
Monetary Policy
Assignment #15

Terms to Know: The Federal Reserve (Fed) System, Monetary Policy, Federal Funds Rate vs. Discount Rate, Money 

Supply, Bank Reserve Requirements, Money Multiplier, Open Market Operations,  Government Securities, “Easy” 

Money vs. “Tight” Money Policy, Business Cycles

Current Fed Chair Jerome Powell was appointed by 

President Trump in November, 2017

Two Minute Definition of 

Monetary Policy

One Minute Definition of the 

Federal Reserve System

9 Minute Crash Course 

Economics on Monetary 

Policy and the Federal 

Reserve

1) See the videos below and take notes on what 

Monetary Policy is & what role the Federal 

Reserve (“Fed”) plays in this.

https://www.investopedia.com/terms/m/monetarypolicy.asp
https://www.investopedia.com/terms/f/federalreservesystem.asp
https://www.youtube.com/watch?v=1dq7mMort9o&index=10&list=PL8dPuuaLjXtPNZwz5_o_5uirJ8gQXnhEO


2) Carefully read information on this slide and explain why the Fed sometimes implements an 
Expansionary Monetary Policy and sometimes implements a Contractionary Monetary policy.

Monetary Policy Definitions
Money Supply

The total amount of money in circulation in the country.  This is controlled by the Fed.

“Loose” Money Policy (Expansionary)
A loose monetary policy is implemented by the Fed when the country is facing an 

economic slowdown.  The Money Supply (MS in graph) is expanded and shifts right.  A 

greater supply of money makes money “cheaper” and interest rates (the cost of borrowing 

money) goes down.  Loose Monetary policy makes it is easier for people to borrow 

money from banks and stimulates economic growth (and inflation).

“Tight” Money Policy (Contractionary)
When the Fed fears inflation is growing too quickly it implements a Tight Monetary policy.  

The Money Supply (MS in the graph) is decreased and shifts left.  A decrease in 

the money supply to make interest rates (the cost of borrowing money) grow and fewer 

people will take out loans which slows down economic activity and lowers inflation.

Interest Rate
How much banks charge to borrow money.  This is typically expressed percentage of the 

loan amount that must be paid annually.
3.  Explain what this graph shows



4) Tools of Monetary Policy

Reserve Requirements

What would happen if the Federal Reserve 

increased reserve requirements?

When the Federal Reserve raises the reserve ratio, it raises 

the amount of cash banks are required to hold 

in reserves. This reduces the amount banks have to loan 

to consumers and businesses. This decreases the money 

supply and contracts the economy in order to lower 

inflation.  Raising reserve requirements is a 

contractionary monetary policy

What would happen if the Federal Reserve 

decreased reserve requirements?

When the Federal Reserve lowers the reserve ratio, it 

lowers the amount of cash banks are required to hold 

in reserves. This allows banks to make more loans to 

consumers and businesses. This increases the money 

supply and expands the economy but also could increase 

inflation.  Lowering reserve requirements is an 

expansionary monetary policy.



4) Tools of Monetary Policy:  Discount Rate

What happens when the Fed 

raises the discount rate?

When the Fed raises rates, it's called 

contractionary monetary policy. A 

higher rate means banks have to pay more to 

borrow money. That means they will lend less 

money out to the public, and the money they do 

lend will charge a higher interest rate.

What happens when the Fed 

lowers the discount rate?

When the Fed lowers the discount rate, it is 

called expansionary monetary policy. A lower 

rate allows banks throughout the economy to 

borrow more and lend more and charge lower 

interest which expands the money supply. 

The discount rate influences the “cost to borrow money”



4) Tools of Monetary Policy:  Open Market Operations 

If the Fed wants to increase the money supply 

(expansionary policy) to encourage growth it will 

purchase securities (Bonds).  The payment for 

the securities injects more money into the 

economy 

If the Fed wants to decrease (contractionary 

policy) the money supply to combat inflation, it 

will sell securities (bonds).  The money paid to 

the Fed for the bonds will take cash out of the 

economy.

Sometimes, the Fed goes onto the “open market” to buy or sell government securities (promissory notes to pay back 

federal debt with interest).  The purpose of this process (called Open Market Operations) is to adjust the money supply. 

The government securities (debt) that are used in open market operations are called Treasury bills, Treasury bonds and 

Treasury notes and “mature” (are paid back) with different levels of interest in different time frames.



Q: According to graph of the federal funds rate over 

the past 50 years, what has the Fed done to the “cost 

of money” during periods of recession (grey bars)?  

Why?

A: Lowered it to stimulate growth

Q: Who are the people in the cartoon on the right and 

how does the cartoon relate to the graph?

A:  They are Chairs of the Fed…they ordered the 

changes in interest rates on the graph that ironically 

have loosely corresponded to how tall they were



• The Fed could lower the discount rate to make money “cheaper” so  more 
people would take out loans from banks to increase the amount of money in 
circulation.

• The Fed could use Open Market Operations to increase the money supply if it 
buys more government securities from the people and institutions with cash 
which increases the amount of money in circulation.

• The Fed could reduce reserve requirements allowing banks to loan out more
of the money they have to increase the amount of money in circulation .

5) Fed Goal:  To promote economic expansion in a recession

How:  Expansionary Policy
Some or all of the actions below

See numbers on graphs above that illustrates impacts of an Expansionary Policy
1) Money Supply is increases (MS1 to MS2)

2) Increased money supply leads to lower interest rates “cheaper money” 

3) Lower interest rates leads to more borrowing and increased investment

4) More investment spending causes the Aggregate Demand (the entire economy) to expand and shift right (AD1 to AD2)

5) A shift in Aggregate Demand to AD2 increases the total GDP (total goods and services produced)



• the Fed could raise the discount rate making money more “expensive” so 
banks would loan less, taking money out of circulation.

• the Fed could use Open Market Operations and sell more securities, 
taking more money out of circulation.

• The Fed could raise reserve requirements forcing banks to keep more 
money and lend out less, taking money out of circulation.

6) Fed Goal:  To Lower Inflation   How:  Contractionary Monetary Policy

Some or all of the actions below

See numbers on graphs above that illustrates impacts of a Contractionary Policy 
1) Money Supply is decreases (MS1 to MS2)

2) Decreased money supply leads to higher interest rates (“expensive money”) 

3) Higher interest rates leads to less borrowing and decreased investment

4) Less investment spending causes the Aggregate Demand (the entire economy) to shrink and shift left (AD1 to AD2)

5) A shift in Aggregate Demand to AD2 decreases total GDP and decreases Total prices (reducing inflation)



Q:  How long does it take an action by the Fed to 
impact the economy?   A:  It depends …

Both Fiscal Policy (taxing & spending) and Monetary Policy (Fed activities) have Policy 
“TIME LAGS” of between 3 and 24 months according to most economists.

Government fiscal and monetary policies do NOT have immediate an effect and since the 
economy has many “moving parts” economists & politicians disagree on length of 
time it takes for various fiscal and monetary “tweaks” to make a difference…we are 
all seeing MAJOR Fiscal & Monetary Policy actions to combat the economic impacts 
of Covid – 19, but it remains to be seen how long it will take before these actions 
make an impact 



Economic Issue

Inflation rises to 10%

GDP growth is at 4.2%;  
inflation is at 3.6%

Consumer confidence 

is falling; retail sales weak; 
unemployment at 8.1%

GDP growth is at 0.9%; 
inflation rate is 1.8%

Policy Type 

Action on 
Open Market 
Operations 
(Buy or Sell 

Bonds/T-Bills)

Effect on 
the Money 

Supply 
(increase or 

decrease)

Effect on 

Federal 

Funds Rate

(increase or 

decrease

Tight Money
Sell Bonds

Decrease
Money
Supply

Increases
FFR

Tight Money Sell Bonds

Buy Bonds

Buy Bonds

Decrease
Money
Supply

Increase
Money
Supply

Increase
Money
Supply

Increases
FFR

Decreases
FFR

Decreases
FFR

Easy Money

Easy Money


