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Topic 10: Monetary Policy
Monetary Policy (Ch 21)
Suppose we’re in a recession, and the Fed decides to decrease the Reserve Ratio. What happens?

Expansionary Monetary Policy:  
Contractionary Monetary Policy:  
Tools of Monetary Policy (Ch. 16)

1. .

Reserve Ratio:
Open Market Operation (OMO):
Key: Government Securities are NOT INCLUDED IN THE MONEY SUPPLY.

Three kinds of securities

1. Treasury bill (Till) Matures in one year or less. DOES NOT PAY INTEREST. Sold in a auction. 

2. Treasury notes Mature in 2-10 years. Pay interest every 6 months 

3. Treasury bond Mature in 10-30 years. Pays interest every 6 months

Relationship between Tbills and Money supply: 

Discount Rate

Discount Rate: 
Example: You have $5000 in deposits. RR=10%, so you have to keep $500 in Reserves. In total, you can only lend out $4500. Suppose loan interest rates are 8% and the discount rate is 0%. 

Problem with the Discount Rate: 

Algebraic Example of Monetary Policy (Not in Book)

We are only going to focus on the effect of Monetary Policy on Investment Demand, ignore effect on Consumption.


Let’s think about the same recession as before.
Money Demand: 400-1000i
Initial Reserves: $50

Initial Reserve Ratio: 0.20

Demand for Loanable Funds: 500-1000i

MPC=0.5

Initial Conditions
1. Find the original Money Supply

2. Find the original interest rate in the money market

3. Find the original demand for investment in the loanable funds market.

Desired Conditions
4. Find the new demand for loanable funds.

5. Find the new interest rate in the money market.

6. Find the new level of money supply

Monetary Policy
7. Either Change RR or Initial Deposits (OMO)
Initial Conditions

Desired Conditions

Monetary Policy
Changing the Reserve Ratio (RR)

Open Market Operations (OMO)

Does the central bank buy or sell bonds? 

Monetary Policy: Evaluation and Issues (Ch. 23, Not in Book)
Strengths of monetary policy: 
Problems and complications:
Should monetary policy be made by rule or discretion?

Pro rule:

Con rule:
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