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I . Macro Economy
3) Monetary Policy
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3) Monetary Policy

1 Monetary Policy

Definition & A means by which governments try to affect macroeconomic
_, conditions by increasing or decreasing the supply of money.

Monetary policy consists of increasing or decreasing the money supply as
needed, that is to achieve government policy objectives. Usually these objectives
are stable money value, reasonable interest rates, and enough money available for
the conduct of the nation’s transactions.

The Fed conducts monetary policy in three ways:
1.By open-market operations
(buying and selling United States Treasury securities).

2.By setting the discount rate, which is the rate charged commercial banks
and other depository institutions when they borrow from the Fed.*1

3.By setting reserve requirements for the nation’s banks and other
depository institutions.

(Mayer, Duesenberry and Aliber, Money, Banking and the Economy, Norton, 1996)

Financial Words ,

United States Treasury security supply of money Fed
See 3) -3 See 3) -2

commercial bank
A bank that accepts deposits and makes consumer, commercial, and real estate loans.

depository institution
A financial institution that accepts the deposit of funds from its customers.

reserve requirement
The cash ratio of a bank: the percentage of its assets that must be held in cash.

*| XD FEFE, AKZe 51X, -+, which is the rate charged to commercial banks - & 72 %,
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3) Monetary Policy

2 Federal Reserve System (Fed)

Definition ' The Federal Reserve System (the “Fed”), as the country’s

central bank, plays a vital role in the management of the national
money supply. It has an important function in determining the
level of interest rates, bond prices, and business activity.

Like other countries, the U.S. has a national bank to oversee its economic and
monetary policies. But the Federal Reserve System, known informally as the
Fed, isn’t one bank. It’s 12 separate district banks, with 25 regional branches,
spread across the country, so that no one state, region or business group can exert
too much control.

Each district bank has a president and board of directors, and the system itself is
run by a seven-member board of governors. In addition, there’s an Open Market
Committee, whose responsibility is guiding day-to-day monetary decisions.

(Wall Street Journal, Guide to Understanding Money & Investing, Lightbulb Press, 2000)

But in the most dire situations, monetary policy can cease to have traction, when
banks are so shell-shocked that they are unwilling or unable to make new loans even
if a central bank provides the money with no interest charges at all. The United
States appeared to be in such a "liquidity trap" in the winter of 2008 and early
2009, as the credit crisis that followed Wall Street's implosion barely eased even as
the Fed reduced its rates to virtually zero.

(The New York Times, March 9, 2009)

Financial Words ,

money supply: See 3)-3

Federal Reserve Board

The governing board of the Federal Reserve System, consisting of seven governors
appointed by the President, subject to Senate approval, to serve 14-year terms. The board sets
bank reserve requirements and discount rate, implements monetary policy, establishes
regulations for national banks, and performs a variety of services for banks.

Federal Reserve Bank
One of 12 central banks that make up the Federal Reserve System.

liquidity trap

A situation in monetary economics in which a country's nominal interest rate has been lowered
nearly or equal to zero to avoid a recession, but the liquidity in the market created by these low
interest rates does not stimulate the economy.
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3) Monetary Policy

3 Money Supply (Money Stock™)

Definition ' The quantity of money issued by a country’s monetary authorities.

The money supply measures the amount of money that people have available
to spend—including cash on hand and funds that can be liquidated, or turned into
cash.

When the Federal Reserve is following an easy money policy—increasing the
money supply—the economy tends to grow quickly, companies hire more workers
and consumer confidence tends to increase, boosting spending. But if the Fed
adopts a tight money policy—slowing the money supply to combat inflation—
the economy can bog down, unemployment may increase and spending typically
slows.

Economists and policy-makers keep careful track of the public money supply
using measures called M1, M2, M3. The three Ms are monetary aggregates, or ways
to group assets that people use in roughly the same way.

(The Wall Street Journal, Guide to Understanding Money & Investing, Lightbulb Press, 2000)

Financial Words '

easy money policy tight money policy

liquidate consumer confidence
See 1) -3

M1

M1 or narrow money, includes all money in immediately spendable forms: cash and money in
checking accounts.

M2

M2, or broad money, includes M1 but adds savings and money in small time deposits (like
CDs). The latter can’t be spent directly but can be converted easily to cash.

M3

M3 is the broadest measure of the money supply. It includes all of M1 and M2, plus the assets
and liabilities of financial institutions, including long-term deposits, which can’t be easily
converted into spendable forms.
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3) Monetary Policy

4 Cutting Rate

Definition ' A decision by a central bank to reduce the policy rate.

The “no bank left behind” policy of central banks has not yet led to the kind of
inflation seen in the 1970s. But cutting interest rates as a first response to any
distress in the financial sector has helped to blow bubbles in asset prices—dotcom
stocks in the late 1990s, house prices in the 2000s.

And it has led to a speculative mentality in financial markets, demonstrated by
the importance of trading to investment banks’ profits. Why not take risks, if you
know that central banks will intervene only in falling, not rising, markets?

(The Economist, August 7, 2008)

Financial Words ,

easy money

A state of the economy when interest rates are lower and ample funds are available in the
banking system and credit markets. These conditions are governed largely by the Federal Reserve
System.

tight money

Economic condition in which credit is difficult to secure, as the result of Federal Reserve action
to restrict the Money Supply.

distress
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3) Monetary Policy

5 Zero Interest Rate Policy

Definition & A central bank tool for stimulating the economy that brings its
_, target short-term interest rate to or close to zero.

Zero Interest Rate Policy (ZIRP) is a method of stimulating growth while
keeping interest rates close to zero. Under this policy, the governing central bank
can no longer reduce interest rates, rendering conventional monetary policy
ineffective. As a result, unconventional monetary policy such as quantitative
easing is used to increase the monetary base. However, as seen in the Eurozone,
over-extending a zero interest rate policy can also result in negative interest
rates. Thus, many economists have challenged the value of zero interest rate
policies, pointing to liquidity traps amongst several other pitfalls.

If central banks decide to act even further, they can set an implied negative
interest rate, where loans actually receive interest. This emergency measure would
be a negative interest rate policy, or NIRP.

ZIRP was first used in the 1990s after the Japanese asset price bubble collapse.
Japan implemented ZIRP as part of its monetary policy during the subsequent 10
years — commonly referred to as the Lost Decade — in response to declines in asset
prices.

(Investopedia: https://www.investopedia.com/articles/investing/031815/what-zero-interestrate-

policy-zirp.asp, December 10, 2020)

Financial Words '

monetary policy
See 3)-1

quantitative easing

A monetary policy whereby a central bank purchases at scale government bonds or other
financial assets in order to inject money into the economy to expand economic activity.

monetary base

The total stock of money circulating in an economy, consisting of currencies in general
circulation and in commercial bank deposits held in the central bank’s reserve.

negative interest rate
‘When the nominal interest rate drops below zero percent.

liquidity trap
When monetary policy becomes ineffective due to very low interest rates combined with
consumers who prefer to save rather than invest in higher-yielding bonds or other investments.
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3) Monetary Policy
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1. Monetary policy consists of increasing or decreasing the money supply.
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2. Zero Interest Rate Policy is a method of stimulating growth while keeping
interest rates close to zero.
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3. Fed’s rate cuts have totaled 50 basis points.
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