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How do we get to equilibrium
What if r 9 r 6
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Bonds in Monetary Policy

Example 100 one year bond

In one year
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100 00 Bond is worth
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Max Price on Bond 99.91
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Int Rate 33 3

Highly Desirable Risk free Return
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Enact Monetary Policy
Start at r 5 Fed wants to decrease
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What should the fed do

New Equilibrium is at Pt B

fed must increase MS Shift Right

Buy bonds from Public

Public gets more cash MY to M

Increasing demand for bonds Bond Price

Int Rate
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Sell Bonds to Public

Increase in bonds for sale

Public gets bonds less cash

Reduction in MS
New Equilibrium at rg 6

Monetary Policy
When the fed buys bonds increase M
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Why is the interest rate so important
Context of AE C I G NX

Interest Rate cost of borrowing
reward for saving

Assume interest rate decreases
from 5 to 2

1 Buy more of cars auto loans homes
durable goods require a loan to buy

Furniturexpensive yard tool appliance
As r consumption increases AC
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As r consumption decreases ACT

Directly influencing AC

2 New Homes Construction
As r More home construction IP
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Directly influencing IP

3 firms that borrow Capital Investments IP
As rd IP As r I'd



Overall
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fed wants to increase Y to x ̅
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To increase AE decrease r

To decrease r Increase MS Buy bonds



Opposite Scenario
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1 Sell bonds MS
2 Decrease AC IP Decrease AE Y

Higher interest rate in Y

Remember fed Goals

1 Maximum Employment 7

2 Price Stability



Why is inflation rising prices problematic
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