BUAD 200 Spring 2009 Week 14-15 Classnotes April 20-29, 2009
1. How does the Fed. control the money supply?

A.  The Federal Reserve requires banks to hold a fraction of Checkable Deposits
             in the form of Assets called Reserves (Vault Cash + bank deposits at the Fed)


B. The Fed. can create reserves by buying outstanding Treasury bonds thru open
             market operations. The Fed. can destroy reserves by selling Treasury bonds.

C. Fed. Open Market Operations: Buying bonds increases reserves, allowing the banks to make more loans and thus increase the money supply. Selling bonds destroys reserves and reduces the banks ability to create money. Buying is expansionary, Selling is Contractionary.

D. Interest rates: When the Fed. buys bonds and creates reserves, interest rates tend to decline. This can stimulate the economy promoting purchases of cars, homes and spending. When the Fed. sells bonds and reduces reserves, interest rates tend to rise thus slowing economic activity.

E. Leverage Effect: Since banks are only required to hold 10% of Demand Deposits (DD) as reserves, $10,000 of new reserves will support $100,000 of newly created money thru new loans. Note, however, the Fed can create reserves but it cannot force banks to make loans which is where money is created.
2. Recently New Fed Policy Tools (You are not responsible for knowing these) 

A. The Federal Reserve Discount Window

Commercial banks use the discount window to borrow money overnight from the Federal Reserve in exchange for collateral when they are unable to borrow funds from other banks. (Established 1913)


B. TAF:        Term Auction Facility 
 Commercial banks can borrow money in exchange for collateral from the Federal Reserve’s TAF, Term Auction Facility, for periods of 28 to 84 days at interest rates determined by an auction of the available funds. (Created 2007)


C. TSLF        Term Security Lending Facility

Created  to lend money for periods of 28 to 84 days to primary dealers — investment banks — designated by the Federal Reserve to deal and trade U.S. Treasurys. ( March 11, 2008)

D. PDCF        Primary Dealer Credit Facility

The PDCF provides overnight loans to investment banks in exchange for collateral. Investment banks (Bear Sterns) do not have access to the commercial bank discount window. (March 16, 2008)

E. CPFF        Commercial Paper Funding Facility

The CPFF  purchases commercial paper (essentially debt or IOUs) from eligible issuers when they are unable to sell their paper on the open market. Commercial paper is a method of short term (30-90days) borrowing by firms to cover short term deviations in cost and revenue flows. Outfits like GE Finance, which is the largest issuer of commercial paper in the United States, sell CP to raise money that they then lend to businesses. (2008) 

F. SPV        Special Purpose Vehicle

The Federal Reserve does not have the legal authority to directly purchase commercial paper.  The SPV, special purpose vehicle, is a Federal Reserve created mechanism (kind of like a company) that purchases commercial paper, thus allowing the Federal Reserve to indirectly purchase commercial paper without violating the law.(2008)


G. MMIFF    Money Market Investor Funding Facility

Created  to lend money to money market funds as a way to insure those assets — U.S. dollars — and protect investors. Created after some funds that purchased large amounts of Lehman Brothers commercial paper and lost big when Lehman Brothers declared bankruptcy. (2008)


H. TALF        Term Asset-Backed Lending Facility

Created to lend money collateralized by student loans, auto loans, credit card loans and small businesses loans. The TALF is open to a wider range of financial institutions than other Federal Reserve lending facilities.  It is supposed to make it easier for these institutions to raise money that they can then lend to average Americans who need loans to pay for college and buy cars.  The Federal Reserve felt it was necessary to be more aggressive with its lending facilities because banks continue to hoard money, despite the fact that all of the above-mentioned lending facilities were designed to do what the TALF is supposed to do.  (2008)
3. (Monetarists) Optimum Monetary Policy (Classnotes only)


A. There is some maximum rate of growth possible from year to year in Real GDP. ((Qr*)

B. The maximum rate of Growth ((Qr*) is a function of the rate of change in the factors of production:



1. (NR = Increase in Natural Resources



2. (L = Increase in the labor Supply 



3. (HC = Human Capital (Education) 



4. (K = Increase in the Capital Stock of Buildings and Equipment



5. (T = Increase in Technology of production

(Qr* = f( (NR, (L, (HC, (K, (T)

A. Inflation is caused by excessive growth of the money supply i.e. (%(Ms > (Qr*


Solution: reduce the rate of growth of the money Supply


B. Unemployment: is caused by too slow a growth of the money supply


Solution: Increase the rate of Growth of the Money Supply


C. Optimal Policy set the rate of Growth of the Money Supply equal to the maximum rate of growth or real output. This will generate full employment without Inflation.



 (%(Ms  =  (Qr*

4. Macroeconomic Policy Debate: Keynesian Fiscal Policy vs. Monetarists Fed. Policy (Classnotes)

A. Fiscal Policy refers to Taxing and Spending Policy controlled by Congress.


1. If Tax Revenue > Current Spending ( Government Surplus



2. If Spending > Tax Revenue ( Government Deficit



3. The Treasury borrows by issuing and selling Gov. Bonds.

B. Monetary Policy is determined by the Fed.
5.  (Keynesian) Aggregate Demand and Aggregate Supply (Chapter 23) (Classnotes only)


A. Aggregate Supply: the ability of the economy to produce. If we assume prices do not adjust downward easily, supply is horizontal at rates of production below full employment (Yfmax) and since we can’t produce more than the Ymax, supply becomes vertical.

B. Aggregate Demand:[ Da = C + Ip + G + NX] The position of Da determines the rate of production. 

C. Fiscal Policy: Changing G (gov. spending ) or T (taxation)


1. Full employment Aggregate demand. There is a rate of production (Yf) associated with a fully employed economy. If prices do not fall enough with lower Da, the aggregate supply could be considered horizontal at outputs below Yf. If output cannot rise above Yf then aggregate supply becomes vertical.
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                2. Problem: Unemployment: Unemployment arises if aggregate demand is not sufficient to generate a full employment production level.

[image: image2]
 Solution: Increase Aggregate Demand by increasing government spending(G) or lowering Taxes (T) , thus increasing C or Ip.


      3. Problem Inflation: Inflation is caused by excess aggregate Da due to too much money in the system. At the current price level (P1) People are trying to buy more output than the economy can currently produce (Yfmax) The competition for the current output just bids up prices.
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Solution: Decrease Aggregate Demand by reducing government spending (G) or raising taxes (T),thus lowering C or Ip.
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