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Why Study Money and Monetary Policy?
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FIGURE 4 Money Growth (M2 Annual Rate) and the Business Cycle in the United States, 1950-2002

Wote: Shaded areas represent recessions.
Source: Federal Reserve Bulletin, p. A+, Table 1.10; www federalmserve gowieleases/haihistthshist 1t
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FIGURE & #Averape Inflaton Ree Yemus Average Rate of Money Growth for Selected Couriries, 1982 -2002
Soxme [obermational Finan dal Statistics.

piEltom Friedman, Dollars and Deficits (Upper Saddle Biver, M. ! Prentice Hall, 1968), p. 39.

=) Bl jleud il 8 Lala 150 aady Jlall 5 s Al dal 5o () ddayly
Bl ya 8l ) 7 JSAN Gan g oSlet ) s S, AN 50K B jaiae s
@il sl Jame aii ) LS | gai Jlall e Aty Jea¥) ALy ok 400 3all clais e
bl aay Lgan Jama o)) Jall Al sh i ul5<s1970 551960
s (5a5 1980 ale e b sy Q8 o 52l a5 0 g8l gad oy 4831
oY .5 Joail) 8505l @l Gy Leaie sl jlaud 5 JUal oy 48Nl
Aaals 1 A age poiad ) Al ol jpniall (e anaell (e Si5 0 Sy Jlall
Al 51l ) sigy allall slail ppen 8 )58l g licay Ga byl 5 Lol o)
= Al Al 5 pla) e Al g s el A aliiall Balall g Jlall cVama 5l 5 Al
olial) oLl ooa sa atall LY ol (6 5 S pall el il el sy (o3-S pall o B
5 18-14 Jaill (3 (S Y (5 3-Spall i) Al Ll i) M2l
e s O Sy ) el sy aldas e (oS 43S all el i) o 21
(o= Jerdly 218 Aol A ulpl) 4S8y an o (a5 BB 8 Jlall e daS
Sy iy el al A Al ety g Al Sl g saatall cll Yl
Gladle o s Sall BLaW) o pmilally 3 oaall 3 e i)yl 5 e s Sall
O (b ) aaale 5 a3, e sadll aa s (o Jpaall Gl ol
e e s Sall Blay) cil ol cilaile ) glam laaie Al ) 8 Loails Ly,
o g5 Al pall (=il Of (s (ol 2 BY) 3k e e (gl Josai A Sal
o A Al el (8 ) (8 JSAN gday LaS | e Sall cpadl pae (alisll
llual Lad 5) o g dl) il (30 76 aic 1983 ale 8453 ity clalail aaa
Jodb—ie 5 ay e J eyl —dadll gl il o ( I aa}) ol @il




Money
Interest Growth Rate
Rate [%) (% anmual rate])

Money Growth Rate [M2)

N wi,

Imterest Rate

] | 1 | 1 1 | | 1 1 W]
50 1955 1960 1885 1970 1875 1980 1585 100D 1985 2000 2005

FIGURE T Money Growth (M2 Annual Ree) end Imterest Rates (Long-Term LLS. Treasury Bonds), 1860-2002
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CHAPTER 1 Why Study Money, Banking, and Financial Markets?
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FIGURE 8 Gowemment Budget Surphus or Defictt as e Percentage of Gross Domestic Product, 1950-2002
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FIGURE 1 Equilibrium in the
& Market for Reserves

Equilibrium occurs at the inter-

Federal

section of the supply curve R® and
the demand curve R at point 1 Funds Rate
and an interest rate of ;.
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FIGURE 2 Response to an
Open Market Operation

An open market purchase increases Federal
nonborrowed reserves and hence Funds Rate
the reserves supplied, and shifts

the supply curve from Rf to R§.

The equilibrium moves from

point 1 to point 2, lowering the

federal funds rate from ij to i

Quantity of
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Federal
Funds Rate

Federal
Funds Rate
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IGURE 2 Responsetoa Change in the Discount Rate
panel a when the discount rate is lowered by the Fed from i} to i3, Lheveztmalsecucnufﬂwsupplycum]nsLsthens asml?.‘ so that the

iquilibrinm federal funds rate remains unchanged at 1}-}\ In panel b when the discount rate is lowered by the Fed from i} to i3. Lhe horizontal
ection of the supply curve B3 falls, and the equilibrium federal funds rate falls from if to 1.
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FIGURE 4 Responsetoa

Change in Required Reserves

‘When the Fed raises reserve Federal
requirements, required reserves Funds Rate
increase, which increases the

demand for reserves. The demand

curve shifis from R to RY, the

equilibrium moves from point 1

to point 2, and the federal fund

rate rises from i} 1o iF.

Quantity of
Reserves, R

2Becanse an increase in the required reserve ratio means that the same amount of reserves is able to support a
smaller amount of deposits, a rise in the required reserve ratio leads to a decline in the money supply. Using the
liquidity preference framework, the fall in the money supply results in a rise in interest rates, yielding the same
conclusion in the text that raising reserve requirements leads to higher interest rates.
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