount rate 

· Open-market operations

III.
Shifting Aggregate Demand

Expansionary Policy 
Shift to the right using monetary policy

· Lower discount rate

· Increase money supply – buying bonds

· Lower reserve requirements

Restrictive policy 

Shift to the left using monetary policy

· Increase discount rate

· Decrease money supply – selling bonds 

· Increase reserve requirements

Price vs. Output Effects 

Aggregate Supply 

It depends on the shape of the aggregate supply 

· Short-Run AS (Keynesian)
· Mid-Run AS (eclectic – Keynesian )
· Long-Run AS (classical or monetarist)
With an upward sloping (mid-run) AS curve, and expansionary policy causes some inflation, and restrictive policy causes some unemployment. 
With an infinite sloping (Long Run) AS curve, and expansionary policy only create higher prices.  Long-Run GDP does not change.  With an infinite sloping (Long Run) AS curve, and restrictive policy only create lower prices because Long-Run GDP will not change.
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