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Disclaimer

These lecture notes are customized for the Macroeconomics Principles 202
course at Towson University. They are not guaranteed to be error-free.
Comments and corrections are greatly appreciated. They are derived from
the Powerpoint(©) slides from online resources provided by Pearson
Addison-Wesley. The URL is: http://www.pearsonhighered.com/osullivan/

These lecture notes are meant as complement to the textbook and not a
substitute. They are created for pedagogical purposes to provide a link to
the textbook. These notes can be distributed with prior permission.

This version was compiled on: December 5, 2016.
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Chapter 14 - The Federal Reserve
and Monetary Policy
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The Federal Reserve and Monetary Policy - Topics

Explain the role of demand and supply in the money market
List the tools that the Fed can use to change short term interest rates

Demonstrate using supply and demand curves how the Fed can
determine short term interest rates

Describe both the domestic and international channels through which
monetary policy can affect real GDP

Assess the challenges the FED faces in implementing monetary policy
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The Demand for Money

Interest rates

Money
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The Price Level and GDP Affect Money Demand
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(A) As prices increase, the (B) As real GDP increases, the
demand for money shifts demand for money shifts to
to the right. the right.
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How the FED Can Change the Money Supply

m The Fed can increase or decrease the total amount of reserves in the
banking system through either of the following operations:

open market purchase (of bonds), the Federal Reserve buys bonds
from the private sector

open market sale (of bonds), the Fed sells government bonds to the
private sector
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Other Tools of Monetary Policy

m Changing reserve requirements:

m E.g., banks are asked to hold a smaller or larger fraction of their deposits
as reserves

m Changing the discount rate, or the rate at which banks can borrow
from the Fed

m Quantitative Easing

m Purchasing long term securities is commonly called quantitative easing
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Interest Rate Determination

M

Interest rates
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m Supply of money is determined by Fed, independently of interest rate
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Fed Federal Reserve and Interest Rates Actions
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(A) An open market purchase shifts (B) An open market sale shifts the
the supply of money to the right supply of money to the left and
and leads to lower interest rates. leads to higher interest rates.
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Goals of the Fed

Determine interest rates to influence level of GDP and inflation

Stabilize the economy (e.g., unemployment)
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Interest Rates and Bond Prices

Bonds are promises to pay money in the future.

The price of a bond one year from now is the promised payment divided
by 1 plus the interest rate

For example, a bond that promises to pay $106 a year, with an interest
rate is 6% per year, would cost today:

price of bond:1i10986 = $100

m In other words, if you can invest at 6% per year, you would be willing
to pay $100 today for a promised payment of $106 next year
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Interest Rates and Bond Prices (cont.)

m When interest rates rise, bond prices fall

Pricegong = facevalue * (1 + ibong) /(1 + Fmarket)

m If the market interest rate rises, the bond price falls
m If the market interest rate falls, bond prices rise

m Bond prices change in the opposite direction from changes in interest
rates
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Interest Rates and How They Change Investment

and Output (GDP)

Interest rates
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Money Investment
(A) (B)
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Monetary Policy
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Monetary Policy

m Actions that the Fed undertakes to influence the level of GDP are

called monetary policy

m The instruments are:

m Open market operations
m Setting the discount rate
m Setting the reserve requirements of banks
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Interest Rates, Investment, and Output

Interest rates

1y I
Money Investment

m Open Market Purchase = M; increases = Interest rates fall = |
increases = GDP increases
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Interest Rates, Investment, and Output

m We combine now the following

m Supply and demand for money, which determines interest rates

m Investment function, which is decreasing in and determined by interest
rates

m Demand-side model C+14+G+NX intersecting 45 to determine the level
of output
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Demand-Side Model of Money

AS

AD (after M* increase)

Price level, P

Yo »
Output, y

m When the money supply is increased, investment spending increases,
shifting the AD curve to the right

m QOutput increases and prices increase in the short run
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Details of Demand-Side Model of Money

Total demand

Money i I \nvestment Yo Yy output
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Monetary Policy

m Fed can change the level of output in the short run

m Consider an open market purchase

Fed buys gov't bonds from public

Supply of money increases

Interest falls

Investment increases

GDP or output increases by the investment multiplier
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Open Market e

Decrease in money supply
Interest rates rise
Investment falls

GDP falls
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Monetary Policy and International

Trade
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How Monetary Policy Affects International Trade

m The exchange rate is the rate at which one currency trades for another
currency
A decrease in the value of a currency is called depreciation— drop in
exchange rate
An increase in the value of a currency is called appreciation—increase in
exchange rate

m FED

Lower interest rates — dollar to depreciates
Higher interest rates — dollar appreciates
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Chain of Events in an Open Economy

m Open market purchase —

Increase in money supply
Fall in interest rates

Fall in exchange rates
Increase in net exports
Increase in GDP

m This happens in the short-run!!
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And the Reverse

m Fed raises interest rates via open market sales —

More foreign investors want to invest in the U.S.

As they buy dollars, the exchange rate increases ($ appreciates)
Imports rise, exports fall

Hence, GDP falls
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Stabilization Policy
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Stabilization Policy and Its Limits

m Government can use

m Fiscal policy or
m Monetary policy to

m Change GDP in the short-run
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Expansionary Policies

m If current level of GDP is below potential the government can use

m Fiscal policy (tax cuts, increase G)
m Monetary policy (increase in money supply)

m to increase GDP and reduce unemployment
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Contractionary Policy

m If current level of GDP is above potential GDP, the economy will
“overheat” and inflation will rise

m To prevent this gov't can use contractionary policy.
m Increase interest rate
m Reduce government spending
m Increase taxes
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Challenges with Fiscal- and Monetary Policy

m Stabilization policies are intended to move the economy closer to full
employment or potential output

m In practice — difficult to accomplish this

m Lags in monetary policy:

m Inside lags — the time it takes for policymakers to recognize and
implement policy changes
m Qutside lags — the time it takes for policy to actually work

m Economists do not know enough about the economy in order to make
precise forecasts
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