Monetary Policy 
Consolidated Balance Sheet of the Federal Reserve Banks

Assets-securities (government bonds-Treasury bills (short term), Treasury notes (mid-term), and Treasury bonds (long-term)) Constitute Public Debt-mostly acquired from banks and the public

Loans to commercial banks, gives banks the ability to expand reserves

Liabilities  

Reserves of Commercial Banks –held at the Fed

Treasury Deposits- Treasuries’s money

Federal Reserve Notes Outstanding-claims against the bank

Tools of Monetary Policy

Open-Market Operations-most important instrument to influence money supply

Buying Securities-From Banks-call in bonds-return $ in form of bank reserves



         From Public-call in bonds-return $ in form of checkable deposits
When this is deposited in the bank, it is subject to reserve requirements that reduce the impact

Selling Securities-To Banks-issue bonds-reserves are reduced



          To Public- issue bonds-take money out of checkable deposits
When this is taken from the bank, it is subject to reserve requirements that reduce the impact

The Reserve Ratio

Raising the Reserve Ratio  reduces the amount of excess reserves

Lowering the Reserve Ratio increases the amount of excess reserves

The Discount Rate

“Lender of Last Resort”

Raising the Discount Rate- discourages banks from borrowing and decrease reserves
Lowering the Discount Rate- encourages banks to borrow and increases reserves

Easy (Money) Policy-Expansionary Money Policy-to increase money supply and increase Aggregate demand, output, and employment

Tight (Money) Policy-Contractionary Money Policy- to decrease money supply and decrease Aggregate Demand, output, and ease inflation.

Relative Importance

Open-market Operations have the advantage of subtle and direct impact

Reserve ratio is limited in its power, impacts bank profits, used sparingly

Discount rate is used often but is less important than open-market operations-Banks generally feel the need to borrow after  the fed has decided to sell bonds

Cause-Effect Chain

Money market affects→ Investment Demand→Affects Equilibrium GDP
The multiplier is in effect when changes in investment result in a change in AD

Strengths of Monetary Policy

 Speed and flexibility (even on a daily basis with actions of the FOMC)

  Isolation from political pressure (works more subtly,  more politically  palatable)

  Successes of 80’s and 90’s: 

1. monetary policy cure for 13.5% inflation in 1980 to 3.5% in 1983

2. monetary policy moves ended the 1990-91 recession since huge budget deficits negated fiscal policy cures

3. current FED and FOMC policy to “foresee” inflation and use monetary 
policy as preventive instead of curative gave us the longest period of prosperity in this century.  

Shortcomings and Problems

Less Control?  The ease of money transfer, E cash and smart cards, and the flow of money through global markets can complicate monetary policy-making

Cyclical Asymmetry: Easy money policy is not as easy to affect!  Banks are not forced to make loans when excess reserves rise. This may mean that moving the economy out of recession and low employment may be more difficult than “cooling off” the economy.

Changes in velocity: An easy money policy will increase velocity (turnovers) since the cost of holding money is lower.  A tight money policy will work in the opposite direction.

Investment impact: Factors such as business conditions or other incentives play a part in where the investment-demand curve is set.

Interest as Income:  interest is inversely related to interest-sensitive consumer goods and investment for capital goods, but households and businesses are also recipients of interest income which will influence spending. 

For those who pay interest as an expense, a rise in interest rates reduces spending and a fall in interest rates increases spending.  

For those who earn interest as income, a rise in interest rates increases spending, while decline will reduce spending. 

The Federal Funds Rate
The Federal Funds Rate is the interest rate which banks charge one another on overnight loans.  

 The FOMC has recently used this rate to effect changes in monetary policy.

But…the FED does not set the Federal Funds rate or prime rate. 

 Each is established by the interaction of lenders and borrowers. 

The FED can change the supply of excess reserves in the banking system and so it can obtain the market rates it wants. 

To  increase the Federal Funds rate

1. The FED sells bonds

2.  Excess reserves are reduced, lessening the amount available for overnight loans 

3. This raises the Federal Funds Rate ; the lower excess reserves also means less borrowing and less growth in demand deposits  

4. Other rates (prime for example) rise as well.

To decrease the Federal Funds rate

1. The FED buys bonds
2. Excess reserves are increased, increasing the amount available for overnight loans

3. This lowers the Federal Funds Rate; the higher excess reserves may mean more borrowing and growth in demand deposits.  

4. Other rates fall as well.

No net export effect on Expansionary Monetary Policy.  This is because an easy monetary policy lowers interest rates, thus reducing the desire for U.S. dollars.
