3rd Economics Test Review
EddY

Money creation- the process by which money enters into circulation

Three tools of monetary policy

· Changing “Required Reserve Ratios” (RRR) for banks
· Raising/lowering the “Discount Rate”
· Conducting “Open Market Operations”
Required reserve ratio- ratio of reserves to deposits required of banks by the Fed

· Money multiplier- amount of new money that will be created with each demand deposit, calculated as 1 / RRR
· Excess reserves​- reserves greater than the required amounts; ensure that banks will always be able to meet their customers’ demands and the Fed’s reserve requirement

· It is the sledge hammer that is rarely used
	Reserve requirement
	Money supply

	↑
An increase in reserve requirements cause banks to increase reserves
	↓
Banks decrease lending, causing the money supply to contract.

	↓
An decrease in reserve requirements cause banks to decrease reserves
	↑
Banks increase lending, causing the money supply to expand.


Discount rate- the interest rate on discount window lending
· “Discount Window lending” is the term for Fed’s program of emergency loans to banks

· Banks don’t like to borrow at the discount window – it implies they are in trouble and they pay a “penalty rate” of interest
· So the rate doesn’t have much effect – it’s mostly for signaling central bank intentions (psychological)
	Federal fund rates
	Money supply

	↑
An increase in the federal fund rate makes banks less willing to borrow from other banks
	↓
Banks reduce lending in order to build reserves, causing the money supply to contract

	↓
A decrease in the federal fund rates makes banks more willing to borrow from other banks
	↑
Banks increase lending, causing the money supply to expand


Changes in the federal funds rate and discount rate are reflected in the prime rate, the rate of interest banks charge on short-term loans to their best customers.

Open market operations- the buying and selling of government securities to alter the supply of money
· Day to day tool of monetary policy

· Carried out by the NY Fed

· Fed sells T-bonds to “soak up” money from the system

· Fed buys T-bonds to “inject” money into the system

· All this is done by changing bank reserves (base money) which then ripples through the system via the money multiplier process

· Ultimate goal is to manage an interbank lending rate called the Federal Funds Rate

	Open market operations
	Money supply

	↑
Through bond sales, the Fed removes reserves from the banking system
	↓
Banks reduce lending, causing the money supply to contract

	↓
The Fed’s purchase of bonds increases of bands increases reserves in the banking system
	↑
Banks increase lending, causing the money supply to expand


Monetarism- the belief that the money supply is the most important factor in macroeconomic performance
Easy money policy- monetary policy that increases the money supply
Tight money policy- monetary policy that reduces the money supply
Inside lag- delay in implementing monetary policy
Outside lag- the time it takes for monetary policy to have an effect
	
	Fiscal policy tools
	Monetary policy tools

	Expansionary tools
	Increase government spending
Cut taxes
	Purchase bonds
Decrease federal fund rates
Decrease reserve requirements

	Contractionary tools
	Decrease government spending
Raise taxes
	Sell bonds
Increase federal fund rates
Increase reserve requirements


MV = PQ 
M: money supply

V: velocity of money

P: price level

Q: real output

In the short term, velocity and real output will be constant, so increasing the money supply will only lead to an increase in the price level, causing inflation.
