Monetary policy

Monetary policy is the use of money and credit controls to influence macroeconomic activity

In general monetary policy increases or decreases money supply

Money supply is the currency held by the public, plus balances in transactions accounts.

Rules versus Discretion 

Fix rules to monetary policy would make the monetary policy more passive mechanism.

Discretionary monetary policy would allow the Federal Reserve to play an active role in adjusting the money supply to changing economic conditions.

	Monetary Policy Tools
	Affects on…

	
	Money Supply
	Interest 
	Aggregate Demand
	Prices

	Open-market operation - Buy bonds
	Increase
	Decrease
	Shifts to the right
	Increase

	Open-market operation - Sell Bonds
	Decrease
	Increase
	Shifts to the left
	Decreases

	Reserve requirements - decrease
	Increase
	Decrease
	Shifts to the right
	Increase

	Reserve requirements - increase
	Decrease
	Increase
	Shifts AD to the left
	Decreases

	Discount rate - increase
	Decrease
	Increase
	Shifts AD to the left
	Decreases

	Discount rate - decrease
	Increase
	Decrease
	Shifts to the right
	Increase


Supply-Side Policy 

The effects of the fiscal or monetary policy depend on the type of AS curve.

Supply-side policy is the use of tax rates, (de)regulation, and other mechanisms to increase the ability and willingness to produce goods and services.

Types of supply-side policy:

· Lower capital gains tax

· Lower the EPA standards for construction of nuclear facilities and refineries 

· Increase the minimum wage can increase shift the supply curve to the left.

· Increase in population will shift the LRAS curve

II.
Idealized Use

Recession 

GDP gap is the difference between full-employment output and the amount of output demanded at current prices

· Monetarist – buy bonds to increase money supply, which in turn lower interest rates and shift the AD to the right.

· Supply – side believe in changing the shape and position of the AS to the right by reducing regulation , lowering capital gains tax, or lower minimum wages...

· Keynesian – use fiscal policy to shift AD to the right.

· Classical – let the market self-adjust.

Inflation 

To combat inflation economist can take one of the following steps:

· Monetarist – would decrease the money supply shifting AD to the left. 

· Keynesian – increase taxes and reduce government spending shifting AD to the left.

· Supply – side would point out that inflation implies both too much money and not enough goods.

· Classical – let the market self-adjust.

Stagflation 

Stagflation is the simultaneous occurrence of substantial unemployment and inflation.

You can not fix both things at the same time.  You have to determine which negative outcome you want to resolve by increase in GDP or decrease in inflation.  

In general, we want to reduce inflation over reduction in unemployment (increase GDP) because lower inflation allows for long term economic growth.
Fine-tuning 

Fine-tuning is the adjustments in economic policy designed to counteract small changes in economic outcomes; continuous responses to changing economic conditions. 

















































