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Chapter 27 

Monetary Policy 

Key terms

1. Monetary policy : decision on the money supply, the rate of interest and the 

exchange rate taken to influence aggregate demand. 

2. Foreign exchange rate : the price of one currency in terms of another currency. 

3. Expansionary monetary policy : an increase in the money supply and lower interest 

rate to increase aggregate demand. 

4. Contraction any monetary policy : a cut in the money supply and rise in interest rate 

to reduce aggregate demand 

No part of this resource may be reproduced, distributed, or transmitted in any form by any means for non-personal use 
without the prior written permission from Knockout.Economics

http://www.knockouteconomics.com


Knockout .Economics-No.1  Economics and Business Studies Tutors

www.knockouteconomics.com


Private class, Small Course, Online course :@Knockout.economics
1. Monetary policy 
: decision on the money supply, the rate of interest and the exchange rate taken to 

influence aggregate demand. 
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Monetary Policy

Expansionary Monetary Policy 

• Reducing interest rate 
: Lower cost of borrowing 

: Increases in investment

: AD increases = C+I+G+NX

Or 

: Lower benefits of saving

: People will save less and spend more

: AD increases = C+I+G+NX


• Increase in Money supply 
: Central bank will purchase financial 
asset from commercial bank 

: There will be more money supply that 
can lend to individual

: Consumption/Investment increase 

: AD increases =C+I+G+NX

Contractionary Monetary Policy 

• Increasing interest rate 
: Higher cost of borrowing 

: Decreases in investment

: AD decreases = C+I+G+NX

Or 

: Higher benefits of saving

: People will save more and spend less

: AD decreases = C+I+G+NX


• Decrease in Money supply 
: Central bank will sell financial asset 
from commercial bank 

: There will be less money supply that 
can lend to individual

: Consumption/Investment decrease 

: AD decreases =C+I+G+NX
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