
Monetary
Policy

Assignment #14

Chapter 16: The Federal Reserve (Fed) System, Monetary Policy, Federal Funds Rate vs. Discount 

Rate, Money Supply, Bank Reserve Requirements, Money Multiplier, Prime Rate, Open Market 

Operations, “Easy” Money vs. “Tight” Money Policy, Business Cycles & Policy Lags

https://www.youtube.com/watch?v=1dq7mMort9o&index=10&list=PL8dPuuaLjXtPNZwz5_o_5uirJ8gQXnhEO

Monetary Policy and the Federal Reserve: Crash Course Economics #10

https://www.youtube.com/watch?v=HdZnOQp4SmU&index=32&list=PLF2A3693D8481F442

Dr. Mary J. McGlasson Video #32 on Monetary Policy  

http://money.cnn.com/2017/11/02/news/economy/trump-jerome-powell-federal-reserve/index.html

https://www.youtube.com/watch?v=1dq7mMort9o&index=10&list=PL8dPuuaLjXtPNZwz5_o_5uirJ8gQXnhEO
https://www.youtube.com/watch?v=HdZnOQp4SmU&index=32&list=PLF2A3693D8481F442
http://money.cnn.com/2017/11/02/news/economy/trump-jerome-powell-federal-reserve/index.html


2 Types of Monetary Policy

Monetary Policy Definitions
Money Supply

The total amount of money in circulation or in existence in a country.

Loose Money Policy
A loose monetary policy occurs when the money supply is expanded and is 

easily accessible to citizens to encourage economic growth.

Tight Money Policy
When the monetary authorities of a country adopt a policy that 

decreases money supply and raises interest rates as a means to slow down 

economic activity.

Interest Rate
The proportion of a loan that is charged as interest to the borrower, typically 

expressed as an annual percentage of the loan.



Q:  Who controls Monetary Policy in the USA? 

A:  “the Fed”



Tools of 

Monetary Policy: 

#1) Adjust 

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 and reduces the amount of loans they can 

give 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 and allows them to make more loans to 

consumers and businesses. This increases the money 

supply and expands the economy but also works to 

increase inflation.  Lowering reserve requirements is 

an expansionary monetary policy.



Tools of Monetary Policy:  #2) Adjust Discount Rate

What happens when the Fed raises 

discount rates?

When the Fed raises rates, it's called 

contractionary monetary policy. A higher fed 

funds rate means banks are less able to borrow 

money to keep their reserves at the mandated 

level. That means they will lend less money out, 

and the money they do lend will be at a higher rate.

What happens when the Fed lowers 

discount rates?

When the Fed lowers the discount rate, it is 

called expansionary monetary policy. A low 

federal funds rate allows commercial banks 

throughout the economy to borrow more and 

lend more at a lower rate which expands the 

money supply. 



Tools of Monetary Policy:  #3) Open Market Operations 

The Fed buys and sells government securities (debt) to set the money supply. 

The is process is called open market operations. 

The government securities (IOU’s) that are used in open market operations are 

Treasury bills, Treasury bonds and Treasury notes. 

If the Fed wants to increase the money supply (expansionary policy) in the 

economy it will buy securities.  

If the Fed wants to decrease (contractionary policy) the money supply, it will 

sell securities.



• 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 government bonds 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 .

Goal:  “Easy Money” Policy

Why?  To promote economic expansion

How? …



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

• the Fed could use Open Market Operations to decrease the money supply
when it sells bonds, taking 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.

Goal – A “Tight” Money Policy

Why?  Inflation is growing too fast

How?...



Both Fiscal Policy (12-24 months) and 
Monetary Policy (6-12 months) have time
lags

Translation: Government fiscal and 
monetary policies do not have immediate 
effect and since the economy has many 
“moving parts” people disagree on length 
of time needed and the impacts of 
various fiscal and monetary “tweaks”

Time Lag



REVIEW
https://sffed-education.org/chairthefed/

Fed Policy On Line Game

https://sffed-education.org/chairthefed/


Economic Issue

1. Inflation rises to 

10%

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

3. GDP growth is 2.1% 
and the inflation rate 
is 3.5%

4. Consumer confidence 

is falling; retail sales very 

weak; unemployment at 

8.1%

5. 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

None
OR 

Sell Bonds

Buy Bonds

Buy Bonds

Decrease
Money
Supply

None
OR

Decrease MS

Increase
Money
Supply

Increase
Money
Supply

Increases
FFR

None
OR

Raise FFR

Decreases
FFR

Decreases
FFR

Take No Action
OR

Tight Money

Easy Money

Easy Money


