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1. Introduction 
 

In most macroeconomics textbooks the simplistic exposition of how monetary 

policy affects money supply conceals the intricacies of monetary policy making and 

seems to undermine the importance of the exercise. Even a more detailed treatment of the 

process in most money and banking textbooks paints a picture of an impersonal pursuit 

completely devoid of psychological, sociological and political aspects of economic 

decision making. This makes it difficult for the teachers to motivate the students for most 

of whom it becomes a dry and uninteresting topic. Moreover, with changes in the conduct 

of monetary policy in the U.S. over the years – it being arguably more transparent – the 

link between what students in particular, and public in general get to read or listen in the 

news media after each Federal Open Market Committee (FOMC) meeting and what goes 

behind implementing the monetary policy actions often gets blurred. A simulation of the 

FOMC meeting that combines an in-depth understanding of how money fits in the ‘big 

picture’ with the knowledge of monetary policy tools gives students an opportunity to 

learn about the Fed’s monetary policy by doing. 

Classroom simulations1 are widely used as a teaching technique across 

disciplines. In economics2, game theoretic models are often successfully taught by using 

simulated games (for example, Meister (1999)). Such simulations have also been 

effectively used to imbibe in students a better understanding of economic policy making. 

For example, Bartlett and Amsler (1979) discuss the use of a synergistic simulation of the 

                                                 
1 The dictionary meaning of simulation is ‘the act of simulating; pretense, feigning, or false resemblance as 
through imitation’ 
2 As Barlett and Amsler (1979) argue, economists often use simulations: they build models and simulate 
results but such simulations do not ‘incorporate psychological, sociological, and political facets of the 
market framework into their models’. 
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Federal Open Market Committee3; Rodgers (1996) and Lowry (1999) use simulations for 

classroom exposition of the Dutch disease and GATT respectively. This paper presents a 

classroom simulation of the FOMC meeting which is different from the one in Barlett and 

Amsler (1979) in that the simulation evolves as a culmination of the semester long 

lectures in the class on money and monetary policy and students’ effort to gather facts 

and apply their insights from the theories they learn to determine policy actions. This is a 

role-playing simulation that emphasizes active participation of all students in the class. 

The paper is organized as follows. Section 2 describes the context and rationale 

for the simulation. The organization and various stages of the simulation are discussed in 

Section 3. In Section 4, we discuss the effectiveness of the simulation. A few concluding 

remarks are included in the next section. 

 

2. Context and Rationale for the FOMC Simulation 

 This simulation of the FOMC meeting is intended for an upper-level monetary 

economics class with previous exposure at least to a macro principles class. Students 

with basic level of knowledge about how the overall economy works are expected to 

develop an in-depth understanding of (i) how money affects the economy, and (ii) how 

the money supply changes in this class. Since the monetary policy decision of FOMC 

meeting represents the culmination of a process that are commensurate with these two 

broad objectives of the class, simulation of this meeting is a natural choice as a teaching 

technique. Why is simulation better than simple textbook exposition? 

                                                 
3 The Federal Reserve Bank of New York has a FOMC Simulation Game on its website, intended for high 
school students in 9-12 grades.  
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Economic theories are abstraction of reality. Although they provide important 

insights into economic behavior and may guide good economic decision making, the 

impersonal nature of their textbook exposition may make them look irrelevant and 

uninteresting. Moreover, economic decision making in general, and policy decision in 

particular, is a function of a constellation of factors which may be summarized as below4: 

D = F (Economic Theory, Personal Beliefs and Convictions of the Decision 

Makers, Sociological and Political Factors, Unintentional Ignorance of the 

Decision Makers) 

A simulation of the FOMC meeting gives students an opportunity to combine their 

understanding derived from economic theories with other factors which go into the 

decision making process. By getting involved in the decision making process the students 

feel the sense of responsibility and, hopefully, strive for better understanding. Also it 

helps them get away from abstractness and more into reality.       

 

3. Organization and Stages of the Simulation 

3.1 Organization 

The Federal Open Market Committee (FOMC) is the most important policy 

making body of the Federal Reserve System. It consists of seven members of the board of 

governors, the president of the Federal Reserve Bank of New York and four presidents 

from other 11 Federal Reserve Bank who serve at the FOMC on a rotating basis. The 

FOMC meets regularly eight times a year though in times of emergency they have special 

meetings. In each meeting the FOMC decides on the open market operations: the 

purchase and sale of government securities. Nowadays the FOMC decides on a target 
                                                 
4 See Maisel (1973) 
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federal funds rate – the rate charged by banks on their overnight loans to other banks and 

open market operations are conducted to achieve that target federal funds rate. In their 

attempt to make the monetary policy actions more transparent the Federal Reserve 

announce the target federal funds rate immediately after each FOMC meeting. Following 

the monetary policy directives of the FOMC the Open Market Trading Desk at the New 

York Federal Reserve Bank executes the purchases and sales of the government securities 

on a daily basis. 

Since this simulation is designed as an evolving process that takes its intakes from 

every topic covered in the class5, I present the broad topic areas in Chart 1. This 

simulation exercise is expected to add the ‘humane side’ of the monetary policy making 

to the textbook learning of concepts and theories. As mentioned before, it is expected to 

bring the subject closer to the students’ hearts and to eliminate their disinterest in the 

abstraction of the theories. 

Under the first broad topic, I give an overview of the financial system and explain 

how money fits into the system. I explain how the financial system that includes financial 

markets such as bond and stock markets, and financial intermediaries such as banks, 

brings together the savers and the borrowers and provides the lubrication to real activities 

in the economy. Students are introduced to various concepts and definitions related to 

money with emphasis on its role in promoting specialization and trade that lie at the core 

of the market economy.  

We then move on to the Federal Reserve System, the U.S. central bank that 

controls the supply of money and credit in the economy. The structure, organization and 

functions of the Fed are discussed with particular emphasis on the FOMC. We then 
                                                 
5 Most of the materials covered in the class are included in Nath (2004) 
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discuss the monetary policy tools: open market operations, discount loan and reserve 

requirements. We also discuss foreign exchange intervention and margin requirements as 

alternative policy instruments. The money supply process and the role of the Fed and 

other players – banks and nonblank public (as depositors and borrowers) in it, are 

discussed using the balance sheets of the Federal Reserve System and the banking 

system.  

We discuss a simple multiple deposit creation model that illustrates how by 

changing reserves the Fed can influence the money supply in the economy. However, this 

simple model ignores the roles of banks and nonblank public in the money supply 

process, and, therefore, we extend our analysis by discussing a simple money supply 

model that links money supply to the monetary base. Our previous discussion on 

monetary base using the Fed’s balance sheet helps students understand how the central 

bank may have considerable control over the size of the monetary base. The money 

multiplier captures the behavior of banks and nonbank public. 

Because the Fed can influence monetary base by changing reserves, it is 

important to make a distinction between nonborrowed reserves which it can directly 

affect through open market operations, and borrowed reserves (discount loans) which it 

affect only indirectly by changing incentives to the banks. In order to understand how the 

Fed takes monetary policy actions to change reserves, it is important to discuss the 

market for reserves in which the federal funds rate is the price that adjusts to achieve 

equilibrium. This sets the stage for understanding how open market operations can be 

used to achieve a target federal funds rate.      
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In the mean time, the initial preparation for the simulation of the meeting starts. 

The detailed stages are discussed below. Then we move on to the theories that explain 

how money affects the economy. First, we discuss demand for money using a simple 

model of optimal money holding. Combining it with money supply we establish a link 

between money supply and price. The insights from this simple exposition build for the 

students the foundation for quantity theory of money that explains the relationship 

between money and price in the long run.  

The role of money in interest rate determination is discussed next. We discuss the 

securities market with a focus on understanding the relationship between price of the 

securities and interest rates. The objective is to show how monetary policy actions such 

as open market purchase or sale, affect the securities market (loanable funds market) and 

the interest rate. Since real interest rate is an important determinant of savings and 

investment in the economy, it is also important to explain the relationship between real 

and nominal interest rate. The discussion on the Fisher equation also highlights the 

importance of the price level and the rate of inflation in the determination of the interest 

rate. 

Finally, we explain how money supply affects the real activities in the economy. 

We use an Aggregate Demand – Aggregate Supply (AD-AS) Model to understand short-

run and long-run behavior of the economy. The shifts in AD and AS caused by various 

events/ changes are discussed to develop a general understanding of the business cycle 

fluctuations. In order to explain the relationship between money supply and output, we 

use two different points of view in the literature: the new classical position that invokes 

imperfect information to explain sluggish adjustments of prices and wages in the short- 
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run. The new Keynesian position, on the other hand, ascribes sluggish adjustments in 

prices to long-term contracts and imperfect competition among sellers in the goods 

market. The students are expected to develop a better understanding of the impact of 

money in the economy so that they can take better policy decisions. 

Towards the end of the semester, the students will simulate the FOMC meeting. 

The meeting will be held in a large conference room. The seven governors and the 12 

Reserve Bank presidents, along with the secretary of the FOMC, the Board’s director of 

the Research and Statistics Division and his deputy, and the directors of the Monetary 

Affairs and International Finance Divisions, will sit around a conference table. The 

directors of research at the Reserve banks and other senior board and Reserve Bank 

officials sit around the sides. The manager of system open market operations will present 

a report on foreign currency and domestic open market operations and related issues. The 

governors and the bank presidents will ask questions and discuss the report before they 

vote to ratify it. 

The director of the Research and Statistics division will then present the Green 

Book that gives staff’s national economic forecast. The governors and the bank 

presidents ask questions to the director. Then each bank president presents a beige book 

that gives an overview of economic conditions in his or her district and the bank’s 

assessment of the national outlook, and each governor, except for the chairman, gives a 

view of the national outlook. There will be a coffee break. 

After the break, the director of the Monetary Affairs Division presents the Blue 

Book that outlines the different scenarios for monetary policy actions. The governors and 

the bank presidents will ask him questions on his presentation. Then, the chairman of the 
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Fed will present his views on the state of the economy and makes a recommendation for 

monetary policy action. The FOMC members and nonvoting bank presidents express 

their views on monetary policy, and the chairman summarizes the discussion and 

proposes specific wording for the directive on the federal funds rate target transmitted to 

the open market trading desk. The secretary of the FOMC formally reads the proposed 

statement, and the members of the FOMC vote. Finally a public announcement will be 

made about the outcome of the meeting: whether the target federal funds rate and 

discount rate have been changed, and an assessment of the “balance of risks” in the 

future, whether toward higher inflation or toward a weaker economy. 

This simulation of FOMC meeting accounts for 20 percent of their grade. 

Therefore, there is an incentive for the students to actively participate in the exercise. 

Each group is evaluated on the basis of the quality of its work. In order to eliminate the 

‘free rider’ problem group members evaluate each other for their participation, and their 

individual scores are then determined by combining the group evaluation and individual 

participation evaluation.              

 

3.2 Stages 

The simulation is executed in three stages.  

Stage 1:     

The class is divided into several groups as shown in Table 1. After the roles and 

responsibilities of various groups are explained the students are asked to choose a group. 

If a group is chosen by more than the required number of students some reassignments 

are made. Each student is asked to provide with a brief biographical note and, if possible, 
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a picture for the FOMC Simulation Webpage. The biographical information of each 

member on the webpage, besides being imitation of the actual Fed websites, is intended 

to make students feel important. Furthermore, each group is asked to visit the relevant 

website and familiarize itself with the activities of the group. At this stage the students 

are allocated about two weeks. 

Stage 2: 

 Each group meets with the instructor separately and starts working on their parts 

in the FOMC meeting. The governors including the chairman closely monitor the 

activities of the Fed governors: read their most recent speeches, read transcripts of the of 

the most recent FOMC meeting, and monitor the current macroeconomic performances. 

The Research and Statistics Division prepares the Green Book that presents their 

economic forecasts for next two years on growth, employment, price level and inflation, 

and so on and so forth. The Monetary Affairs Division prepares the Blue Book presenting 

three different scenarios for monetary policy actions. The System Open Market 

Operations writes a report on foreign currency and domestic open market operations and 

related issues. The groups representing different Federal Reserve Banks collect 

information about the economic health of their respective Federal Reserve districts and 

prepare the Beige Book. Each group meets with the professor at least once at this stage 

and they extensively discuss their thoughts and ideas, and clarify any doubts. 

Stage 3: 

This is the final stage. The FOMC voting members meet with the instructor and 

discuss their thoughts on the economy and clarify conceptual problems, if any. They also 

read the reports prepared by various groups. This is to make them feel comfortable at the 
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meeting. Finally, the FOMC meeting is held. Care is taken to make sure that every 

student looks professional and they behave professionally! 

The tentative time table for execution of these stages is shown in Table 2.  

 

4. Effectiveness of the Simulation 

In this class the students first learn how monetary policy actions affect the money 

supply in the U.S. economy. This also shows how the Fed can be effective in controlling 

the money supply. Then this class explains, using simple model, how money supply 

affects various macroeconomic variables which we often use to measure the overall 

performance of the economy. Combining these two, one can easily see how by 

controlling money supply one can have some predictable effects on the macroeconomic 

performance. Lack of opportunity in standard lecture type classes to apply these insights 

makes these important issues seem dull and unimportant to most students. This 

simulation of FOMC meeting is intended to get students more involved in the learning 

process. It is also expected that the students will get to see the “humane side” of the 

monetary policy making and won’t think that it is as cut and dried as the mathematical 

models would suggest. 

After the meeting is over, the students will be asked to fill out a survey that 

includes questions on the effectiveness of the simulation6.  

 

5. Concluding Remarks 

This paper explains how an in-class simulation of the FOMC meeting can 

effectively be used to teach various aspects of monetary policy in the U.S. economy to an 
                                                 
6 There is a literature on simulation evaluation designs. For example, see Morris (1979) 
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upper-level monetary economics class. The class is divided into various groups which 

directly or indirectly participate in the FOMC meeting and in the conduct of the monetary 

policy. Over the semester these groups research different aspects of the U.S. economy 

and prepare the Green Book, the Beige Book and the Blue Book as they learn about 

money and how money affects the economy. They also learn how monetary policy 

actions of the Federal Reserve System translate into changes in money supply. By the 

semester end, the FOMC meets and deliberates over the information gathered by various 

groups, and takes a decision on the target interest rate. The groups are evaluated on the 

basis of the quality of their work. Group members evaluate each other for their 

participation. This simulation is expected to generate greater involvement of the students 

in learning about the monetary policy and also to expose them to the “humane side” of 

economic policy making.  
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Chart 1: Broad Topic Areas of Monetary Economics 

 

Monetary Economics 
Topic Areas 

Money and the Financial System The Federal Reserve System and Money 
Supply 

How does money affect the economy?  
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Table 1: Group Assignments and Roles  

Group No. of Students Role 
 
Board of Governors 

 
7 

Voting members of the 
FOMC; the Chairman 
conducts the FOMC 
meeting 

 
 
12 Groups representing 12 
Federal Reserve Banks 

 
 
Each group has at least one 
member 

The president of the Federal 
Reserve Bank of New York 
will be a voting member of 
the FOMC. Four other Bank 
presidents will vote at the 
FOMC meeting. Each group 
will prepare reports on the 
economic conditions in 
their respective federal 
reserve districts and 
together will prepare the 
Beige Book 

 
Research and Statistics 
Division 

 
3 or 4 members 

Prepares the Green Book 
that includes forecasts of 
the economy in the coming 
months and years  

 
Monetary Affairs Division 

 
3 or 4 members 

Prepares the Blue Book that 
presents various monetary 
policy scenarios 

System Open Market 
Operation Group 

3 or 4 members Presents reports on the day-
to-day activities of the 
trading desk at the Federal 
Reserve Bank of New York 
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Table 2: Tentative Time Table for Execution of Different Stages of FOMC Simulation 

Stages Weeks of the Semester 

1 7-8 

2 9-12 

3 13 
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