Monetary policy is made by the Federal Open Market Committee, which consists of the Board of Governors of the Federal Reserve System and the Reserve Bank presidents.
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The term "monetary policy" refers to the actions undertaken by a central bank, such as the Federal Reserve, to influence the availability and cost of money and credit to help promote national economic goals. The Federal Reserve Act of 1913 gave the Federal Reserve responsibility for setting monetary policy. 

The Federal Reserve controls the three tools of monetary policy--open market operations, the discount rate, and reserve requirements. The Board of Governors of the Federal Reserve System is responsible for the discount rate and reserve requirements, and the Federal Open Market Committee is responsible for open market operations. Using the three tools, the Federal Reserve influences the demand for, and supply of, balances that depository institutions hold at Federal Reserve Banks and in this way alters the federal funds rate. The federal funds rate is the interest rate at which depository institutions lend balances at the Federal Reserve to other depository institutions overnight. 

Changes in the federal funds rate trigger a chain of events that affect other short-term interest rates, foreign exchange rates, long-term interest rates, the amount of money and credit, and, ultimately, a range of economic variables, including employment, output, and prices of goods and services. 

Structure of the FOMC

The Federal Open Market Committee (FOMC) consists of twelve members--the seven members of the Board of Governors of the Federal Reserve System; the president of the Federal Reserve Bank of New York; and four of the remaining eleven Reserve Bank presidents, who serve one-year terms on a rotating basis. The rotating seats are filled from the following four groups of Banks, one Bank president from each group: Boston, Philadelphia, and Richmond; Cleveland and Chicago; Atlanta, St. Louis, and Dallas; and Minneapolis, Kansas City, and San Francisco. Nonvoting Reserve Bank presidents attend the meetings of the Committee, participate in the discussions, and contribute to the Committee's assessment of the economy and policy options. 

The FOMC holds eight regularly scheduled meetings per year. At these meetings, the Committee reviews economic and financial conditions, determines the appropriate stance of monetary policy, and assesses the risks to its long-run goals of price stability and sustainable economic growth.
Monetary policy is the process by which the government, central bank, or monetary authority manages the money supply to achieve specific goals—such as constraining inflation or deflation, maintaining an exchange rate, achieving full employment or economic growth. (Usually the goal of monetary policy is to accommodate economic growth in an environment of stable prices.) Monetary policy can involve changing certain interest rates, either directly or indirectly through open market operations, setting reserve requirements, acting as a last-resort lender (i.e. discount window lending), or trading in foreign exchange markets.[1]
Monetary policy is generally referred to as either being an expansionary policy, or a contractionary policy, where an expansionary policy increases the total supply of money in the economy, and a concretionary policy decreases the total money supply. Expansionary policy is traditionally used to combat unemployment in a recession by lowering interest rates, while concretionary policy has the goal of raising interest rates to combat inflation (or cool an otherwise overheated economy). Monetary policy should be contrasted with fiscal policy, which refers to government borrowing, spending and taxation.

Overview
Monetary policy rests on the relationship between the rates of interest in an economy, that is the price at which money can be borrowed, and the total supply of money. Monetary policy uses a variety of tools to control one or both of these, to influence outcomes like economic growth, inflation, exchange rates with other currencies and unemployment. Where currency is under a monopoly of issuance, or where there is a regulated system of issuing currency through banks which are tied to a central bank, the monetary authority has the ability to alter the money supply and thus influence the interest rate (in order to achieve policy goals).  
What is monetarism?
Monetarism is an economic theory which focuses on the macroeconomic effects of the supply of money and central banking. Formulated by Milton Friedman, it argues that excessive expansion of the money supply is inherently inflationary, and that monetary authorities should focus solely on maintaining price stability.

This theory draws its roots from two almost diametrically opposed ideas: the hard money policies which dominated monetary thinking in the late 19th century, and the monetary theories of John Maynard Keynes, who, working in the interwar period during the failure of the restored gold standard, proposed a demand-driven model for money which was the foundation of macroeconomics. Whereas Keynes had focused on the value stability of currency—with the resulting panics based on an insufficient money supply leading to alternate currency and collapse—Friedman focused on price stability: the equilibrium between supply and demand for money.

The result was summarized in Friedman's historical analysis of monetary policy: Monetary History of the United States 1867-1960, which attributed inflation to excess money supply generated by a central bank. It attributes deflationary spirals to the reverse effect: failure of a central bank to support the money supply during a liquidity crunch.

Friedman originally proposed a fixed monetary rule, called Friedman's k-percent rule, where the money supply would be calculated by known macroeconomic and financial factors, targeting a specific level or range of inflation. There would be no leeway for the central reserve bank, and business could anticipate all monetary policy decisions.



Quantity theory of money
In economics, the quantity theory of money is a theory emphasizing the positive relationship of overall prices or the nominal value of expenditures to the quantity of money.
The equation of exchange

In its modern form, the quantity theory builds upon some straightforward mathematics.
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where
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is the total amount of money in circulation on average in an economy during the period, say a year. 
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is the transactions' velocity of money, that is the average frequency across all transactions with which a unit of money is spent. This reflects availability of financial institutions, economic variables, and choices made as to how fast people turn over their money. 
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Mainstream economics accepts a simplification, the equation of exchange:
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where

P is the price level for the economy during the period. 

T is an index of the real value of aggregate transactions. 

Most of what could be inferred from this simplification could be found, with greater effort, in the unsimplified first equation.

The previous equation presents the difficulty that the associated data are not available for all transactions. With the development of national income and product accounts, emphasis shifted to national-income or final-product transactions, rather than gross transactions. Economists may therefore work with the form
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where

V is the velocity of money in final expenditures. 

Q is an index of the real value of final expenditures. 

For example, M might represent currency plus checking and savings-account money held by the public and Q might represent real output with P the corresponding price level. In one empirical formulation, velocity was defined as “the ratio of net national product in current prices to the money stock”.[1]
Thus far, the theory is not particularly controversial. But there are questions of the extent to which each of these variables is dependent upon the others.

In the 1950s, contending that velocity were technologically determined and relatively stable, Milton Friedman presented two models, intended to be econometrically testable:
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Friedman and others contended that the first model held relatively well in the short-run (supporting the notion that velocity were stable in the short-run) and that M forecast changes in [image: image12.png]


(nominal production). They further contended that in the long-run, the second model held relatively well, and that M forecast changes in P, with long-run effects on Q being negligible.

Principles
The theory above is based on the following hypotheses:

1. The source of inflation is fundamentally derived from the money supply. 

2. The supply of money is exogenous. 

3. The demand for money is a function of wealth, the rate of return, and the value of liquidity. 

4. The mechanism for injecting money into the economy is not that important in the long run. 

5. The real interest rate is determined by non-monetary factors: (productivity of capital, time preference).

Rational expectations:

Rational expectations is a theory in economics originally proposed by John F. Muth (1961) and later developed by Robert E. Lucas Jr. It is used to model how economic agents forecast future events. Modeling expectations is of central importance in economic models, especially those of new classical macroeconomics, new Keynesian macroeconomics, and finance. For example, a firm's decision on the level of wages to set in the coming year will be influenced by the expected level of inflation, and the value of a share of stock is dependent on the expected future income from that stock.

 Theory

Rational expectations theory defines these kinds of expectations as being identical to the best guess of the future (the optimal forecast) that uses all available information. However, without further assumptions, this theory of expectations determination makes no predictions about human behavior and is empty. Thus, it is assumed that outcomes that are being forecast do not differ systematically from the market equilibrium results. As a result, rational expectations do not differ systematically or predictably from equilibrium results. That is, it assumes that people do not make systematic errors when predicting the future, and deviations from perfect foresight are only random. In an economic model, this is typically modelled by assuming that the expected value of a variable is equal to the value predicted by the model, plus a random error term representing the role of ignorance and mistakes.

For example, suppose that P* is the equilibrium price in a simple market, determined by supply and demand. The theory of rational expectations says that the price expected now in the next period (E(P)) is given by:

E(P) = P* + e 

where e is the random error term, which has an expected value of zero, and is independent of P*.

Rational expectations theories were developed in response to perceived flaws in theories based on adaptive expectations. Under adaptive expectations, expectations of the future value of an economic variable are based on past values. For example, people would be assumed to predict inflation by looking at inflation last year and in previous years. Under adaptive expectations, if the economy suffers from constantly rising inflation rates (perhaps due to government policies), people would be assumed to always underestimate inflation. This may be regarded as unrealistic - surely rational individuals would sooner or later realise the trend and take it into account in forming their expectations? Further, models of adaptive expectations never attain equilibrium, instead only moving toward it asymptotically.

The hypothesis of rational expectations addresses this criticism by assuming that individuals take all available information into account in forming expectations. Though expectations may turn out incorrect, the deviations will not deviate systematically from the expected values.

The rational expectations hypothesis has been used to support some radical conclusions about economic policymaking. An example is the Policy Ineffectiveness Proposition developed by Thomas Sargent and Neil Wallace. If the Federal Reserve attempts to lower unemployment through expansionary monetary policy economic agents will anticipate the effects of the change of policy and raise their expectations of future inflation accordingly. This in turn will counteract the expansionary effect of the increased money supply. All that the government can do is raise the inflation rate, not employment. This is a distinctly New Classical outcome. During the 1970s rational expectations appeared to have made previous macroeconomic theory largely obsolete, which culminated with the Lucas critique. However, rational expectations theory has been widely adopted throughout modern macroeconomics as a modelling assumption thanks to the work of New Keynesians such as Stanley Fischer.

Rational expectations theory is the basis for the efficient market hypothesis and efficient markets theory. If a security's price does not reflect all the information about it, then there exist "unexploited profit opportunities": someone can buy (or sell) the security to make a profit, thus driving the price toward equilibrium. In the strongest versions of these theories, where all profit opportunities have been exploited, all prices in financial markets are correct and reflect market fundamentals (such as future streams of profits and dividends). Each financial investment is as good as any other, while a security's price reflects all information about its intrinsic value.  

  How money is created
When money is deposited in a bank it can then be lent out to another person. If the initial deposit was $100 and the bank lends out $100 to another customer the money supply has increased by $100. However, because the depositer can ask for the money back, banks have to maintain minimum reserves to service customer needs. If the reserve requirement is 10% then in the earlier example the bank can only lend out $90 and thus the money supply increases only to $90. This relationship between increase in money supply and reserve requirement is expressed as:

m = 1 / RR

where

m = money multiplier

RR = reserve requirement

 Federal Reserve and money supply
The Federal Reserve has three main mechanisms for manipulating the money supply. It can sell treasury securities, which reduces the money supply (because it accepts money in return for a promise to pay in the future). It can also purchase treasury securities, which increases the money supply (because it pays out hard currency in exchange for accepting securities). Finally, the Federal Reserve can adjust the reserve requirement. The reserve requirement is directly related to the money multiplier as shown above.

Finaly, we can conclude from this presentation some quastions and it's answer:
1.
How does the Fed’s monetary policy affect economic conditions?


ANSWER: The Fed’s monetary policy can affect the supply of loanable funds available in financial markets and therefore may affect interest rates. It may also affect inflation (with a lag) and therefore affect the demand for loanable funds by influencing inflationary expectations.

2. What is a criticism of a loose-money policy?


ANSWER: A loose-money policy may result in higher inflation

3.Briefly summarize the pure Keynesian philosophy and identify the key variable considered.


ANSWER: The pure Keynesian philosophy suggests that the money supply should be adjusted by the Fed to influence interest rates and aggregate spending for goods and services. A loose-money policy can lower interest rates and increase aggregate spending, while a tight-money policy can increase interest rates and reduce aggregate spending.

4. Briefly summarize the Monetarist approach.


ANSWER: The Monetarist philosophy advocates a stable, low growth in the money supply. Monetarists may contend that sporadic changes in money supply growth are likely to result in volatile business cycles.

5. Assume that the Fed’s primary goal is to cure inflation. How can it use o pen market operations  to achieve its goal? What is a possible adverse effect of this action by the Fed (even if it achieves its goal)?


ANSWER: To cure inflation, the Fed may use a restrictive monetary policy, which will reduce economic growth and inflationary pressure. A possible adverse effect is an increase in the unemployment rate.

6. Why would the Fed try to avoid frequent changes in the money supply?


ANSWER: Frequent changes in the money supply may suggest that the Fed is unsure as to what the appropriate monetary policy should be. This could reduce the market’s confidence in the Fed

7. Explain why an increase in the money supply can affect interest rates in different ways. Include the potential impact of the money supply on the supply of and the demand for loanable funds when answering this question.


ANSWER: An increase in money supply increases the supply for loanable funds and therefore can place downward pressure on interest rates. Yet, it can also cause inflationary expectations, resulting in an increased demand for loanable funds and upward pressure on interest rates.
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