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After studying this chapter, you will be able to

= Describe the structure of the Federal Reserve
System (the Fed), and the tools used by the Fed
to conduct monetary policy

= Explain what an open market operation is, how
it works, and how it changes the quantity of
money

= Explain how the Fed influences interest rates

= Explain how the Fed’s actions influence
spending plans, real GDP, and the price level
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After studying this chapter, you will be able
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* Understand what fiscal policy is and
how it impacts the economy

= Apply fiscal policy to economic booms
and busts to solve those issues
effectively
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Fiscal Policy

Government Policy

Monetary Policy

Spending

Interest

Money Supply

b Taxes

~N




MIDOCEA|

UNIVERSITYl

Chapter Monetary, and Fiscal Policy 4lall 5 45481 Aubaud)

08

~N

1) Monetary Policy 4! dulbeud!




/‘

MIDOCEA

UNIVERSITY

Monetary Policy 48l 4l

Chapter

08
315 9 Jyudl! (sl udomal Bpadidl duuleandd 0231 gl
) Sl (Sgitune ylyiiul
The most important Federal Reserve monetary policy
goal is achieving price level stability

Monetary Policy
Alteration of the money in circulation to
influence the state of the economy

Full Employment

Inflation in Check

Sustainable
Growth

Maintaining the
Monetary System
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Who is Responsible
for tThe Monetary
Policy

A CENTRAL BANK/ @ doladl Aol g )l il /S35l el
Federal Bank is the wi“&z@ fuj‘u‘.“? MM‘ Q%é;“ ‘QLw
public authority that l ‘ bl 9o plare (§ dliins dlabes &3] LS 0584
regulates a nation’s
depository institutions

. EUROPEAN CENTRAL BANK
and controls the quantity
of money.
It IS an Independent £ %» Banc Ceannais na hEireann
authority in most of \Gigy Coniral Bankof Ireland
countries of the world




MIDOCEA|

UNIVERSITYl

Chapter Monetary Policy 448l Al
08
\
Monetary policy affect money in A g Ad glaial) 1l e 4ja81) ajal-,wd\ ey
circulation, and interest rate through 3 1) ga) & A ¢y LAY
tools:
1) Discount Rate < sthall hLiay) dud (2
2) Deposit Reserve A gidall (3 guall Dllee (3

3) Open Market Operation
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A decrease in the discount rate makes s
banks more willing to borrow from the Fed. rate
This causes banks to increase lending.

causing the money supply to expand.

Increasin - thhe D el 1T Rate

\,/l\»-‘_,k_:\:!‘\ 'S<2 it
AnNn increase |n the discount rate makes
banks less willing to borrow from the Fed.

Money
W
This causes banks to reduce lending in

order to build reserves, causing the money supply to contract.
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1) Discount Rate (-Ve).

* The discount rate is the interest rate at which the Fed stands ready to lend reserves to
depository institutions
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posit Reserve (-Ve).

Required reserve ratio are the total
amount of reserves that banks are
required to keep.

The Central banks set the required
reserve ratios, which are the
minimum percentages of deposits
that depository institutions must
hold as reserves

The higher RRR, the lower available
loans for people, causing decrease
in money supply, and increase in
interest rate.
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3) Open Market Operation da gidal) Goudl cililee (3

e Open market operations are used
‘_swl.w! S bya.d\ Bgudl Oldas ‘QM .

mainly to regulate the money supply in d’rb o dladYl § gaal uoﬁj*d‘ W
. . e duo oS u\w\/c\.&lw\ BhoYl ¢l g &
an economy by selling and buying Dol 535,00l clidl S5

government securities/ bonds by the

central bank of a nation
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MS, WS

To control Recession

=
- increase the money supply e\ e 3¢Sl Ae Bylaiud) o
> the equilibrium interest rate %ﬁiﬁﬁ?ﬁ;\ ° l‘ WS o Mgsd.ct\’ 29yl 8Ly > o
decreases o | 0 gl BISLAN yauw (olassl > e
-> people prefer to hold money (sell d9adl Bl Wbl Jady 5 e
bonds) (@il a)

— the central bank buys back bonds
from commercial banks.

sl (Sl bl pedy S
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MD

0 $300 950 Quantity of money, M
(billions of dollars)
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Tools monetary policy
3) Open Market Operation s . " Aa gidall (o) Slilas (3
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To .control Expansion/ - ik L)OjJ&QJ‘ s
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> decrease the money |win| i —— 51 giad) BASLAM sl LS >
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— the equilibrium interest O < &j‘ w*; .
rate increases ol ¢ ‘bbjﬁjﬁ“ﬁ
—> people prefer to hold " AV .
bonds (buy bonds)
—>the central bank sells
bonds to commercial banks 0 S50 0 Quantityof money, M
(billions of dollars)
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Types of monetary policies:
. Contractionary
Expansionary Monetary
Monetary Policy
Policy
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1) Expansionary MP

At the time of recession, and Unemployment

CB buys bonds through open market
operations
2. CBreduces discount rate
3. CBreduces RRR
\!
MST
\!
rd
\!
M
\!
ADM
\!
Output (GDP), and Prices (inflation)
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Price level curye to shift to
(GDP deflator, || the right.
2005 = 100)

Lonmg-run
Central bank policy | aggregate
causes the AD supply, LEAS

Short-run
aggregate
supply. SRAS

Pr
(GDP
200

100 'I‘ T
DE [
Al
K Aggaregate
.[  — cdemand, A,
o 12.2 12.4 Real GDP

{(billions of 2005 US dollars)

{a) Expansionary monetary policy

~N




/

Chapter

08

Monetary Policy 483l duld)

MIDOCEA

UNIVERSITY

2) Contractionary MP

At the time of expansion, and inflation

1.

CB sells bonds through open market
operations
2. CBincreases discount rate
3. CBincreases RRR
\A
MS{
\A
rt
\A
N
A
AD!
2
Output (GDP), and Prices (inflation)
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Price lewvel
{GDP deflator,
2005 = 100)

Central banmk palicy
causes the AR
curve to shift to

the l=ft.

NS

Long-run

aggragats

supply, LARAS

Short-run

aggregate
supply. SRAS

A
ol >
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Aggregate

demand. A,
AL,

1 _—

iDP o 12.4 12.6 Real GDP

ars)

(billions of 2005 US dollars)

(b)) Contractionary moneatary policy
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Think

What is meant by monetary policy?

A.

B.

C.

D.

The process by which the Parliament controls the
money supply

The process by which the central bank or monetary
authority of a country controls the supply of money
The process by which International Market controls the
money supply

None of the above

If interest rate decreases in an economy, it will

A.
B.
C.

Decrease the investment expenditure in the economy
Increase the loan repayment by the government

Increase the consumption expenditure in the
economy

Increase the total savings in the economy
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Think

—

If the economy experiences an expansionary gap
and the Fed sells US government securities in the
open market, then

BV g Jhsdd! (oliNl el plBg dancsgs Bgoed SLaidV g 13|
L OB cd> gidell gl § Aoyl de gSoell AL

A. money supply increases, investment increases, S ) alaag laiicedl 8159 ¢l pogpaall w5y @
aggregate demand increases g.,&ﬂ Clla)l olajsg BBl yaw slojg cgaadl (og,mall Dlayy @
B. money supply increases, the interest rate S Cllall (rasiing BBy (rdscog ($adl (o9 el aasi e

increases, and the aggregate demand increases IS )l adseing o yleiwd) jadsuog (Suddl (b9l (adsiy o
C. money supply decreases, the interest rate " - -

decreases, and the aggregate demand falls € Al dasbeadl 1901 (30 81T Luet) b Lo (6]
D. money supply decreases, the investment - ) LY ubw;y\": T,

decreases, and the aggregate demand decreases Jowasdl Jdao 9l o, (LisYl de 561

Which of the following is not a monetary policy Jldl (o) o Ao Jdao
instrument? A>gidell Ggudl Oldas o
A. Reserve requirement ratio.

B. Interest on reserve. (Discount rate)

C. Capital gains tax rate.

D. Open market operations.
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Which of the following is not one of the Fed’s
monetary policy tools?

A. Buying bonds on the open market

B. Selling bonds on the open market

C. Raising or lowering taxes

D. Raising or lowering the reserve requirement ratio

An open market purchase by the Fed

A. increases bank reserves, loans, and deposits, and
thus increases the money supply.

B. decreases bank reserves, loans, and deposits, and
thus decreases the money supply.

C. increases bank reserves, loans, and deposits, and
thus decreases the money supply.

D. decreases bank reserves, loans, and deposits, and

thus increases the money supply.
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Suppose the Fed wanted to engage in an dwlbiws é by syl ‘_;b.mJl ulal.«pz}l Lo O yoiad
expansionary monetary policy. Which of the following ¢ dlady ol 4 (S ‘_,b V9 5\ g3 dydds
should it do? A gidall (§guud] GOl zn o
A. Sell bonds on the open market. (Y il duwd 8oLy e
B. Increase the reserve requirement ratio. a3l g By e
C. Increase the discount rate. 4> giladl (B guud! Lg Ollaad! el & o
D. Buy bonds on the open market.
S dosuan ol duwbuw (B darwgid] doddidl duslind!
. o , " SLaidYl § bladl
Expansionary Monetary policy is a monetary policy -
designed to decrease activity in the economy. Gr_;
A. True 4SOV il dwlend | (2 domousall Dol

B. False

* False, Contractionary MP
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Fiscal Policy is determined by
government/ congress/ president (Fiscal
Authorities) using Taxes and the
government expenditure to influence
economic conditions

Goals:

e Boosting employment level to
achieve Full Employment

e Inflation in Check
e Maintain Sustainable Growth
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G-T = 4l gall dalad) 43 31 gall = 31 55
(T>G) e sSadl B ana e paSl eudl pall ana IS 13 osadld Alla (48 daladl 453 gall
(G>T)l pall ana o ST (papSadl AN ana IS 13 Jas Al B dalad) 2531 sall

(G=T)=5!_pall ans Ao e sSall QY] ana (g gled 2o | 55068 Ala B A0 gall dalall 45 3 gall
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Government Budget=G-T

- If Expenditure more than Revenue (G >T), Budget Deficit,

- If Expenditure less than Revenue G < T, there would be a Budget
surplus

- If Expenditure equals Revenue G = T, there would be a Budget
balance
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Types of Fiscal policy bl dwbudl £143!

i

Economic Contraction

il

Economic Expansion

(Inflation) (Deflation) \
J Contractionary Fiscal Policy Expansionary Fiscal Policy
(Decrease Government (Increase Government Spending
Spending and Increase taxes) and Decrease Taxes)
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Expansionary fiscal policy

Stimulate the economy during the recession (during _
When

Budget surplus)

2800 P St uba
Action T4 or G
T4 : consumer spending M
results G": Business investment T T or Gt
AD curve increases and shift to the right oyl uhii.j gl JL"“S" 5%&3&9
Real GDP

effect Price level T

Employment
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Contractionary fiscal policy

Stimulate the economy during inflation (during

When | gydget Deficit)
Action T or G{
T/ : consumer spendingd
GY: Business investment <
results
AD curve decreases and shift to the left
Real GDP 4
effect Price level {
Employment J
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Contractionary Policy
LRAS

Price level

Ve Real GDP
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Think
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------ is known as the policies that fiscal authorities dled! Collabid! LU (31 Sl gl CBpadonnn
adopt dola)l duwludl o
A. Public policy Aol dwlnd! o
B. Fiscal policy T (CH DA VOV [
C. Government policies G los e Y @
D. None of the above ' i
Fiscal policy is defined as the policy under which 9o (I duolbnd! LU ddledl Aol d).su
A. The government uses instruments of taxation CSlpall Olgal do oSl pusuind o
B. The government uses instruments of Government u.jg_,,_u Syl ij zu,jg_,,_u PRES IR

spending 5LasBY! Luslaadl (po Baws Sdes oye dogSell o
C. Government has a predetermined purpose of josw Lo 5 o

economic policy
D. All of the above
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Wh.ich of the following are the tools of fiscal S bl g3l po b Los
policy? iR
A. Taxation . :

- dun oSl Cogedl @
B. Government research j;j‘ u‘iz;‘ )
C. Government borrowing - L:j DY .
D. None of the above O B8 Pt

dulend! gad I SBluaYl o (b ke Gl

Which of the following objectives are Sl
achieved by fiscal policy? Solaidyl iyl e
A. Economic stability Juddl e Jle Sgimn Gaas o
B. Achieving high level of employment S3LaidYl gl auud o
C. Accelerating economic growth Gl (S o
D. All of the above
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Budget is an instrument of

A. Monetary policy of the government

B. Commercial policy of the government
C. Fiscal policy of the government

D. Money-saving policy of the government

Fiscal policy creates a surplus, when the total--------
A. Expenditure and total receipts same
B. Receipts more than Expenditure
C. Expenditure over Receipts
D. Receipts and total Expenditure very low

When the governments total revenue is less than the
planned expenditure, it is called----

A. Revenue deficit

B. Budget shortfall

C. Fiscal deficit

D. Deficit financing

bl.)luasd.gb.g."
Ao gSiol) &A1 duslisad
do oSl djylmll dusliwadl @
do oSl ddlodl dslind! o
Ao gSoel) JloJl pdg5 dusloes @

....... Szl 085 bie (Lasld ddledl duwlud! gl
" oglude syl Jlexlg wlaadl o
OB e AST NIyl o

ubx}’\ R ul.c\ Oliadl e

1D Ladson Adlezl Olaadly Olalp)l o
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reer 3 o 3}

Ol j=e o

diilgall yads @

&jlgalb Jbo jxe o

szall oged o

\

/




IDOCE
UNIV ERS.|
Chapter Summary outlines
08
* Monetary policy (definition, tools, Huadl dwlwdl 19Vl cCinyadll) Luddl Al
expansionary, and contractionary (Ao LSSV g duaso gl

monetary policy)

Al Al cOlgal ccasyadl) Al duslisd!
* Fiscal policy (definition, tools, (At LSV g dman gl
expansionary, and contractionary fiscal
policy)
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