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Monetary Policy is a policy enacted by the Fed to affect output.  The three basic types include performing open market operations, changing the reserve requirement, and manipulating the federal funds interest rate.  Money and interest rates directly affect money supply.  Money supply is the total amount of currency held by the public.  Through a fractional reserve banking system, the money supply increases.  Thus, the money supply is better defined as the total amount of currency plus deposits held by the public.  This accounts for all money available as currency or demand deposits.  Monetary policy is carried out by the Fed to change the money supply. 

There are two main types of monetary policy. When the Fed increases the money supply, the policy is called expansionary. Expansionary Monetary Policy is a policy enacted by the Fed that increases the money supply and thus increases output.  Sparknotes.com Expansionary monetary policy includes purchasing government bonds, lowering the reserve requirement, and lowering the federal funds interest rate.  When the Fed decreases the money supply, the policy is called contractionary. Under contractionary monetary policy the economy shrinks and output decreases.


The interest rate changes when the fed changes monetary policy.  In general, when the Fed uses expansionary monetary policy, thus expanding the money supply, the interest rate falls.  The reason for this change can be conceptualized in two ways. First, given a constant demand for money, when money is widely available in the economy due to expansionary monetary policy, the interest rate falls as people are eager to make loans and hesitant to take loans.  If there is much money in the economy and constant demand for money, then the price of holding money--the interest rate--must be low. Second, when the Fed injects money into the economy by purchasing bonds from the public, decreasing the reserve requirement, or decreasing the federal funds interest rate, the demand and price for loans falls.  Since the interest rate is the equilibrating factor in the market for loanable funds, a fall in the demand for loans results in a fall in the interest rate. This works in conjunction with a direct decrease in the interest rate affected by the Fed. 


Given a constant demand for money, when money is relatively scarce due to contractionary monetary policy, the interest rate rises, as people are hesitant to make loans and eager to take loans. Alternatively, when the Fed takes money from the economy by selling bonds to the public, increasing the reserve requirement, or increasing the federal funds interest rate, the demand for loans rises as money becomes harder, or more expensive, to obtain. Since the interest rate is the equilibrating factor in the market for loanable funds, rises in the demand for loans result in a rise in the interest rate.  Similarly, in order to induce the public to give up their cash in exchange for bonds, the government must offer an interest rate that is more attractive than the competing rates, corrected for risk.  When the government does this, the overall interest rate in the economy also increases.  Again, some Fed contractionary monetary policy--like increasing the reserve requirement and increasing the federal funds interest rate--directly affects the interest rate.
