USING MONETARY POLICY TO MANAGE THE ECONOMY

Good practice for Aplia and the In-Class Final

Things to remember about Monetary Policy


The Fed. Res. Bank can buy Treasury Bills, Notes and Bonds to increase Member Bank Reserves. If the reserve requirement ratio rrr is 10%, the banks can lend out initially 90% of this increase in reserves. This starts the  increase the Money Supply. Through the redeposit of the loans as they are used and the relending out of this new deposits, the potential increase in the money supply is much greater.  It is:  ∆MS = (1/rrr)*∆R. if all the borrowers spend their loan which is deposited in the bank. The the entire form of the increase in the money supply is in the form of demand deposits (checking accounts)  (We assume that nobody holds any additional portion of the money supply as currency  in their pockets.)
 Therefore the if the Fed buys 30 billion of Treasury , the change in demand deposits ∆DD = 1/rrr *  ∆R  => 300 = 10 x 30 billion. The ratio 1/rrr is often called the money multiplier.
In order to loan more money the banks usually have to reduce their interest rates “i”a bit the attract producers to borrow for new factories, homebuyers to get mortgages for buying new homes and retailers and wholesalers to borrow to increase inventory.  This additional investment affected by the interest rates is called the “interest-determined part of Investment demand” or Id(i).
The Fed Res. Board economists usually have used an economic model to estimate the planned change of investment demand that they would like to result from this monetary policy.  For example, if the difference  ∆Ya* between full-employment output Yfe and the current equilibrium output Ya*is 800 and the multiplier is 4, then they would want aggregate demand ∆Yd to go up by 200 because   ∆Yd * M =  ∆Ya* or 200 * 4 = 800.  Thus they want to lower interest rates enough so that investment demand rises by 200.  That times the multiplier of 4 will raise the Ya* by +800.
Thus, using the table below and assuming the initial money supply was 160, the interest rate (federal funds rate) was be 12% and Id(i) = 100.  If they want Id(i) to rise to 300, they have to increase the money supply enough to make the interest rates fall from 12% to 9%.  This means that the Fed would have to take steps to increase the money supply from $160 to $400 or by +$240.  That is ∆DD = + $240.  To achieve this increase the Fed would instruct the Open Market Committee to BUY $24 billion of bonds which would increase the reserves in the banking system by $24 billion times the money multiplier of 10 results in an increase in DD of $240 billion which….
Problem for Homework (without taxes or government spending)
The small industrial economy of Belland wants to have FEWPS (full-employment with price stability).  The economy has the following characteristics (millions of Belmarks)    "i" denotes interest rate.  There is no income tax tx, induced investment b, or propensity to import m so the multiplier is the simple multiplier.  
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The tables to the right show both the relationship 

400 
|     9        
9   
|     300

between the Money Supply Ms and the interest rate needed
440 
|     8       
8   
|     350
to equate Ms with the Asset Demand for Money Md 
480 
|     7       
7   
|     400
(left table), and relationship between that interest rate and 
520 
|     6       
6   
|     500
the interest determined part of planned investment "Id(i)"
660 
|     5        
5   
|     600
(table on the right)
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|     4       
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|     700








          1000
|     3            
3  
|   1200
The money supply in Beland is defined as only
         
"demand deposits" We assume that any money needed to satisfy the transaction demand is done automatically and is not shown in these tables.



  Banking and Money Supply





   a. The money supply Ms is 400 Belmarks




   b. Banks must keep a 12.5% required reserve ratio 



   
    against deposits and hold no excess reserves. 


Using the data for  Ya* and Yfe on the page above






  


1.  On graph to the right. , first markYa* and then Yfe to the 



right or left of Ya* on the horizontal axis 



with vertical lines to the Ya 45°.


 
Look at the values.  

2 Identify and label the types of  “gaps” (income gap and the aggregate demand or AE gap. (6 pts)

  







________________________3.What is the one basic economic problem in this economy?
4.  Calculate the multiplier, the "income gap, and the aggregate demand gap and write in the values on the graph.

    Watch your signs & show work (3 pts)

 















Multiplier =
        Income Gap =                 Aggregate Demand Gap = 

_____5. Given the money supply Ms of 400 Belmarks, what is the interest rate? 

_____6. At the current interest rate, what is the current  interest-determined component of investment?  
_____7. How much does the Beland Central Bank want to change investment Id(i)to reach make Yfe equal to Ya*      .
8. Monetary Policy QUESTION.  What monetary policy should the Belland Central Bank pursue to stabilize the economy by changing  Id(i) using monetary policy.
 8.1 What specific changes would it want in reserves (R), money supply (Ms), interest rates (i), planned investment (I(i)), and equilibrium GNP?  Explain  (If you are not confident in your answers above, assume that there is a deflationary gap of 50) (which is not the right answer to the above set of questions and proceed to answer the following questions). (10 pts.). 


( R = 

        ( Ms=

      ( i = 

( I = 


( Y = 

What specific instructions should the "OMC” (Open Market Committee) give to their "bond trading room”.  The traders on the open market desk should                (select one)  _______  millions in bonds in order to ______               reserves R in the banking system.

5.2. In question 8, would you lower or raise the discount rate as part of this policy? _______________________ 


Explain why? _____________________________________________________________________________ (2 pt.)

(POLICY CHOICES AMONG COMPETING NATIONAL GOALS 

Assume that the Belland economy reached at full employment of 5000 by using fiscal policy
We are now at Point B on the PPF and at Point B on C+I+G. 
Belland’s money supply Ms is still 400.

Now, a government advisory board urges a new policy to stimulate growth and labor productivity by investing 200 (million Belmarks) in modern plant and new equipment and research and development..  

(9.1) What specific changes in monetary policy are necessary to increase investment by 200?  Show below in boxes at 9.4and indicate the + or – signs.







                                                                                


        
  Belland T-Bills->                by ______Belmarks x 1/,rrr (=8) (  (Ms =_____. As a result (i  ______ from __% to __%    








 Money multipler

which ______ ( I = +200 x 5( (Ya* = +1000 so that now    (Ya* = 6000 which cause _________                




 
(9.2) This pro-growth investment policy would cause a real economic problem  _____________ if not offset with fiscal policy  because _____________________________________________________________________

(9.3) What tax policy would you recommend to change consumptions so as to prevent this problem and to achieve this new growth without causing a demand-pull inflation?  Answer in box below. (4 pt).


9.1. (Tx =                   >(Ydi =            *MPC of .8           (C of                        (Yd of            * multiplier of 5           (Ya* =                   
Show problem and solution on  these graphs.
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