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CONCEPT: GOALS OF MONETARY POLICY
● Monetary Policy involves the management of __________________ by ________________. Why?

□ Price Stability: keeping inflation under control allows money to hold its value
> Money must act as a medium of exchange and store of value

□ High Employment: underused resources reduce GDP below its potential level
□ Stability of Financial Markets: Ensuring that markets do not fail
> In 1913, the Fed was created to ensure stability for commercial banks (i.e. depository banks)
> During the 2008 recession, the Fed eased liquidity problems for investment banks

□ Economic Growth: Allowing for consistent economic growth through interest rate management
> The interest rate determines the amount of investment by firms
> Firm investment is a key factor in economic growth
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CONCEPT: MONEY DEMAND AND SHIFTS
● Theory of Liquidity Preference – applying principles of supply and demand to the __________________

□ “Price” of money

 ___________________

□ “Quantity” of money  ___________________
Demand for Money

● The demand curve for money is ______________-sloping (”______”) because:

□ You can either hold money or hold a financial asset (such as Treasury bills)
Money ________ buy goods and services

Treasury bills ________ buy goods and services

Money earns ___________ interest

Treasury bills earn ___________ interest

□ As the interest rate increases, the ______________________ of holding money increases
> You hold less cash so you can earn interest
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● The demand curve for money can shift just like any other demand curve:

□ A change in the interest rate (i.e. “price” of money) would only move us along the current demand curve
□ Price level (the general price level in the economy, which is usually measured through the CPI)
> Price level increases  Money demand _______________
> Price level decreases  Money demand _______________
In the 1950s, you could purchase a meal at McDonalds for approximately $0.50. The same meal would cost about $6.00
today. You will need to hold more money today to buy the same amount of goods.

□ Real GDP (the total quantity of goods and services produced and sold in an economy)
> Real GDP increases  Money demand _______________
> Real GDP increases  Money demand _______________
When real GDP increases, the quantity of goods and services bought and sold increased, thus more money is needed to
make these transactions happen.

Shift Left

Shift Right
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CONCEPT: MONEY SUPPLY AND EQUILIBRIUM IN THE MONEY MARKET
● Theory of Liquidity Preference – applying principles of supply and demand to the __________________

□ “Price” of money

 ___________________

□ “Quantity” of money  ___________________
Supply of Money

● The supply curve for money is __________________ because the supply of money is controlled by ______________

□ The money supply is the amount available for use by ___________________
□ The supply curve will shift left or right mainly through the Fed’s ___________________________
> Fed purchases T-bills  Money available for public _____________  Money supply _____________
> Fed sells T-bills

 Money available for public _____________  Money supply _____________
Equilibrium in Money Market
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CONCEPT: MONETARY POLICY AND AGGREGATE DEMAND
● Recall that Aggregate Demand is the total level of _______________ in the economy (C + I + G + NX)

□ The interest rate affects aggregate demand because it affects consumption, investment, and net exports
> Consumption: Financing purchases through borrowing happens more often at _________ interest rates
> Investment: More projects become profitable at __________ interest rates
> Net Exports: US interest rates fall Foreigners demand less dollars  Dollar value _________ 
Net Exports ______________ (US imports less with weaker dollar)
> Note that the interest rate is the y-axis on the _________________ graph
EXAMPLE: The Fed intends to stimulate the economy by lowering interest rates.
a) What open market operation should the Fed use to lower interest rates?
b) What affect will the lower interest rate have on aggregate demand?
Money Market

Aggregate Demand

□ The relationship between aggregate demand and the money market is also affected by the price level
> Note that the price level is the y-axis on the _________________ graph
EXAMPLE: The general price level increases in the United States. What affect will this have on the following graphs?
Money Market

Aggregate Demand
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CONCEPT: EXPANSIONARY AND CONTRACTIONARY MONETARY POLICY
● The Fed has two goals for monetary policy: managing employment (i.e. real GDP) and price stability (i.e. inflation)

□ When the economy is in recession, real GDP is below its potential output
> Cyclical unemployment and low investment
> Expansionary monetary policy – Fed ______________ interest rates to stimulate economy
- Expansionary = more GDP
Expansionary Monetary Policy
Money Market

AD-AS Model

□ When the economy is experiencing rising inflation, real GDP is above its potential output
> Overemployment and increasing price levels
> Contractionary monetary policy – Fed ______________ interest rates to reduce inflation
- Contractionary = less GDP
Contractionary Monetary Policy
Money Market

AD-AS Model
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CONCEPT: TAYLOR RULE
● Taylor Rule – links the Fed’s target for the federal funds rate to several economic variables

□ Federal Funds Rate – the interest rate banks give to other banks on overnight loans
□ The Fed regularly makes decisions regarding the “correct” federal funds rate
□ The Fed does not use the Taylor rule to set the Federal Funds rate
□ John Taylor made a mathematical approximation of the target rate based on the following information:
𝑇𝑎𝑟𝑔𝑒𝑡 𝐹𝐹 𝑅𝑎𝑡𝑒 = 𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛 𝑅𝑎𝑡𝑒
+ 𝐸𝑞𝑢𝑖𝑙𝑖𝑏𝑟𝑖𝑢𝑚 𝑅𝑒𝑎𝑙 𝐹𝐹 𝑅𝑎𝑡𝑒
1
1
+ ( ∗ 𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛 𝐺𝑎𝑝) + ( ∗ 𝑂𝑢𝑡𝑝𝑢𝑡 𝐺𝑎𝑝)
2
2
Current Inflation Rate is equal to actual inflation
Equilibrium Real FF Rate is generally set as 2% (this is the nominal federal funds rate adjusted for inflation)
The sum of these first two terms is what the federal funds rate would be at long-run equilibrium
Inflation Gap is the difference between the Current Inflation Rate and the Target Inflation Rate (set by Fed, usually 2%)
Output Gap is the difference between current Real GDP and Potential GDP
EXAMPLE: Use the Taylor Rule to estimate the target federal funds rate. The current inflation rate in the economy is 4%
and the equilibrium real federal funds rate is 2%. The target inflation rate is 2%. Real GDP is currently above potential GDP
by 1%.

PRACTICE: Is it possible for the Taylor Rule to suggest a target federal funds rate to be negative? Assume the current
inflation rate is 0%, the equilibrium real federal funds rate is 2%, and the target inflation rate is 2%.
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CONCEPT: QUANTITY THEORY OF MONEY
● Quantity Theory of Money – a theory that connects the money supply with the level of prices
𝑀∗𝑉 =𝑃∗𝑌

□M

= ____________________

□V

= ____________________  average number of times each dollar of the money supply is spent

□P

= ____________________

□Y

= ____________________

EXAMPLE: In 2014, the money supply equaled $2.8 trillion, while real GDP totaled $16 trillion and the GDP price deflator
was 1.09. Calculate the velocity of money using the quantity theory of money.

● The quantity theory of money argues that the velocity of money is constant

□ The average times a dollar is spent depends on factors that do not change often
> How often you get paid, how often you grocery shop, how often you mail your bills

□ A mathematical rule allows us to use the equation above (M x V = P x Y) to analyze inflation
∆𝑀 + ∆𝑉 = ∆𝑃 + ∆𝑌

> If the money supply grows faster than real GDP, then there will be ______________
> If the money supply grows slower than real GDP, then there will be ______________
> If the money supply grows at the same rate as real GDP, then there will be ______________
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CONCEPT: MONETARY POLICY DURING THE 2008 RECESSION
● During the 2007-2009 recession, the burst of the _____________ bubble caused turmoil throughout the financial system

□ Mortgages were bundled and sold as securities called mortgage-backed securities
> These securities bundled “safer” mortgages with “high-risk” sub-prime mortgages

□ As more mortgages defaulted, the MBS, which were owned significantly by investment banks, suffered losses
□ Actions taken during the beginning of the financial crisis:
Date

Action

Goal

March 2008

Allow discount loans to some investment banks

Providing short-term funds to investment banks
without them having to sell more securities

March 2008

Loan $200B of Treasury Securities in exchange
for MBS

Investment banks had more liquidity to use as
collateral when holding many worthless MBS

March 2008

Assist JPMorgan Chase in acquiring the
investment bank Bear Stearns

Avoiding a financial panic and domino effect of
Bear Stearns failure

September 2008

Federal government takes control of Fannie Mae
and Freddie Mac (mortgage purchasing
companies)

Confidence in MBS would have decreased further,
leading to an even weaker housing market

□ In September 2008, the Fed allowed another investment bank, _________________, to go bankrupt.
> Moral Hazard is a problem when it comes to bailing out uninsured risks
> By arranging the purchase of Bear Stearns, the government effectively provided insurance for risky
decision making by the management of that bank
- This could lead to future risks taken knowing that the government would “bail them out”

□ In October 2008, the Troubled Asset Relief Program (TARP) passed
> The federal government provided funds to commercial banks in exchange for partial ownership
- Ownership positions in private banks was an unprecedented action for federal government
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