chapter thirteen

money and banking

CHAPTER OVERVIEW

Chapters 13, 14, and 15 form a conventional unit on money and banking.  These chapters provide the foundation for the discussion of modern monetary theory and for the discussion and analysis of the monetarist and competing theories which follow.

Chapter 13 introduces the student to the U.S. financial system.  The chapter first covers the nature and functions of money and then discusses the Federal Reserve System’s definition of the money supply.  Next, the chapter addresses the question of what “backs” money by looking at the value of money, money and prices, and the management of the money supply.  The demand for money is then covered, and it is followed by an introduction and discussion of the money market.  Finally, there is a rather comprehensive description of the U.S. financial system, which focuses on the features and functions of the Federal Reserve System and recent difficulties in the U.S. financial system.

LECTURE NOTES

I.
Functions of Money

A.
Medium of exchange:  Money can be used for buying and selling goods and services.

B. Unit of account:  Prices are quoted in dollars and cents.

C. Store of value:  Money allows us to transfer purchasing power from present to future. It is the most liquid (spendable) of all assets, a convenient way to store wealth.

II.
Supply of Money

A.
Narrow definition of money:  M1 includes currency and checkable deposits (see Table 13-1).

1.
Currency (coins + paper money) held by public.

a.
Is “token” money, which means its intrinsic value is less than actual value.  The metal in a dime is worth less than 10¢.

b.
All paper currency consists of Federal Reserve Notes issued by the Federal Reserve.

2.
Checkable deposits are included in M1, since they can be spent almost as readily as currency and can easily be changed into currency.

a.
Commercial banks are a main source of checkable deposits for households and businesses.

b.
Thrift institutions (savings & loans, credit unions, mutual savings banks) also have checkable deposits.

3.
Qualification:  Currency and checkable deposits held by the federal government, Federal Reserve, or other financial institutions are not included in M1.

B.
Money Definition: M2 = M1 + some near-monies which include: (See Table 13-1)

1. Savings deposits and money market deposit accounts.

2. Certificates of deposit (time accounts) less than $100,000.

3. Money market mutual fund balances, which can be redeemed by phone calls, checks, or through the Internet.

C.
Money Definition: M3 = M2 + large certificates of deposit (time accounts) $100,000 or more (See Table 13-1)

D.
Which definitions are used?  M1 will be used in this text, but M2 is watched closely by the Federal Reserve in determining monetary policy.

1.
M2 and M3 are important because they can easily be changed into M1 types of money and influence people’s spending of income.

2.
The ease of shifting between M1, M2, and M3 complicates the task of controlling spendable money supply.

3.
The definition becomes important when authorities attempt to measure control and the money supply.

E.
Credit cards are not money, but their use involves short‑term loans; their convenience allows you to keep M1 balances low because you need less for daily purchases.

III.
What “backs” the money supply?

A.
The government’s ability to keep its value stable provides the backing.

B.
Money is debt; paper money is a debt of Federal Reserve Banks and checkable deposits are liabilities of banks and thrifts because depositors own them.

C.
Value of money arises not from its intrinsic value, but its value in exchange for goods and services.

1.
It is acceptable as a medium of exchange.

2.
Currency is legal tender or fiat money.  It must be accepted by law.  (Note that checks are not legal tender but, in fact, are generally acceptable in exchange for goods, services, and resources.)

3.
The relative scarcity of money compared to goods and services will allow money to retain its purchasing power.

D. Money’s purchasing power determines its value.  Higher prices mean less purchasing power.  (Key Question #6) (See Figure 13-1)

E. Excessive inflation may make money worthless and unacceptable.  An extreme example of this was German hyperinflation after World War I, which made the mark worth less than 1 billionth of its former value within a four-year period.

1. Worthless money leads to use of other currencies that are more stable.

2. Worthless money may lead to barter exchange system.

F. Maintaining the value of money

1. The government tries to keep supply stable with appropriate fiscal policy.

2. Monetary policy tries to keep money relatively scarce to maintain its purchasing power, while expanding enough to allow the economy to grow.

IV.
The Demand for Money : Two Components

A.
Transactions demand, Dt, is money kept for purchases and will vary directly with GDP (Figure 13‑1a).

B.
Asset demand, Da, is money kept as a store of value for later use.  Asset demand varies inversely with the interest rate, since that is the price of holding idle money (Figure 13‑1b).

C.
Total demand will equal quantities of money demanded for assets plus that for transactions (Figure 13‑1c).

V.
The Money Market:  Interaction of Money Supply and Demand

A.
Key Graph 13-1c illustrates the money market.  It combines demand with supply of money.

B.
Figure 13‑2 illustrates how equilibrium changes with a shift in the supply of money.

C.
If the quantity demanded exceeds the quantity supplied, people sell assets like bonds to get money.  This causes bond supply to rise, bond prices to fall, and a higher market rate of interest.

D.
If the quantity supplied exceeds the quantity demanded, people reduce money holdings by buying other assets like bonds.  Bond prices rise, and lower market rates of interest result (see example in text).

E. Monetary authorities can shift supply to affect interest rates, which in turn affect investment and consumption and aggregate demand and, ultimately, output, employment, and prices.  (Key Question #7)

F. Try Quick Quiz 13-2.

VI.
The Federal Reserve and the Banking System

A. The Federal Reserve System (the “Fed”) was established by Congress in 1913 and holds power over the money and banking system.

1. Figure 13-3 gives framework of Fed and its relationship to the public.

2. The central controlling authority for the system is the Board of Governors and has seven members appointed by the President for staggered 14‑year terms.  Its power means the system operates like a central bank.

3. Assistance and Advice:

a.
Federal Open Market Committee includes the seven governors plus five regional Federal Reserve Bank presidents whose terms alternate.  They set policy on buying and selling of government bonds, the most important type of monetary policy, and meet several times each year.

b.
Three advisory councils exist: Federal Advisory Council includes twelve prominent commercial bankers, one from each Fed district, who act as advisors to the Board,  Thrift Institutions Advisory Council advises on thrift institution matters, the Consumer Advisory Council advises on more general issues.  (See Figure 13-4)

4.
The system has twelve districts, each with its own district bank and two or three branch banks.  They help implement Fed policy and are advisory.  (See Figure 13-4)

a.
Each is quasi‑public:  It is owned by member banks but controlled by the government’s Federal Reserve Board, and any profits go to the U.S. Treasury.

b.
They act as bankers’ banks by accepting reserve deposits and making loans to banks and other financial institutions.

3.
About 8,600 commercial banks existed in 2001.  They are privately owned and consist of state banks (three‑fourths of total) and large national banks (chartered by the Federal government).

4. Thrift institutions consist of savings and loan associations and mutual savings banks.  They are regulated by the Treasury Dept. Office of Thrift Supervision, but they may use services of the Fed and keep reserves on deposit at the Fed.  See Figure 13-4.

5. Global Perspective 13-1 gives the world’s ten largest banks.

B.
Functions of the Fed and money supply:

1.
The Fed issues “Federal Reserve Notes,” the paper currency used in the U.S. monetary system.

2.
The Fed sets reserve requirements and holds the reserves of banks and thrifts not held as vault cash.

3.
The Fed may lend money to banks and thrifts, charging them an interest rate called the discount rate.

4.
The Fed provides a check collection service for banks (checks are also cleared locally or by private clearing firms).

5.
Federal Reserve System acts as the fiscal agent for the Federal government.

6.
The Federal Reserve System supervises member banks.

7.
Monetary policy and control of the money supply is the “major function” of the Fed.

C.
Federal Reserve independence is important but is also controversial from time to time.  Advocates of independence fear that more political ties would cause the Fed to follow expansionary policies and create too much inflation, leading to an unstable currency such as that in other countries (see Last Word for this chapter).

VII.
Recent Developments in Money and Banking

A.
Relative decline of banks and thrifts:  Several other types of firms offer financial services.

B.
Consolidation among banks and thrifts:  Because of failures and mergers, there are fewer banks and thrifts today.  Since 1990, there has been a decline of 5000 banks.

C.
Convergence of services provided has made financial institutions more similar:  See text on new laws of 1996 and 1999 that made many changes possible.

D.
Globalization of financial markets:  Significant integration of world financial markets is occurring and recent advances in computer and communications technology suggest the trend is likely to accelerate.

E.
Electronic transactions: Internet buying and selling, electronic cash and “smart cards” are examples.

1.
In the future, nearly all payments could be made with a personal computer or “smart card.”

2.
Unlike currency, E‑cash is “issued” by private firms rather than by government.  To control the money supply the Fed will need to find ways to control the total amount of E‑cash, including that created through Internet loans.

VIII.
LAST WORD:  The Global Greenback

A.
Two-thirds of all U.S. currency is circulating abroad.

1. Russians hold about $40 billion because dollar value is stable.

2. Argentina holds $7 billion and fixes its own peso exchange rate to dollar reserves.

B. U.S. profits when dollars stay overseas: It costs us 4¢ to print each dollar and to get the dollar; foreigners must sell Americans $1 worth of products.  Americans gain 96¢ over cost of printing the dollar. It’s like someone buying a travelers check and never cashing it.

C. Black markets and illegal activity overseas also are usually conducted in dollars because they are such a stable form of currency.

D. Overall, the “global greenback” is a positive economic force.  It is a reliable medium of exchange, measure, and store of value that facilitates transactions everywhere and there is little danger that all the dollars will return to U.S.

chapter fourteen

how banks AND THRIFTS create money

CHAPTER OVERVIEW

The central topic of this chapter is the creation of checkable (demand) deposit money by commercial banks.  First, a number of routine but significant introductory transactions are covered, followed by an assessment of the lending ability of a single commercial bank.  Second, the lending ability and the money multiplier of the commercial banking system are traced through the balance statements of individual banks and through the summary Table 14‑2.  The chapter concludes with a discussion of how the earlier analysis must be modified, but not changed in its essentials, to take account of actions that may offset the money‑creating power of the banking system.

LECTURE NOTES

I.
Introduction:  Although we are fascinated by large sums of currency, people use checkable deposits for most transactions.

A.
Most transaction accounts are “created” as a result of loans from banks or thrifts.

B.
This chapter demonstrates the money‑creating abilities of a single bank or thrift and then looks at that of the system as a whole.

C.
The term depository institution refers to banks and thrift institutions, but in this chapter the term bank will be often used generically to apply to all depository institutions.

II.
Balance Sheet of a Single Commercial Bank

A.
A balance sheet states the assets and claims of a bank at some point in time.

B.
All balance sheets must balance, that is, the value of assets must equal value of claims.

1.
The bank owners’ claim is called net worth.

2.
Nonowners’ claims are called liabilities.

3.
Basic equation:  Assets = liabilities + net worth.

III.
History of Fractional Reserve Banking:  The Goldsmiths

A.
In the 16th century goldsmiths had safes for gold and precious metals, which they often kept for consumers and merchants.  They issued receipts for these deposits.

B.
Receipts came to be used as money in place of gold because of their convenience, and goldsmiths became aware that much of the stored gold was never redeemed.

C.
Goldsmiths realized they could “loan” gold by issuing receipts to borrowers, who agreed to pay back gold plus interest.

D.
Such loans began “fractional reserve banking,” because the actual gold in the vaults became only a fraction of the receipts held by borrowers and owners of gold.

E.
Significance of fractional reserve banking:

1.
Banks can create money by lending more than the original reserves on hand.  (Note:  Today gold is not used as reserves).

2.
Lending policies must be prudent to prevent bank “panics” or “runs” by depositors worried about their funds.  Also, the U.S. deposit insurance system prevents panics.

IV.
Money Creation Potential by a Single Bank in the Banking System

A.
Formation of a commercial bank: Following is an example of the process.

1.
In Wahoo, Nebraska, the Wahoo bank is formed with $250,000 worth of owners’ capital stock (see Balance Sheet 1).

2.
This bank obtains property and equipment with some of its capital funds (see Balance Sheet 2).

3.
The bank begins operations by accepting deposits (see Balance Sheet 3).

4.
Bank must keep reserve deposits in its district Federal Reserve Bank (see Table 14‑1 for requirements).

a.
Banks can keep reserves at Fed or in cash in vaults.

b.
Banks keep cash on hand to meet depositors’ needs.

c.
Required reserves are a fraction of deposits, as noted above.

B.
Other important points:

1.
Terminology:  Actual reserves minus required reserves are called excess reserves.

2.
Control:  Required reserves do not exist to protect against “runs,” because banks must keep their required reserves.  Required reserves are to give the Federal Reserve control over the amount of lending or deposits that banks can create.  In other words, required reserves help the Fed control credit and money creation.  Banks cannot loan beyond their fraction required reserves.

3.
Asset and liability:  Reserves are an asset to banks but a liability to the Federal Reserve Bank system, since now they are deposit claims by banks at the Fed.

C.
Continuation of Wahoo Bank’s transactions:

1.
Transaction 5:  A $50,000 check is drawn against Wahoo Bank by Mr. Bradshaw, who buys farm equipment in Surprise, Nebraska.  (Yes, both Wahoo and Surprise exist).

2.
The Surprise company deposits the check in Surprise Bank, which gains reserves at the Fed, and Wahoo Bank loses $50,000 reserves at Fed; Mr. Bradshaw’s account goes down, and Surprise implement company’s account increases in Surprise Bank.

3.
The effects of this transaction are traced in Figure 14‑1 and Balance Sheet 5.

D.
Money-creating transactions of a commercial bank are shown in the next 3 transactions.

1.
Transaction 6:  Wahoo Bank grants a loan of $50,000 to Gristly in Wahoo (see Balance Sheet 6a).


a.
Money ($50,000) has been created in the form of new demand deposit worth $50,000.


b.
Wahoo Bank has reached its lending limit:  It has no more excess reserves as soon as Gristly Meat Packing writes a check for $50,000 to Quickbuck Construction (See Balance Sheet 6b).


c.
Legally, a bank can lend only to the extent of its excess reserves.


2.
Transaction 7:  Loan repayments result in a decline in demand deposits and, therefore, a decrease in money supply at the time the loan is repaid (see Balance Sheet 7).  Gristly repays its $50,000 loan.


3.
Transaction 8:  When banks or the Federal Reserve buy government securities from the public, they create money in much the same way as a loan does (see Balance Sheet 8).  Wahoo bank buys $50,000 of bonds from a securities dealer.  The dealer’s checkable deposits rise by $50,000.  This increases the money supply in same way as the bank making the loan to Gristly.


4.
Likewise, when banks or the Federal Reserve sell government securities to the public, they decrease supply of money like a loan repayment does.

E.
Profits, liquidity, and the federal funds market:

1.
Profits:  Banks are in business to make a profit like other firms.  They earn profits primarily from interest on loans and securities they hold.

2.
Liquidity:  Banks must seek safety by having liquidity to meet cash needs of depositors and to meet check clearing transactions.

3.
Federal funds rate:  Banks can borrow from one another to meet cash needs in the federal funds market, where banks borrow from each other’s available reserves on an overnight basis.  The rate paid is called the federal funds rate.

V.
The Entire Banking System and Multiple‑Deposit Expansion (all banks combined)

A.
The entire banking system can create an amount of money which is a multiple of the system’s excess reserves, even though each bank in the system can only lend dollar for dollar with its excess reserves.

B.
Three simplifying assumptions:

1.
Required reserve ratio assumed to be 20 percent.  (The actual reserve ratio averages 10 percent of checkable deposits.)

2.
Initially banks have no excess reserves; they are “loaned up.”

3.
When banks have excess reserves, they loan it all to one borrower, who writes check for entire amount to give to someone else, who deposits it at another bank.  The check clears against original lender.

C.
System’s lending potential:  Suppose a junkyard owner finds a $100 bill and deposits it in Bank A.  The system’s lending begins with Bank A having $80 in excess reserves, lending this amount, and having the borrower write an $80 check which is deposited in Bank B.  See further lending effects on Banks C and D.  The possible further transactions are summarized in Table 14‑2.

D.
Monetary multiplier is illustrated in Table 14‑2.

1.
Formula for monetary or checkable deposit multiplier is:


Monetary multiplier = 1/required reserve ratio or m = 1/R or 1/.20 in our example.

2.
Maximum deposit expansion possible is equal to:  excess reserves  monetary multiplier, or 
[image: image1.wmf]e.

 

 M 

 

D

´

=


3.
Figure 14‑2 illustrates this process in a diagram.

4.
Modifications to simple monetary multiplier concept reduce the final result and include complications due to “leakages.”

a.
Currency drains (cash kept by customers) dampen M, because that money is not part of bank reserves so can’t be loaned out further.

b.
Excess reserves kept on hand by banks also dampen M, because those reserves are not loaned out and therefore not expanded.

E.
Need for monetary control:

1.
During prosperity, banks will lend as much as possible and reserve requirements provide a limit to expansion of loans.

2. During recession, banks may cut lending, which can worsen recession.  Federal Reserve has ways to encourage lending in such cases.

3. The conclusion is that profit-seeking bankers will be motivated to expand or contract loans that could worsen business cycle.  The Federal Reserve uses monetary policy to counteract such results in order to prevent worsening recessions or inflation.  Chapter 15 explains this.

VI.
LAST WORD:  The Bank Panics of 1930-1933

A.
Bank panics in 1930‑33 led to a multiple contraction of the money supply, which worsened Depression.

B.
Many of failed banks were healthy, but they suffered when worried depositors panicked and withdrew funds all at once.  More than 9000 banks failed in three years.

C.
As people withdrew funds, this reduced banks’ reserves and, in turn, their lending power fell significantly.

D.
Contraction of excess reserves leads to multiple contraction in the money supply, or the reverse of situation in Table 14‑2.  Money supply was reduced by 25 percent in those years.

E.
President Roosevelt declared a “bank holiday,” closing banks temporarily while Congress started the Federal Deposit Insurance Corporation (FDIC), which ended bank panics on insured accounts.

chapter fifteen

monetary policy

CHAPTER OVERVIEW

The objectives and the mechanics of monetary policy are covered in this chapter.  It is organized around seven major topics:  (1) the balance sheet of the Federal Reserve Banks; (2) the techniques of monetary policy; (3) a graphic restatement of monetary policy; (4) the cause‑effect chain of monetary policy; (5) a survey of the advantages and disadvantages of monetary policy; (6) the dilemma of which targets should be the goal of monetary policy, interest rates or money supply; (7) the impact of monetary policy operating in an open world economy.  Finally, there is a brief, but important, synopsis of mainstream theory and policies.  The purpose of the concluding sections is to summarize all the macro theory developed so far and fit the pieces together as an integrated whole for students.

LECTURE NOTES

I.
Introduction to Monetary Policy

A.
Reemphasize Chapter 13’s points:  The Fed’s Board of Governors formulates policy, and twelve Federal Reserve Banks implement policy.

B.
The fundamental objective of monetary policy is to aid the economy in achieving full‑employment output with stable prices.

1.
To do this, the Fed changes the nation’s money supply.

2.
To change money supply, the Fed manipulates size of excess reserves held by banks.


C.
Monetary policy has a very powerful impact on the economy, and the Chairman of the Fed’s Board of Governors, Alan Greenspan currently, is sometimes called the second most powerful person in the U.S.

II.
Consolidated Balance Sheet of the Federal Reserve Banks

A.
The assets on the Fed’s balance sheet contains two major items.

1.
Securities which are federal government bonds purchased by Fed, and

2.
Loans to commercial banks (Note: again commercial banks term is used even though the chapter analysis also applies to other thrift institutions.)

B.
The liability side of the balance sheet contains three major items.

1.
Reserves of banks held as deposits at Federal Reserve Banks,

2.
U.S. Treasury deposits of tax receipts and borrowed funds, and

3.
Federal Reserve Notes outstanding, our paper currency.

III.
The Fed has Three Major “Tools” of Monetary Policy

A.
Open‑market operations refer to the Fed’s buying and selling of government bonds.

1.
Buying securities will increase bank reserves and the money supply (see Figure 15‑1).

a.
If the Fed buys directly from banks, then bank reserves go up by the value of the securities sold to the Fed.  See impact on balance sheets using text example.

b.
If the Fed buys from the general public, people receive checks from the Fed and then deposit the checks at their bank.  Bank customer deposits rise and therefore bank reserves rise by the same amount.  Follow text example to see the impact.

i.
Banks’ lending ability rises with new excess reserves.

ii.
Money supply rises directly with increased deposits by the public.

c. When Fed buys bonds from bankers, reserves rise and excess reserves rise by same amount since no checkable deposit was created.

d. When Fed buys from public, some of the new reserves are required reserves for the new checkable deposits.

e.
Conclusion:  When the Fed buys securities, bank reserves will increase and the money supply potentially can rise by a multiple of these reserves.

f.
Note:  When the Fed sells securities, points a‑e above will be reversed.  Bank reserves will go down, and eventually the money supply will go down by a multiple of the banks’ decrease in reserves.

g.
How the Fed attracts buyers or sellers:

i.
When Fed buys, it raises demand and price of bonds which in turn lowers effective interest rate on bonds.  The higher price and lower interest rates make selling bonds to Fed attractive.

ii.
When Fed sells, the bond supply increases and bond prices fall, which raises the effective interest rate yield on bonds.  The lower price and higher interest rates make buying bonds from Fed attractive.

B.
The reserve ratio is another “tool” of monetary policy.  It is the fraction of reserves required relative to their customer deposits.

1.
Raising the reserve ratio increases required reserves and shrinks excess reserves.  Any loss of excess reserves shrinks banks’ lending ability and, therefore, the potential money supply by a multiple amount of the change in excess reserves.

2.
Lowering the reserve ratio decreases the required reserves and expands excess reserves.  Gain in excess reserves increases banks’ lending ability and, therefore, the potential money supply by a multiple amount of the increase in excess reserves.

3.
Changing the reserve ratio has two effects.

a.
It affects the size of excess reserves.

b.
It changes the size of the monetary multiplier.  For example, if ratio is raised from 10 percent to 20 percent, the multiplier falls from 10 to 5.

4.
Changing the reserve ratio is very powerful since it affects banks’ lending ability immediately.  It could create instability, so Fed rarely changes it.

5.
Table 15-2 provides illustrations.

C.
The third “tool” is the discount rate which is the interest rate that the Fed charges to commercial banks that borrow from the Fed.

1.
An increase in the discount rate signals that borrowing reserves is more difficult and will tend to shrink excess reserves.

2.
A decrease in the discount rate signals that borrowing reserves will be easier and will tend to expand excess reserves.

D.
“Easy” monetary policy occurs when the Fed tries to increase money supply by expanding excess reserves in order to stimulate the economy.  The Fed will enact one or more of the following measures.

1.
The Fed will buy securities.

2.
The Fed may reduce reserve ratio, although this is rarely changed because of its powerful impact.

3.
The Fed could reduce the discount rate, although this has little direct impact on the money supply.

E.
“Tight” monetary policy occurs when Fed tries to decrease money supply by decreasing excess reserves in order to slow spending in the economy during an inflationary period.  The Fed will enact one or more of the following policies:

1.
The Fed will sell securities.

2.
The Fed may raise the reserve ratio, although this is rarely changed because of its powerful impact.

3.
The Fed could raise the discount rate, although it has little direct impact on money supply.

F. For several reasons, open‑market operations give the Fed most control of the three “tools.”

1.
Open‑market operations are most important.  This decision is flexible because securities can be bought or sold quickly and in great quantities.  Reserves change quickly in response.

2.
The reserve ratio is rarely changed since this could destabilize bank’s lending and profit positions.

3.
Changing the discount rate has little direct effect, since only 2‑3 percent of bank reserves are borrowed from Fed.  At best it has an “announcement effect” that signals direction of monetary policy.

IV.
Monetary Policy, Real GDP, and the Price Level:  How Policy Affects the Economy

A.
Cause‑effect chain:

1.
Money market impact is shown in Key Graph 15‑2.

a.
Demand for money is comprised of two parts (Recall Chapter 13).

i.
Transactions demand is directly related to GDP.

ii.
Asset demand is inversely related to interest rates, so total money demands is inversely related to interest rates.

b.
Supply of money is assumed to be set by the Fed.

c.
Interaction of supply and demand determines the market rate of interest, as seen in Figure 15‑2(a).

d.
Interest rate determines amount of investment businesses will be willing to make.  Investment demand is inversely related to interest rates, as seen in Figure 15‑2(b).

e.
Effect of interest rate changes on level of investment is great because interest cost of large, long-term investment is sizable part of investment cost.

f.
As investment rises or falls, equilibrium GDP rises or falls by a multiple amount, as seen in Figure 15‑2(c).

2.
Expansionary or easy money policy:  The Fed takes steps to increase excess reserves, which lowers the interest rate and increases investment which, in turn, increases GDP by a multiple amount.  (See Column 1, Table 15-3)

3.
Contractionary or tight money policy is the reverse of an easy policy:  Excess reserves fall, which raises interest rate, which decreases investment, which, in turn, decreases GDP by a multiple amount of the change in investment.  (See Column 2, Table 15-3)

4.
Aggregate supply and monetary policy:

a. Easy monetary policy may be inflationary if initial equilibrium is at or near full-employment.

b. If economy is below full-employment, easy monetary policy can shift aggregate demand and GDP toward full-employment equilibrium.

c. Likewise a tight monetary policy can reduce inflation if economy is near full-employment, but can make unemployment worse in a recession.

5.
Try Quick Quiz 15-2.

V.
Effectiveness of Monetary Policy

A.
Strengths of monetary policy:

1.
It is speedier and more flexible than fiscal policy since the Fed can buy and sell securities daily.

2.
It is less political.  Fed Board members are isolated from political pressure, since they serve 14‑year terms, and policy changes are more subtle and not noticed as much as fiscal policy changes.  It is easier to make good, but unpopular decisions.

3.
In the 1980s and 1990s Fed policy is given much credit for achieving a prosperous economy with low inflation and high employment.

B. Shortcomings of monetary policy:

1.
Control is weakening as technology makes it possible to shift from money assets to other types; also global finance gives nations less power.

2.
Cyclical asymmetry may exist: a tight monetary policy works effectively to brake inflation, but an easy monetary policy is not always as effective in stimulating the economy from recession.

3.
The velocity of money (number of times the average dollar is spent in a year) may be unpredictable, especially in the short run and can offset the desired impact of changes in money supply.  Tight money policy may cause people to spend faster; velocity rises.

4.
The impact on investment may be less than traditionally thought.  Japan provides a case example.  Despite interest rates of zero, investment spending remained low during the recession.

C.
Currently the Fed communicates changes in monetary policy through changes in its target for the Federal funds rate.  (Key Question 5)

1.
The Fed does not set either the Federal funds rate or the prime rate; (see Figure 15-3) each is established by the interaction of lenders and borrowers, but rates generally follow the Fed funds rate.

2.
The Fed acts through open market operations, selling bonds to raise interest rates and buying bonds to lower interest rates.

D.
Links between monetary policy and the international economy:

1.
Net export effect occurs when foreign financial investors respond to a change in interest rates.

a.
Tight monetary policy and higher interest rates lead to appreciation of dollar value in foreign exchange markets; lower interest rates from an easy monetary policy will lead to dollar depreciation in foreign exchange  markets (see Figure 12-6d).

b.
When dollar appreciates, American goods become more costly to foreigners, and this lowers demand for U.S. exports, which tends to lower GDP.  This is the desired effect of a tight money policy.  Conversely, an easy money policy leads to depreciation of dollar, greater demand for U.S. exports and higher GDP.  This policy has the desired outcome for expanding GDP.

2.
Monetary policy works to correct both trade balance and GDP problems together.  An easy monetary policy leads to increased domestic spending and increased GDP, but it also leads to depreciated dollar and higher U.S. export demand, which enhances GDP and erases a trade deficit.  The reverse is true for a tight monetary policy, which would tend to reduce net exports and worsen a trade deficit.

3.
Table 15-4 illustrates these points.

VI.
The Big Picture (see Key Graph, Figure 15-4)  Shows Many Interrelationships

A.
Fiscal and monetary policy are interrelated.  The impact of an increase in government spending will depend on whether it is accommodated by monetary policy.  For example, if government spending comes from money borrowed from the general public, it may be offset by a decline in private spending, but if the government borrows from the Fed or if the Fed increases the money supply, then the initial increase in government spending may not be counteracted by a decline in private spending.

B. Study Key Graph 15-4 and you will see that the levels of output, employment, income, and prices all result from the interaction of aggregate supply and aggregate demand.  In particular, note the items shown in red that constitute, or are strongly influenced by, public policy.

C. Try Quick Quiz 15-4.
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