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Ap Macroeconomics Lesson 5 Activity
25

Mastering AP
Macroeconomics Lesson
5 Activity 25: A
Comprehensive Guide to
Monetary Policy and the
Money Market

For students navigating the complexities of
AP  Macroeconomics,  Activity  25  within
Lesson 5 represents a pivotal moment in
understanding how central banks influence
the economy. This activity typically focuses
on the mechanics of monetary policy, the
money market, and the tools available to
the  Federal  Reserve.  Mastering  the
concepts in AP Macroeconomics Lesson 5
Activity 25 is not merely about passing a
test; it is about developing a framework for
understanding  how  economic  stability  is
maintained in the real world. Whether you
are preparing for the AP exam or simply
trying  to  grasp  how  interest  rates  affect
your  daily  life,  this  lesson  offers  essential
insights  into  the  levers  of  economic
control.

Th is  ar t ic le  prov ides  a  thorough
walkthrough of the core ideas embedded in
Activity  25.  We  will  explore  the  money
supply, the demand for money, equilibrium
interest rates, and the powerful tools the
central bank uses to steer the economy. By
the end,  you will  have a clear,  practical
understanding  of  how  these  concepts
connect,  along  with  strategies  to  apply
them  effectively  in  problem-solving
scenarios. Let us dive into the mechanics

that  every  AP  Macroeconomics  student
needs to internalize.

The Foundation:
Understanding the
Money Market

Before  tackling  the  specific  problems  in
Activity 25, it is crucial to establish a solid
grasp of  the money market  itself.  In  AP
Macroeconomics,  the money market  is  a
theoretical  model  that  illustrates  the
interaction between the supply of money
and the  demand for  money.  This  model
determines  the  nominal  interest  rate,
which is the cost of borrowing money or
the return on lending it.

The Supply of Money

The money supply is typically represented
as  a  vertical  line  on  the  graph.  This  is
because  the  central  bank,  such  as  the
Federal  Reserve  in  the  United  States,
controls the nominal money supply. In the
s h o r t  r u n ,  t h e  m o n e y  s u p p l y  i s
independent of the interest rate. The Fed
decides  how  much  money  to  circulate
through the economy, and that quantity is
fixed  for  the  purposes  of  our  analysis.  In
Activity 25, students must recognize that
shifts  in  the  money  supply  are  a  direct
result of central bank actions, not market
forces.

The Demand for Money

The demand for money, on the other hand,
is  downward  s lop ing.  People  and



businesses hold money for three primary
reasons,  all  of  which  are  critical  to
understanding  Activity  25:

Transactions Demand: People
need money to buy goods and
services. If the price level or real
GDP increases, people need more
money for transactions. This shifts
the money demand curve to the
right.
Precautionary Demand:
Individuals hold money for
unexpected expenses. This
component is relatively stable but
can increase during times of
economic uncertainty.
Asset Demand (Speculative
Demand): This is the most
interesting aspect for Lesson 5.
When interest rates are high, people
prefer to hold interest-bearing assets
(like bonds) rather than cash that
earns no return. When interest rates
are low, the opportunity cost of
holding money is low, so people hold
more cash. This inverse relationship
between interest rates and the
quantity of money demanded gives
the money demand curve its
downward slope.

Equilibrium in the Money Market

The  equilibrium  interest  rate  is  found
where the money supply curve intersects
the  money  demand  curve.  This  is  the
interest rate that balances the amount of
money  people  want  to  hold  with  the
amount the Fed has supplied. Activity 25
often  asks  students  to  graph  this
equil ibrium  and  then  analyze  what
happens when one of the curves shifts. For
example,  an  increase  in  the  price  level
increases the demand for money, shifting
the  demand  curve  right,  raising  the
equilibrium interest rate. Conversely, if the
Fed  increases  the  money  supply,  the
supply  curve  shifts  right,  lowering  the

equilibrium  interest  rate.  Understanding
these  shifts  is  the  absolute  core  of  AP
Macroeconomics Lesson 5 Activity 25.

The Tools of the Federal
Reserve: The Engines of
Monetary Policy

Activity  25  delves  deeply  into  how  the
Federal  Reserve  actually  changes  the
money  supply.  The  Fed  has  three  main
policy tools, and each affects the economy
through  a  slightly  different  channel.
Students  must  be  able  to  explain  the
mechanism of each tool and its immediate
impact on the money market.

Open Market Operations

This  is  the  most  frequently  used  policy
tool. Open market operations involve the
buying and selling  of  government  bonds
(securities) by the Federal Reserve. This is
the tool you will  likely see highlighted in
your AP Macroeconomics Lesson 5 Activity
25 problems.

Buying Bonds (Expansionary
Policy): When the Fed buys bonds
from banks or the public, it pays with
newly created reserves. These
reserves increase the banking
system's ability to lend, which
expands the money supply. This
lowers the federal funds rate and
other short-term interest rates.
Selling Bonds (Contractionary
Policy): When the Fed sells bonds, it
takes money out of the banking
system. Banks exchange their
reserves for bonds, reducing their
ability to lend. This contracts the
money supply and raises interest
rates.

Understanding this open market operation
is  essential.  In  Activity  25,  you  may  be
given  a  scenario  about  inflation  or  a
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recession and asked to determine whether
the Fed should buy or sell bonds.

The Discount Rate

The discount rate is the interest rate the
Fed charges commercial  banks for short-
term  loans.  When  banks  need  reserves
quickly,  they can borrow from the Fed's
discount window.

Lowering the Discount Rate: This
makes borrowing from the Fed
cheaper, encouraging banks to
borrow more reserves. This expands
the money supply.
Raising the Discount Rate: This
makes borrowing more expensive,
discouraging banks from taking
loans. This contracts the money
supply.

While  less  frequently  used  than  open
market operations, the discount rate is a
powerful signal. A change in the discount
rate  often  indicates  the  Fed's  policy
direction.

Reserve Requirements

This tool is the most powerful but is used
very rarely because even a small change
can have a massive impact. The reserve
requirement  is  the  fraction  of  customer
deposits that banks must hold in reserve,
either in their vaults or at the Fed.

Decreasing the Reserve
Requirement: This frees up
reserves for banks to lend,
increasing the money multiplier
effect and expanding the money
supply.
Increasing the Reserve
Requirement: This forces banks to
hold more reserves, reducing their
lending capacity and contracting the
money supply.

In  Activity  25,  students  may  need  to

calculate  the  potential  change  in  the
money  supply  given  a  change  in  the
reserve  requirement  using  the  money
mu l t i p l i e r  f o rmu la  ( 1  /  r e se rve
requirement).  This  quantitative  aspect
often  separates  a  high  score  from  an
average one.

Connecting Activity 25 to
the Policy Response

One  of  the  primary  objectives  of  AP
Macroeconomics Lesson 5 Activity 25 is to
connect  monetary  pol icy  tools  to
macroeconomic conditions. The Fed has a
dual  mandate:  pr ice  stabi l i ty  and
maximum employment. Depending on the
state of the economy, the Fed will pursue
either  expansionary  or  contractionary
monetary  policy.

Expansionary Monetary Policy
(Fighting Recession)

When  the  economy  is  in  a  recession,
characterized by high unemployment and
low inflation,  the Fed will  aim to  stimulate
aggregate demand. The actions you would
describe in Activity 25 include:

The Fed buys bonds (open market1.
purchase) or lowers the discount rate
or reduces reserve requirements.
This increases the money supply.2.
The increase in the money supply3.
lowers the equilibrium interest rate.
Lower interest rates encourage4.
investment and consumption,
especially for durable goods and
housing.
Aggregate demand increases,5.
leading to higher real GDP and
employment.

This  chain  of  logic  is  the  backbone  of
Activity 25. Students must be able to trace
the effect from the Fed's action to the final
impact  on  output  and  prices.  Practice



drawing  the  money  market  graph
alongside  the  aggregate  demand-
aggregate  supply  graph  to  visualize  the
connection.

Contractionary Monetary Policy
(Fighting Inflation)

When  the  economy  is  overheating  and
inflation is a concern, the Fed will take the
opposite  approach.  The  goal  is  to  slow
down  aggregate  demand  and  stabilize
prices:

The Fed sells bonds (open market1.
sale) or raises the discount rate or
increases reserve requirements.
This decreases the money supply.2.
The decrease in the money supply3.
raises the equilibrium interest rate.
Higher interest rates discourage4.
investment and consumption.
Aggregate demand decreases,5.
putting downward pressure on the
price level.

Lesson  5  Activity  25  often  includes
multiple-choice questions or free-response
prompts  that  ask  you  to  identify  which
policy is appropriate for a given economic
situation and to justify your answer using
the money market model.

Common Pitfalls and How
to Avoid Them in Activity
25

Even  bright  students  can  make  simple
mistakes on this activity. Let's look at the
most common errors and how to sidestep
them.

Confusing the Money Market
with the Loanable Funds Market

This  is  a  classic  mistake.  The  money
market  determines  the  nominal  interest
rate  for  short-term  funds,  while  the

loanable funds market determines the real
interest rate for long-term investment. In
Activity 25, you are almost always dealing
with the money market. Keep your focus
on the vertical money supply curve and the
downward-sloping  money  demand  curve.
Do not bring in concepts like savings and
investment  demand  from  the  loanable
funds model unless the question explicitly
requires it.

Misidentifying the Effect of a
Change in the Money Supply

Another common error is thinking that an
increase  in  the  money  supply  raises
interest  rates.  Intuitively,  some  students
think more money means more cost. But in
the money market model, the relationship
is  clear:  an  increase  in  supply,  with
demand  constant,  lowers  the  price  of
money, which is the interest rate. Always
draw the graph. If the supply curve shifts
right,  the  interest  rate  falls  along  the
demand curve.

Forgetting the Role of the
Money Multiplier

When  the  Fed  buys  bonds,  it  injects
reserves, and these reserves are multiplied
through  the  banking  system.  The  total
change in the money supply is not just the
amount  of  the  bond  purchase.  It  is  the
bond  purchase  multiplied  by  the  money
multiplier  (1  /  reserve  requirement).  In
Activity 25, you may be given a reserve
requirement  and  asked  to  calculate  the
maximum potential change in the money
supply.  Do  not  forget  to  multiply!  This
quantitative analysis is a favorite of exam
writers.

Ignoring the Assumption of
Excess Reserves

In  the  simple  model,  we  assume  banks
lend  out  all  excess  reserves.  In  reality,
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banks  may  hold  excess  reserves  for
various reasons. However, in the context of
AP Macroeconomics Lesson 5 Activity 25,
unless  the  problem  tells  you  otherwise,
assume  banks  maximize  lending.  This
assumption  allows  you  to  use  the  full
money multiplier effect.

Real-World Application:
The Fed in Action

To truly understand Activity 25, it helps to
see these concepts in a real-world context.
Consider the Federal Reserve's response to
the  financial  crisis  of  2007-2008.  The  Fed
engaged  in  massive  open  market
purchases  of  bonds  (and  other  assets)
through  a  program  called  Quantitative
Easing.  This  injected  huge  amounts  of
reserves  into  the  banking  system  and
drove  interest  rates  down  to  near  zero.
This is exactly the expansionary monetary
policy described in your lesson: increasing
the money supply to lower interest rates
and stimulate borrowing and investment.

More recently, in 2022 and 2023, the Fed
faced high inflation. It responded by selling
bonds (or  allowing them to mature)  and

raising the federal funds rate target. This
contractionary  policy  was  designed  to
reduce  the  money  supply,  raise  interest
rates,  and  cool  off  aggregate  demand.
Understand ing  these  rea l -wor ld
applications makes the abstract graphs in
Activity 25 come to life.

When you study Activity 25, try to connect
every graph you draw to a  recent  news
head l ine .  Th i s  w i l l  deepen  your
comprehension  and  help  you  remember
the material for the AP exam. The money
market  model  is  not  just  an  academic
exercise; it is a lens through which we can
view  the  actions  of  the  world's  most
powerful central banks.

Study Strategies for
Success

To truly master AP Macroeconomics Lesson
5 Activity 25, incorporate these strategies
into your study routine:

Practice Drawing Graphs: You
should be able to draw a money
market graph from memory in under
thirty seconds. Label the axes,
curves, and equilibrium. Then
practice shifting the curves.


