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The FederaE ffieserve $ystemr

wil l  be able to:
1. Understand banking history in the UnitecJ

States.

2. Explain why the Federal  Reserve Act of
1913 led  to  f r r r lher  re fo rnr

3. Explain the slructure of the Fecjcral
Rcserve Systcrn

f  h t '  n  l l t ( ' r l ( : t l t  l r ; r r r l < i r r r ' ,  S ) , \ t r . r . r r  i s  ; lt
I  a ' r t t l r r ( ) n l t \ r .  l r r . ' t r v r ^ i ' r t  s t t l t l r r l r l c r - s  ; t t t t l

( ) l ) [ x ) l l c l l l s  o l  : r  c t : r r t r - u l  l t , r r r l < .  A s : r  s y r r r l r , t l  o f
t l r i s  c o r r r p r o r n i s c ,  t l r , '  l : t ' t l c r ' : r l  l l t ' s c r v t .
S y s t t ' r r r  i s  t l r c  p r i v : r t r : l y  o r v r r t , . l ,  p t r l r l i c l l ,
c o n t r o l l c < l  c c n t l i l l  [ r : r r r l i  o l  t l r c  I l r r i r c t l  . S t r r t c s .

Banking History
As  yo r r  r ce t l  i n  ( . ha l r t t ' r '  10 ,  r l r t  i s s t r t .  o l  ; r
cL :n t ra l  I r a r i k  l r ; r s  l r c t ' : r  r Jcb l r t c< l  l r o t  l l ,  s i , r cc
1790 ,  w l r cn  l i c t l c r : r l r s r s  l i r r c r l  r r p  i r r  f  : r vo r  o l
a  ce  n t r i r l  [ r : r r r k .  

' l ' h c  
f i r s t  b ; r r r l <  o f  t l r t :  [  ] r r i t c r l

. \ t a t cs  i ss t red  a  s i r r r ' , l c  c r r r r cncy .  l t  a I s< r
rcv iewct l  banki r r i l  pract iccs : r r r t l  hc lpct l  th t '
fcc icra l  govcrnnlc l t t  c l l r ry  ( ) r r f  i ts  t lu t rcs : tnc l

I ) ( )wcr . \ .  l 'ar  t ly  bccrr r rse o l  t l r . . :  r -orr t  inuct l
t lc t ratc '  ( )vcr  s tatc  vcrsus i t ' r l t : r r r l  l ) ( )wcrs,
howt : v r : r ,  t he  { i r s t  b r rn l<  l r r s r c r l  on l y  u r r t i l
I , 3  I 1 .  A r  t h : r t  t i r n c ,  ( l o n q r c s s  r c { r r s c d  t < r
cxtend its charte r.

Oorrgress est : rbI is l ' rcd rhc Sccorrc l  p , : rnk

<>f  the I In i rcd Srarcs i r i  I  3  I  ( r  ro rcsror  e
ordcr  in  t l rc  monet l l ry  sysfent .  F{ctwcverr ,
many  pcop l c  f ca rcd  tha r  a  ccn r ra l  bank
placecl  too rnuch powcr in  thc h: ru i ls  of  t l re
l tcc lcr l l  govcrnulent .  Pol i t ica l  op1-rr is i r i< . rn
topplcd the Sccond lJank in  l8- l ( r  whcn i rs
charter cxpired.

A per iod of  confus ion io lkrwcd.  Sr : r res
chartered sornc banl<s,  whi le  the federrr I

Section Focus
To s tab i l i zc  the  na t ion 's  l tank inq
sys te tn ,  Conc l rcss  c rea ted  lhe  Federa l
Rescrve  Sys ten t  r r r  

- l913  
I -h r :  Fcdcra l

Rcserve  is  owned by  i r rd rv i r lua l
rnenrber  banks  l l  i s  ovr t rscen [ ry  ; r
s rna l l  b t r t  powcr f r r l  Board  o f
Govcrnors ,  As  a  l t r i va tc  i r i s l i tu t io r r
serv i r rq  a  p r r l l l i c  f r rnc l ion ,  t l i r - .  Fcc jc ra l
Rcscrvc  is  l t  cc r r t ra l  bar rk  r r : la l i vc ly
f  rce fr t t rrr  r ;ovcrrrr t tcn{ r ;orr l rol .

! l ( ) \ / c n l l t ( ' l l l  r ' l r : i r { t ' l ' t ' t l  : t n t l

r t ' r , , t r l r t t t : r l  o l i r t ' r s .  l { t ' s t ' i r ' , .

f ( ' ( l u u ' e  n l ( ' n t s  t I r t '  . l l l l ( ) u n t  ( ) l

r ' ( ' s r ' r \ r ( ' s  l l r : i t  l r , r r r l i s  i t r ' ( .

r t ' t l r r i l c t l  t o  l < r ' t ' p  o r r  l r ; t r r . l

r , r , t ' r c  < l i l l i . t r i t  l o  t ' r r l o r - r ' t ' ,  r r r r t l

t  h r :  r r : r t  i o r r  t ' r 1 t t . r - i c r r c t ' t l  . r

s t ' r - r t ' s  o l  s t ' r - i o r r s  l r ; r n l <  r - t r n s _

[ ' l r t '  I t r r r r r c  o l  1 r 9 0 /  { i r i : r l l 1  ( - ( ) r i v n l c ( , ( l
(  ,on l ' , t  t ' ss  [ (  )  i t (  l  .

' l  
l r t '  r r : r t i o i t ' : ;  l l : r n l < l n , ! , ,  : ; \ r s t ( . n r  l t ( ' ( t ( l ( ' ( l  l ( )

: t t l . l r c s s  t l v o  i s s r r t ' s .  l : r r s l ,  c o r r s u r r r c r . s  : r r r r l
[ l r r s i r r r s s t : s  r r t ' t : t l t r l  : r c c c s \  t ( )  u l r l . e i l s c ( l
s ( ) r r r c c s  o l -  f r r r r r l s  t ( )  ( ' n c ( ) u r - i l g t '  l r t r s i l r e s s

c , r p : r r r s i o r r .  S e c o r r c l .  l r : r r r l < s  r r t ' t ' t l c t l  i l  s ( ) r r r ( r
r l f  t ' t t t t ' rgc t r , . ' ) ,  c : r rs l r  t ( )  [ ) r ( ' \ / ( ]11  r l t ,p i l s i t . ; r

p ; t r t i c s  t l r r r t  r t , s r r i t c r l  i r r  l r ; r r r k  r r r r r s .

Federal Reserve Act of 1gl3
( , ong rcss  c r c ; r t c r l  t l r c  N l t i one l  M< ln t . t ; r r y
( . o r r r u r i s s i o n  ( N M C I )  i r r  1 9 0 8  r ( )  p r ( ) l ) ( ) s e
so lu t i ous  t o  t l r c  r ra t i < t r r ' s  b . t nk ing  p ro [ r l e  n rs .
Baset l  on the i r i iv i (  I 's  reconrrr re r rdr  t ion; ,
( -ong,rcss pesscr l  the l lec l t ' ra l  I (cscrr . 'c  Act  rn
I  9 l  . 1 .  

' [ - l r r :  
r - cs t r l r  i n {  l i c r l t : r a l  I l t s t ' r vc

Svs t t ' r r r ,  no rv  o f t c r r  r c l e r - r t , t l  t o  s i r r r p l v  as
"rhc Fecl , "  lvus c()mpost ' r l  o f  a groul ' r  o f
twclve indcpcni lent  rcg ion: i l  l r r rnks.  

' l  
h is

cc:nt ra l  grou[)  t i f  [ r : inks could lcnc l  to  other
b:rnks in  t i rnes of  nced.

i+

i;,f:

Key Terms
Board of Governors
ntonetary policy
Federal  Reserve Distr icts
FederalAdvisory

Counc i l (FAC)
Federal  Open Marl<et

Commiftee (F0MC)

A The Fcderal
Reserve Systenr is
headed by the
Fesleral Reserve
Board of  Goverrrors-
The first Federal
Reserve tsoard of
Governors. here. was
seated in 1914.
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Board of Governors
ilte seven nterttbcr
board that ovcrsecs
thc Fe rleral Rt:sarve
Syslear

Continued Need for Reform
Alt l rough the l . 'ederal  Rescrve Sysr t . rn
hclpccl [o rcstor(] conficlencc irr t l.rc lr l-rrkrrrrl
systcnt  beginning in  I  9  I  4 ,  i r  has : i  l .s , i
l ca rncd  th ro r rgh  r r i r l  an t l  c r ro r  r l l c  [ ] cs r
wr r ) , . s  [ ( )  f u l f i I l  i t s  r  espons i t r i l i r r cs .  l ) u r  i r r g
thc  ( i r c l t  I ) r : p r css ion ,  t hc  f i nu r r c i l r l  c r i scs  < i l
l 9  l 0  l 9  i  I  \  r c r c  c x e c r l y  t h c  l < i r r d s  , ; f
p rob l c r r r s  r l r a  t  l hc  NM(  )  hec i  hopc i l  t o
av< t i t i  l t y  c r c ; r t n tg  t hc  Fcc l c ra l  l l c sc rv r ^
S ) , s t t , r r r .  

- [  
l r t .  svs t c r r r  r l i t l  no t  u ro rk  r v r : l l ,

l tor , r r t : r 'c r ,  l r t 'c ; t  t rs t .  t  l r t '  6vc l  y t :  rcg i6rr : t  I  l r : r  1  k  s
t ' : r t  l r  : r . t cc l  i r r r l c l - r t ' r r c l t ' r r t 11 , .  ' l  

l t e i r  \ c I ) i l r : l t ( ,
i t ( ' t t ( ) l l . s  o l l t t r i  c . : t nc : t ' l e r l  o r t t ,  : r r r< l l l r t . t .  ( ) u { -' f ' l r c  ( , o r r c r r r , r r  . l f  t h , :  I i c r l t , r : r l  I { cs t . r  v t .  l J : r r r l i
< l f  Nc r , r ' \ ' o r k  (e  l r : r r r l <  r , r , i t l r ; r  t . l os r .  l , c l r r t i o ; ,
s l r i p  t o  V ; r l l  S r r . t ' t r l  : r r r t l  r l r t . i r r \ , ( , s l n r ( . l l r
( ( ) n t l n u t l l l ) / )  l r r ' l i c v . ' r l  t l i . r t  t o  { - . ( ) u n I ( . t : l ( . 1  t I r ( .
t , r< lu , , i r u i  r t , c t ' s s i o r r ,  I l r t ,  r , , < l v t . r  nn l ( . n I  n r , t . t l i , t l
l ( )  l ) r u n l )  n ) ( ) l l ( . y  l r r l o  i r r v t . s l r r r t . r r l  ; r r r < l  l r t . l ; r
.A r r r c r i t ' r r ns  1 ! ( ' t  l ) : r c l i  t ( )  w ( ) r l < .  N4 . r r r y  o l  t l r t :
( ) t l l ( ' r  l ( , 1 1 t ( ) l r ; r I  r , , o v t ' r  r t o r s  r l i s : t t , , r t . t . t l , t l r o r r I

r,r 'hat kinds of :rcrion to rake. 1-hcy r,vcrc
lutore conccrnecl  a[ )oLl t  n ta inta in ing gOl t l
r csc rvcs  i r r r d  r v i t h  ad rn i r r i s t re t i vc  i ss t r cs
thrn u, i th  help ing thc ccononry ro rcc()ver
f ronr  thc r .v i t lcsprc: rc l  rcccssiou.  l ly  r l rc  t r r r rc
( .ongrcss [< l rcecl  rhc l iec l  to  ta l ic  s t r ( )nra
lc t i ( )n in  l9  12,  i r  r ,v : rs  tc to l i t t ler ,  too larc.  

- l -hr .

l i r r a r r c i e l  c r i s i s  ha t l  r l c cpcn r : c l  r o  r I r e  l r o i r r r
that  r t ,cor , t ' r -1,  bt 'cerr rc  lor rg ; tnc i  c l i f  I ic r r l t .

A Stronger Fed
I n  |  ( )  ]  5 .  (  , o r r r l r c s s  . r c l j r r s t c c l  t  l r c  l i c r l c . r  : r  I
l { e s c r r , ' t " s  s I r - l t (  t l t r - r . s 0  ( l r a t  t l t c  s y s t t . r r r  c t l r r l , l
r - r ' s P < t r r t l  n r o r c  t . f l c t - t i v c l y ,  1 1 y  f t r t t r r , ,  c r t s c s .' l  

l r t ' s r :  n r f .o r r r rs  r  r t . . r t c r l  r l r t ,  l . cc lc r - : r I  l ( t . s t . r  v t .
S l s t t ' r r r  ; l s  \ . ! ' ( '  l i r r o r v  r t  t r t c l : r v .  

' l ' l r c  
r r t . i v  l : t , , {

( ' n l ( ) \ / s  n ) ( ) r ( '  ( - ( ' n t r . : r l i z c t l  l ) ( ) w c t  s o  l l t ; t t  l l r t ,
r t ' r g i o r t : t l  l r : t r r l < s  c i u l  1 l ( - r  c ( ) n s l s l c n ( l t ,  r v r l l r
( ) r l ( '  : l n ( ) t l r t ' r '  r v l r i l t :  s t i l l  r c p r - t , s t . r r l r r r r l  l l r t . r r
o r . r , r t  r l  i s t  r i c l  s '  i  r . r  n  l<  r  r  r r i  ( - ( ) l l r ( . r  ns .

Structure of the Federal
Reserve
L\4r ' r r r I r t ' r  l r , r  r r  l is  I  l r t : r r  rs t : lv i :s  ou,r r  t  I  r t .  l . , . r l t . r  : r  I
l { t ' s t ' r vc  S } , r t , ' r t r .  l . i l <c  so  r r r l r r r l ,  A11 .11 - .1 .1 , - . , , ,
I n s t i t u t i o r r s ,  t l t ( '  s t l u ( . t u r - t ,  o l  t l r c  l . t , r l c r ; r l
I t t ' s t ' r - v t '  S i  s t t . r r r  l - c l ) r . ( . \ ( ' l l l s  e ( ) l np ro r t r i s t , s
l r t ' t r v t ' t ' r r  ( en t  t ' i l l i z r : t l  powc l -  : r r r t l  r - t . g i o r r : r l
l ) (  )w( ' r5- .  (5t . t .  l r rurr  r t ,  I  ( ; .  I  _  )

The Board of Governors
' I ' l r c  

I i c c l t ' r - : r l  l { c ' sc rv t ,Sys t c r r r  i s  ovc rscc r r  l r v
thc  Boa rd  o f  Gove rno rs  o l  t l r c  l ; c r l t , r e l
l l . c sc rv t : - ' l ' l r c  l i r e r t l  o f .  ( i ove rno l . s  i s  he : r t l
t l t r : r r  f c r - cd  i r r  W: rs l r i r r g to r r ,  l ) .C .  I t s  s r : v t . r r
r r rc l r r I rcr  s  i t r ( '  : rp l lo intcc l  ior .  s t : r r i l :ur r : r l
f o t r r t ce r r  ) , c r l r  t c r rns  b1 ,  t hc  l , r cs i c l t : r r t  < i f , t l r t .
I  l r r i tcr l  .S[ : r t t :s  wr t l r  t l rc  r tdv icc,  l tnc l  corrscrr r
of  t l tc  Scn;r l t , .  I ' l te  tcnrrs er .c  s f r t . r , ,gcrcr l  t<r
[ ) r ( 'vc l ) t  i tn \ ,  ( ) l lc  I ) rcs ic l t : r r t  f rorr r  r rPPOint i r rU
:r  f t r l I  l fo : r rc l  o f  ( iovcrr iors : rnd l ( )  l ) r ( ) tcct
board r r rcrn l rers l - rorr r  c lay- to-c lay pol i t ica l
pressurcs.  t \ , ler r r rbcrs cann() t  bc rc i rp l - r t i in tcc l
a f t c r  sc rv ing  e  i u l l  t c r rn .  ( , cog r r rph i ca l
r f s tn ( t l t ( ) nS  < t r r  t l iCsc  . t pP (  ) i n tn l r , r r t \  ( . nsu rL :
th: r t  nr t  orrc  c l is t r : icr  is  ovcr  rcprcscntcr l .- l 'h t '  

Prcs ic lcnt  a lso a l )points,  f rour  arnong
these scvcn nrcnrbcrs, the chair of thc Boarcl
o f  ( i ovc rno rs .  ' l ' h c  

Scna tc  con l i r r ns  t hc

ffie

About  40 psrcent  of  a l l  Uni terJ States banks bekrr rq
to the Fcderal  Reservc.  Thr :sc menrbers hol t l  a i ror i r
75  pe rcen t  o f  a l l  bank  depos i t s  i n  t he  Un i ted  S ta t cs
Government How does the structure of the Fed
reflect a compromise between centralized power
and regional powers?

@_#ffiffiffiffiffi
ffi@.ffi ffi ffi*-ffi ffi

ffiffiffiffiffi-ffi*ffi*ffi
ffiffiffiffiffiffiffi
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1r l ) [ ) ( ) i n tn i cn t .  ( . l r ; r i r - s  se rvc  l o r r r  y ( ] i l r  l ( ' r  n r s ,

rn ,h i ch  c : t r t  [ r t :  r c r t cw t : t l . ' l l r c  ch l r i r  i i c t s : l s  t l r ( '

n l : r in  s l ) ( ) l (cs l )crs()n f< i r  r r ronct : r ly  pol icy for

t hc  co t r r r r r y .  Mone ta ry  po l i cy  r t l - c r s  t o  t l r c

: rc t i ( )ns the I ;cd t r rk t 's  fo  i r r i lu t : r rce the lcvc!

o f  r c a l  ( i f  ) l ' a n c l  l l r c  r : r t l  o f  i n f l u t i o r r  i r r  t l r t :
r - :c(  ) l l ( )n ly .

lLcccn{  ch:r i rs  < l l '  the l ic t l  l ravc l rccn t :corr

ornists frclnt btr.siness, i lcir(lcl)l i i l ,  ()r t j()v('r l l
r nen t .  A len  ( i r ecnsp r l n ,  wh ( ) s ( '  p r cv io r r s

c i l rccr  was in l ru i [d i r rg ccor iot r t ic  forccr ts l i r rs

rn<lc lc ls ,  has becn t l re  r t rost  notr rb l t :  e  hrr i r  o l

thc l ' t - -<[  in  rcct : r . r t  ycrr rs .  I  Ic  t< io l i  o l l icc i r r

1987 .  se  r v i ng  l r o th  l { cp t rb l i c : rn  r rn . . l

[ )ernocrat ic  ac l r r in i .s t rat ions.  (Scc prr r ic  424

for  a pro{ i lc  <-r f  ( i rccn.sparr . )

Twelve District Reserve Banks
' fhe 

lrecicral Reservc Act t l ividccl th,' {.Inited

Statcs int() twelvc Federal Reserve Districts.

as shor . t ,n  orr  l ' ig t .uc 1 6.  / .  ( )nc l re c lcr : r I

Rcse rvc  l l ank  i s  l oc : r t cc l  i r r  cac i r  o l : t l i c

twclve districts.

F.ach Fedcral Rescrve l lank nronitors arrd

reports  on economic and benking concl i

t ions in its clistrict. L,ech Fedcr:rl Rc'servc

| ) i s t r i c t  i s  r r r . r t l t '  u p  o l  r r r r l r t '  t l r : r r r  o r r t '  s ( : r t t ' .
' l ' l r t '  

I ' c t l r : r : r l  l { t ' s t ' r . v , '  1 \ t ' l  : u r r r r ' r l  t o  c s t ; r l r l i s l r

; l  \ y s t c r l l  i r r , " v l r i c l r  n ( )  ( ) n c  r t ' g i o r r  t o r r l . l

t ' r p l o i t  t l r t '  (  ( ' r l l r - : l l  l r , r r r l i ' s  l ) ( ) w ( ' r  : l t

I t t t O (  l t I t - ' s  ( ' \ l ) ( ' l  r s ( ' .
(  . o t t l l t  t ' s s  . t l r ; ,  r  r , ' r 5 r r i : r t , : t l  I l r t '  n r i r l \ cu l )  ( ) l

t ' : t c l t  l i : r r r l t ' s  l r o : r r t l  o f  r r r r r r ' r i  i r t ' c t o r - s  t < r
r n : r l < c  s r r r e  t h : t t  n r : l t r ) /  1 l l  ( ) u l ) . s '  i l i t C f ( ' s ( s
rvotrk l  l lc  rcprc.scrr t t : t l -  N ' lcr r r l rcr  I r : r r r l< .s  c lcct
t l r r t 'c  [ r : r r rkcr-s  err r l  t l r rc t '  lc l t lc rs  in  i r rc l r rs t ry ,
( ( ) l r l n l c r cc ,  ( ) r  ( ) t l ) c r  [ r us ineSses  t< l  t hC i r

t l i s t r i c l  l r o r r r t l s . ' l ' h c  r c r r r r i n i r r r ' ,  t l r r cc  t l i r cc -
to rs l r i ps ,  r r p l>o i r r t c t l  l r y  t l i e  l i r r t r u l  o f
(  iovcnrors < l t  t  I r t '  I ] t ' r lc r , r l  l lcst ' rvc,  r ( ' l ) r ( l

s t r t t  b r o : r r l  p r r l r l i c  i r t t c r c s t s .  
- l ' h c  

c l  i s t r i c t

l l rcs ide r t t  is  thcr i  c lected i rorr r  r r r r r<)r ' rg  rhcse

n inc  d i r cc to rs .

Member Banks
r \ l l  n : r t i ona i l y  c t ra r t c r cd  b : r r r l <s
: t rc  rcr lu i rcc l  to  j< l i r r  thc [ 'ec l t ' ra l

l { t  s r t ' \ r r '  \ 1  s l t ' r r t .  f l t r '  t t  t t t . t t t t i t t t ' .

r t t c r t ibers  : r rc  s t i r t c  char tc lcd
l lauks th:r t  jo in r ,oluntar i ly-
S incc  l9 l l0 ,  e l l  [ ra r rks  havc
ctltral ac,-:css to Ired scrvices likc

f cde ra l  Rese rv r :  D i s t r i c t s

Boa rd  o f  Gove rno rs .
Wash ing ton ,  D .C -

Fcdc ra l  Rcse rve  Bank  c r t r es

[ : c r l c r i r l  Rcsc rv r :  b ra r r ch  c i t i c s

monelary pol icy 1/r r :
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Federal Advisory
Council (FACI the
research arm ol thc
Federal Reserve

Federal 0pen Market
Commiftee (F0MC)
Federal Reserve
committee thal ntakcs
key decisions abottt
tnlerest rates anrl llrr:
growth of tlte IJnitcd
States nrorrey sLtpply

chcck c le: r r i r rg ar- r i l  reservc loans,  rvhefhcr
or  nt l r  rhcy are F-cc l  ntembe rs.

f t ach  o f  f hc  : r pp r  o r i n t r r r c l v  . 1 , ( )00  I r c r l
r ncn tbc r  b : rnks  c ( ) l l t r i bu t cs  i t  s l n i t l i  a rn< t t r r r r
o i  r no r r cy  t o  l o i r r  t  hc  svs t c r r r .  l r r  r c t t r r r r .  l l r c1 , .
r e c e r v c  s f ( ) c l (  u r  r h c  s v s i r : n r . . l ' l r i s  s t o c i i
( ' ; ln ls  t l tcr l t  c l iv idcrr t ls  i t  or r r  rhc I ic( {  r l t  a  r i t r ( l
o I  r rp to ( r  pr : rc :err t .

A  r  esca rch  a r rn  o f  t l r t .  I ; c t l ,  t l r t .  Fede ra l
Adv i so ry  Counc i l  (FAC) ,  co l l t . c r s  r r r f o r r r r : r t i o r r
: t l r o r r t  c ; r c l r  r l i s t r i c . r ; t r r r l  r t , 1 - ro r l s  t ( )  t l t c  l . i o , r r t l
o l  ( i o v c r r t < l r - s  ; t b o r r l  ( , ( ( ) n ( ) n l r (  r . o r t < l i t i o r r s
w i t h i r r  t l r t : i r  r i  r s r r . i i : t s .  I t  < . o r i s i s l s  o f  o r r t .
l l ( l t l l ) ( ' r  l r - o r r r  r r t . . l r  l j c t l c r : t i  l { i , s t , r v t :
I  ) r s t r i c t  t r , r r t r l v t '  n ) ( , l l l l ) ( , r . s  i r r  ; r l l .  

. l . l r t .

l i t \ ( l ' s  r r r : r r n  l u n ( l t 1 ) n  t s  t ( )  p t ( ) v r L l c  l c t . t l l l ; r t . l i
: u t t l  r r t l v i r ' t '  t o  ( l r t '  l i o ; r r t l  o l  (  i o v t . r r r o r s
r ' , r r r c e r n i r i r i  I l r t ^  o v r ' r - . r l l  f r r r : r n . . . r . r l  l r t . r l t l r  o l
t ' : i . ' l r  t l i s t r c ' t .  

' l  
l r t .  l i r \ ( ,  r r i t ^ t , t ,  r v i t l r  t 1 , , .

l i o ; t l t l  o l  (  , ov t ' r - r i o r - s  f  o r r r  l i r t r t , s  . t  \ r t . : u_
l ' l r t '  l : r c t  t l r ; r r  t l r t ,  l r ; r r r l i s  t l r t . r r r s r , l v t . s ,

i : t l l t t , r  I l t , l n  : t  . r , r t v . . t , r n r ( , l l t  . 1 1 , ) r , n ( . \ , )  ( ) \ v n  t l ) c
l r t ' , l t r : r l  l ( r ' s t ' r v t '  r , , i v t s  t l t ( .  s ) , \ l ( . l n  . t  l t i q l r
i l c r i r r ' , '  o f  p o l r r r r  r r l  i r r t l L . p t . r i . l , . . r r . . t , .  I  l r i s  i r r . l l . ,
p t : r r t l c r r t t .  l r t . l p s  t l r t '  l i , t l  t o  r r r ; r k t ,  r l c c i s i < l r r s
t l r : r t  l x : s t  s u i t  l l r t :  i n { ( , 1 - ( . s f  s  o f  t l r t . ( ( ) u l l f  r - } , i t s
l t  r t , l ro l t : -

The Federal 0perr Market Conrnrit tee- l  
h , '  Federal  Opcn Market  Conuni t tee (FOMC)

r t t : t l < c s  k r y  r l t , r t r s r , , r i s , r l r o r r t  i r r t i . r - r . s l  r : r t t ;
: i r t t l  t l r c  1 i l ( ) \ , v t l r  o l  t l r t  I l r r i t t : . 1  S t ; r { t . s  l n ( ) n ( j ) , .

supply.  The commirree meers about cight
t i r rres : i  yci t r  in pr i r , : r te to discuss t t rc cosr
and ava i lab i l i t y  o f  c rcd i t ,  fo r  [ rus incss  , r r r t l
COltSrUt tcrS,  l tCrOSS thC C()untr ) , .  Arr r rOr i r r tc t
r i rents of  rhc FOMCl ls  dcc is ions c: ln  : r f  icct
t he  f i nanc i : r l  r na rke rs ,  t l r c  m t t : s  l o r  ho rn t
n l ( ) r (qagcs ,  t r r t r l  t na r t l ,  ( ) t hc r  ec ( )non t i c  i r r s t  r
t u f r ( )ns  : r r o t rnc l  t hc  r . vo r l c i .  yo r r , , l r i l l  r cu i l
r r r o r t t  l r bou t  l hc  C f l t - e r s , r f  n t , , r r c f : t r . y  p , , l r cy
l . r t , ' r  i r r  t l r i s .  l r . 1 P 1 , ' 1 - .

i \ , { c r r rb t ' r s  o f  t hc  I i c c l c r r l  (  ) p t . r r  N { ; r r . l < t , r
( . o rn r r r i { t c ( '  i l r c  r l r l rw l r  f r o r r r  t l r , :  l i < l u r t l  o l
(  i ov t ' r r r l r . s  r r r r t l  t hc  t r v r ' l v c  r i i s t r i t . t  l r . r r r ks .  r \ l i
r , ' v c r r  r r r t l n l r c r s  o l  t l r t :  I , , o : t r c l  o i - ( Jovc r r ro rs
s i t  o r r  r l r c  l r (  )N , I ( . .  l : i v c  o f  r h t :  r r vc l vc  r l i s r r  r t . r
l r l r n l<  I r r - t ' s i r l r ' r l r s  i l l \ ^ ( )  s i l  o r r  I l r c  t o r r r r r r i t l c t : .' l  

l rc  pr t 's ic l ( 'n  l  ( ) f  r  l r t :  Ni . r ,v  ) 'or . l<  l ic t l t . r  r r  r
I { csc rv t :  l } : r r r k  l s  ; r  l x rn l l i r nc l l l  r r r r . r r r I r t . r .  

' l . l r t ,

l o r r r  o l l r t ' r  t l i s t  r i ( - t  l ) r cs i ( l ( , l l t s  sc i  vc  ( )nc  ) , ( : i l r
l ( ' l " l l r s  ( ) n : t  r ( ) t : t l i r r g  l x r s i s . ' [ ' h t .  I i o : r r t l  o l
{ , ov t ' r r r , l r s  l r o l t l s  1 l  n l ; l l ( ) r r t y  o l  l l r t ,  . s t t : l l s  ( ) t l
t l r t '  l ; (  ) r \ z l  ( . .  r l i v i r r r ' ,  t l r t ' r r r  t . f l t . t . t i v t .  r o r r r ro i
o r r t ' r '  t  l r t '  e r l r r r r r r i I  r t ' c ' s  : t c t ro r t s .

; \ l t c l  r r r t ' t ' r i r r e  w i r l r  t l r c  l i ( ) l \ , 1 ( . ,  t l r c  t . l r : r r r
o l  t l r r '  l i o : r r - r l  o l  (  i ov t : r  n ( ) r s  ; t nn ( )u r r c  t . s  I l r t ,
(  ( ) u l n l r l t t ' c ' s  t l t ' t - i s i < ) n s  l ( )  t l r t .  p r r [ r l i c . _  

. l ' h t .

I r t ' t l t ' r : r l  l { cs t . r vc  I l r r r r l <s  : r r r r l  l r r r ; r r r c i : r l
r r r , r r - l < t . t s  sp l ' i r t r ;  i r r t < t  ; r c f i o r r  : r s  t l r cy  r . ( : i r c l  l ( )
l i r < l  r l t ' c i s i o r r s .  l r r  t l r c  n ( . x t  s ( , c t i < l r r ,  yo r t  r v i l l
r t ' . r t l  . r l r ou t  l r o . " v  t l r c  l i c r l ' s  r l c c i s i o r r s  r r r c
t : r l r i c< ]  o t r f  : r n t l  r , r , , l r e t  I r r r r c t i t r i r s  t I r c  l - r . . . 1 , . r - : r I
l { t 's t ' rvc scrv( 's .

.*:':*t1=-.-:-T.*-;':

l .  Try fh is  Locate your  Fcderal  f iescrvc Dist r ic t  on i l re
map  on  paqc  417 .  Wha t  s ta les  n rake  up  you r  d i s t r i c t?
Wlta{  nt ix ture of  aqr icu l t r . r ra l ,  nranufactur inq,  and scrv icc
indus t r i es  does  you r  d i s t r i c t  con ta i t r ?  l s  i t  madc  up  o t
bo th  ru ra l  and  u rban  a reas?

What is monetary policy?

Descr ibe the makcup of  the Federal  Reserve Dist r ic ts .
What  does the Federal  Advisory Counci l  (FAC) i lo . /
What is the role of tht_, Federal Open Markct Cornnritte e(F0MC)?

Applying Economic Concepts
6- Crit ical Thinking How docs tire banking sysrt:nr of thr:

Uni ted States rc f lcct  a f ree entr r rpr ise e iononrvr

2.

3.

4.

5.

t;.:J*,;.:.;:ii ; riiL:,. I, 
t'ji :i1." ,'. ti

[ffi#iind:Main iubu,
;Who sri ivei on the Board of Governors of thr: Furlcral

rco @nlin" --)
flschoot.com I
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Recognizing Bias in Writing
f l i as  i s  the  par t i cu la r  oprn ion  or  po in t  o f  v iew he lc l  by  a  wr i te r  on  a  specr t i c
lJ top ic  An au thor 's  b ias  i s  no t  a lways  obv ious  a t  f i r s t  g la r rce .  As  a  c r i t i ca l
reade l  you  n lus t  take  s teps  to  ident i f y  whether  o r  no t  a  p iece  o f  wr i t rnq  co l r
ta ins  b ias .  Any  p iece  o f  wr i t ing  re la t ing  to  econo lnrc  toprcs  r r ray  re f lec l  the
at r thor 's  po in t  o f  v iew on a  par t i cu la r  pub l i c  po l i cy  o r  ins t i tu t ro r r  Reac l  t l r c
se le r ; t ion  on  the  Fcdcra l  Re serve  Board  be low,  a r rd  thcr r  answer  lhc  r l t rcs t io r rs
tha l  fo l low to  hc lp  yor r  i r len t i f y  any  b ias  tha t  i s  rc f l r : c tc t j  in  thc  wr i t rno

: / -

1 -  ldent i fy  the source.  l i t ' r ' , i r r  yorr r  c l i r  ic : r  I
r c : r r l i n . r ' ,  o l  : t  p i t ' t t ' l r v  r t l c r r r i f y i n l i  r v l r o
t l r c : r t r t h o r  i s ,  r v l r o  t l r c  r t r r t l i i ' n r r . i s ,  l r r r l
; r r t y  o l r v i o r r s  s i r ' , r r s  o1  l r i : r s .
( a )  W l r o  i s  t l r t '  r r r r r h o r '  o i  t l r c  c x c c r p t '
[ r t ' l ow?  ( l l )  l s  r l r i s  : r  1 . r t : r so r r r r l  l t ' r t c r ,
t l i r r r  y  t : n t r y ,  o r  l t r r i r l i c  t l oc r rn r t ' r r t ?
( c )  l ) o  yo t r  t l c t cc t : r r t 1 ,  q ; [ . r 1 , i 1 ;11s  l r i : r s?

This rnorn inq lawmakers wi l l  sunrmon
Fcd Chairman Alan Gree nspan over  to the
Hi l l  for  h is  nandatory sern i  annual  qabfest .
Ar :coi rntabi l i ty  is  a usefu l  reqrr i renre nt  for  a l i
polit ical f igures, cvr:n miqhty central
bankers who stand watch over  mul t i t r i l i ion
dollar nrarkets, so we have no trouble with
thc notron that  Congress has l l te  p0wer t0
rcqui re Mr.  Greenspan's presencc and h is
report. We do have trouble with Hurnphrey-
Hawkins. the law that prescribes the
Clrarrnran 's  test imony.  l ts  tcrnrs assume lhat
thc Fed's  joh is  csserr t ia l ly  to  c l roose
betwecn two dark scenar ios.  Thc f i rs t  is
growth, accompanied by inflation. The sec-
ond rs no growth,  accompanied by no in f ia
tron: . . . We'd l ike to suggest that the parties
involved takc a dcep breath here while we
repeat ourselves: There are plenty of signs
outthere that the ec0n0my is growing with-
out  i r r f la t ion.

" Phil l ips Tt ink" [Editot ial Review
& 0utlookl, fhe Wall Street Jourrral,

February 26, l93/

2-  Look  fo r  ev idence o f  b ias .  Nt ' x r ,
st 'e  rch t l rc  t 'xc ' t ' r 'p t  f  or  u,or t ls  r l r
p l t t 1 r s c s  t l t i t t  l l r i l y  | t . l l c c t  t l r c  ; r r r l l r , r r ' s
l r i r r s .  ( a )  \ X / l r : r t  u . ' o r . t l s  i l . r , . s  t l t t ' . r t r r l r , r r
us ( '  [ ( )  r l t ' s cn l r c  N r l r - .  ( i r t ' c r r s [ r l t r r  : r r r r l
I r i s  ; r c t i o n s ?  ( h )  W l i i r l r  p l u ; r s t . s
t l t : s c r i l r c  t l r c  : r r r t l r o r ' ' s  ; r { l r t r r r l t '  t l r w , , r r , i
{ l r c  I ; t : r l t ' r , r l  I { t ' s , ' r  v c  l i o r r r r l ?  ( c )  I  l , r r r
t l o t ' s  t l r e  r r r r { l r o r  t l . ' s c r i l r , ,  I  l r i r r r p l r r t ' 1 ,
l l : r r , r , l i i r r s?

3 -  D r a w  c o n c l u s i o n s .  I r r l i c ; i r r y  s i r i r r s  o l
l l i l r s  i n t< l  : l c ( ' ( ) un t  u , l t e  n  t l r : l \ , v l l r , ,  (  ( ) n
e l t r s i o r r s  r r t r < l u l  t l r t .  l < l P i . .  W l l ; t t  l ) ( ) l i l l
i s  t l r c : r t r t h o l  t r . v i r r g  t o  i r r : r l < t . i r r  t l r r s
; r  r t  i  r :  l r '?

Addit ional Pract ice

Locate  an  ed i to r ia l  f ron  a
newspaper  on  a  t0p tc  re la l rnc l  to
ecor rornrcs ,  and ident i f y  any  b ias
in  the  wr i t ing .
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Federffi fi ffieseffnre Fuerctioslsi,l-_, ,
:i:: .. I :l

'  : , - :1:  : ' : "  t .  o l icr i rehow the Fcdcral  Rescrvr-.  serves
the federal  qovernntent.

2. Describe how the Fcderal  Rescrvt.r  serves
banks .

3. Descrihe how the Fedcral  Rcservt:
regu la tes  the  bank inq  sys lon t .

4.  Understand the Fcderal  Resr-,rve's rolc in
requIa I ing  the  na l io r r ' -s  n toney  s r /p l l t y

Section Focus
The Federa l  Reserve  tu r tc t io r rs  as
the  gover r rmer r t ' s  t tanker  and as  a
bar rker 's  bank ,  l t  rcgr r la tcs  thc
r ta t ro r r ' s  bar rk inq  sys tc r r r  l t  a lso
nron i to rs  a r rd  re i iu la tes  l l re  r ra t io r r ' s
nr0ney  s r rpp ly

l l l ( ) n ( ' ) . .

; t n t l  t t r

Key Terms
check clear ing
hank ho ld ing  con lpany
federal  funds rate
discount rate
rret wodh

Serving Government
I  l r , '  I  J r r i t t ' t i  S t : r t t . s  1 , . ( ) \ , ( ' r n l l l ( ' n t  l r , r s  . r r r  oy rc r -

: r t  i r r r i  l r r r r l r i t ' t  o l  : r l r o t r t  $ . ) . .  )  t r i l l i o r r .  l t  r . ; r  i s t . s
, r l r o r r l  $ t  t r i i l i r i r r  r r r r r r r r , r l l v  i r r  t r r r t , s _  l r
n r r r l i t ' s  : r l r o r r t  $ 9 0 ( )  l r r l l i o r r  i r r  t r r r r r s l c r

l ) r r 1 ,11 t , ' " , r  t l r r o r r t , , l r  [ ) l - ( ) { ] r i uns  s r r c l r  ; r s
iV l  t ' c l  i t : r r r '  : r n t l  So t ' i ; r l  .S t : c r r r . i t y .  l i o r  r t s
l r r r r r l < i r r q  n t . r ' r l s ,  t l r t '  l c t l c r : r l  . 1 , , ( ) v ( , l . n rn ( , l l t
t u r i l s  t ( )  t l r t '  l : c t l c r r r l  l t t : s c r r , . c .

Federal Governtnerrt 's Banker
I l r t '  I i t ^ . l t ' r : r l  l t c sc rv t '  sc r vcs  ; r s  l ; : r r r l i e r  l o r
t l r c  t J r r i t c r l  S t : r t cs  g ( ) vcn l l l l f ' r l t .  l t  r r i r r i r r t : r i r r s
; r  , . 'h t 'c l i  in l i  i rcc()u l l t  f  or  t  h . . .  

' l ' r - . :asrr  
r  y

I ) cp : r r - l r n t ' r r t .  I t  p l  o t ' r ' s ses  [ ) i l y t i l e  n t s  s r r c l r  ; r s
socn l  s t ' c r r r i t y  c l r ccks ,  I l {S  r c f t r r r ds ,  r r n t l
r  l t  l rcr  r ' ,oVt ' r - r  I  I  l lc l  r f  [ ) : l  y  ntc t - l t  s .  I ;< l r  ex l  nr1t l . : ,
i l '  y< l r r  r c t  t , i v t '  : r  . . l r eck  f r o r r r  r l r e  f c i l e  r , r l

l i ( ) vc r  t i l l t c l l l  i u t r l  C i l s l t  i t  : t t  l ' 1 ;11p  l oca l  b l r r r k ,
t l r c  l r c t i c r l l  l { t s t r r - ve  c l e r l uc t s  t i r c  au ro t r r r r
l r o t r r  { l r r '  I  r e  i l s r l r y ' s  i t cc ( )un f  .

Government Securit ies Auctions
' l 'hc 

l ' t 'c l t : r : r l  l {cscrvc l r lso scrvcs l rs  : r  [ in l r r r
r . i l l  agcrr t  f  or  thc 

' l ' r ' r ' lsury 
I )cprr r t rne nt  ar ic l

<t t [ ic t '  tovct ' l1p)cpt  : r r ' ,cpc i r :s-  
' l 'he 

l ]cr l  sc l l - .
t r - : r r rs f :crs,  : r r rd rcdc. : rns govcrnnrcnt  bonds,
b i l ls ,  arr t l  n( ) tL.s)  or  sccur i t ics.  I t  a lso nr : rkcs
intcrcst  l )avnrculs  o l  t l rcse secur i t ics.

A  t  , h r  c t . n r r : r l  l r : r r r l <  o {  r l r c  t l r r i r t ' r l  S r ; 1 1 t : ,
F l  t l t c  t w c l v c  t l i s t r i t ' t  l r ; r r r k s  { l ) ; r l  n t ; l l ( ( ,  r r l )
{ l t c  . ' o r c  o l  l l r t '  l ; t ' i l t ' r ; r  l  I { t ' s t , r v t '  S y s l t . r r r
( : l l ' r y  ( ) r r I  s t ' v c r : t l  i n t 1 . , r - t . r r r t  l r r r t . l r l r l 1 .  |  1 . , , .
l i e r l c r  e l  I { t ' sc r - r ,c  S) ,s { r . ' , r r  t l11 t ' s  thg  I9 | l , r r , r , r r r i , , :

.  p r - r l v i t l t : s  [ r : r r r l < i r r r i  : r r r r l  l i s t - e l  s t . r - r , i . .  t . s  r t r
t l r t '  l r '< lc r : r  I  t ( )v ( ' r r  r  l l  r ( ' l r  t

.  
l t r o v i d t : s  l r l u t k r r t g  s ( . r ' \ / t r  ( ' \  t (  )  n l ( . n l l ) L . r  . l n ( l
r r o r r r r r r : n r l r c i -  l r r r r r i < : ;

r c t , , u l ; r t t ' s  t l r c  i r a r r k i r r r a  i r r , . l r r s t i  v
t r : r cks  l r r r r l  r r r ; u r ; r r ; t ' s  l l r t '  n : r t i o r r l r l
s L r P l r l y  t ( )  n l ( ' c l  c r t r r ( ' l l t  t l c r r r , r r r t l
s ta b i l  ize I  I r t :  t : r 'o l rorr  rv

a

V The Departnrent
of the Treasury does
its banking at the
Federal Reserve.
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Thc  J ' r casu ry  [ ) cpa r tn t c t r t  l t e r i oc l i ca l l v
auc t i ( ) ns  o f f '  gove run rcn t  b r l l s ,  t r onc l s ,  and

r lotcs to hnancc the govclnrncrr t 's  uct rvr t res.

Thc furrc ls  r : r isct l  f ronr  rht :sc euc{r ( )ns i l r ( '

au toma t i c i l l l y  dcpos i t c t {  i r r t o  t hc  l r cc l c re l

Rcscr :ve l lar rk  of  Netv Y<rrk.

lssuing Currency
I Jnc l c r  t h t ' l r c t l t : r a l  I t i ' s c r vc  Sys tc r r r ,  on l y  t hc

fcc lcra l  g()vcnl r l lc 'n1 t ; r r r  isst rc '  r  ur- rcnc ' \ ' .  I  he

l ) cp r r i r t r r t t : n t  o l  t l r c  [ ' r ' c r t s ru ' 1 ,  r ssu ( ' \  ( ' ( ) l r i s

r n i n t c t l  r r t  t h c  I l r r i t c r l  S t : r t c s  N , l  i r r t .  I l r t '

c l i s t r i c t  I r c t l c r : r l  I t r sc r r r t r  l i ; r r r l i s  i s s r r t '  P ; rPc r
cu r r c r l cy  ( l : t ' r l c r r r l  I { t ' s t ' r  v t '  No t t ' s ) .  n ' l r r t l r  r s

p r i r r t c c l  1 l l  { l r ( '  l t r r r r c . r r r , , 1  l  r r r ' , r . r v r r r r i  . u r r l

l ) r i r t t i ng .  i \ s  l r i l l s  l r t ' t ' , r r r r t '  \ \ , ' ( ) r i l  ( ) t  t o l r r ,  l l r t '

I j cdc r : r l  l t c sc r - v t '  t : r l < t ' s  t l r t ' r r r  o r r l  o l  .  i r - . .  r r l ; r

t i o t t  anc l  r r ' p l r t ' t ^ s  t l r t ' n r  r r . , i t l i  l r t ' s l r  o l r t ' s .

Serving Banks
' l ' l r t :  

l ' t : r l t ' r . r l  l t t ' : ; , ' r  v t '  : t l s o  p t - o r , i , l r ' s  s c r  v i . ' t - s

t o  b : r r t k s  l l t r ' o r r r ' , l r o r r t  t l r , ' n i l t l ( ) n .  [ 1 s  r n < l s t

v i s i [ r [ c  l u n (  l l ( ) n  i s  r r r  i t s  c ' i r t ' t ' 1 .  t ' l t ' : t r - i t i r , ,

s c : r v r c t ' s .  l r r  : t , l , l i t r o r r ,  r t  s r r l c i , . L r ; r r t l s  I r r r r r l i

r c s c r v c s  ; r r r t l  1 , . : r r t l s  r - ( ' s ( ' r - v ( ' s  t o  l r : r r r k s  l l r r r r

n t : c t l  l ( )  l l r l r r - o l v  l ( )  r r r : r r r r l r r i r r  l t ' r , , r r l l y

rcc l t r i rcc l  r ( ' s r ' r  \ / ( ' s .

Check Clearing
l i i . q t r r - c  l ( ' .  i  s l r ows  l r r i . r ,  r ' l r c , .  l i . ,  " t ' l t ' . r r  "

r v i t h i r r  t h t :  l ; t ' t l  s y s t ( ' l r l .  C h c c k  c l e a r i t i g  r s

thc proccss l r1,  *1,1 1,  l r : rn l<s l t 'cor ' ,1  rv l rost :

acc ( ) ru l t  g i v t : s  u l )  n l ( ) l r cy  ; t r t t l  w , l l < l s t '

acc ( )un t  r ccc i ' , ' c s  n l ( ) i l c v  w l r cn  : r  cus l ( )n l ( : r '

w r i t c s ; r  c l r e c k .  l ' l r c  l r c t l  c l r r r . - l t ' . r r  r r r r l l r o r r s

of  chct .ks ; l t  :1ny onc t i r t rc  r rs i r r i l  l r i1 , , l r  sPcct l

e< l t r i pn rcn t .  Mos t  c I r c : c l<s  c I c ; r r  r , r , i t l r i r r  t r vo

days - - - , r  rcr t t ; t rka l r l . . '  : r .h icvcrr r t : r r t  rv l r . . ' r t  \ rorr
considcr .  t l re t  t l rc  l :cc l  t l i : ; r ls  , "v i t l r  r rbotr t  . ) ( )

b i l l ion chccks [ )cr  y3111' .

Supervising Lending Practices
- I i r  

e t rsurc srabi l i ty  in  thc l ranking, ,  syst r ] r l l ,

thc Fedcrrrl l tcscrvc rnonitors l-rrrnk rcscrvt-

throughorr{  t l r t :  svstcni .  I r .ach o i  t l rc  t r ' r ,c lv t :

Fedcr ; r l  l {cscrvc I i : r r i l<s scnt ls  ot r {  t rank

examiners tc l  c l icck u l )  ( )u lcndinr l  r lnd

other  f inancia l  act iv i r ics of  r r rernbcr  banks.
'I"hcy 

also stucly, prroposcd barrk rriergcrs

and  bank  ho l c l r ng  con rpany  cha r te rs  t r i

c n s i r r c  c o n r p c t i t t o n  i n  t h c  b a n k i n g  a n d

l inanci r r l  inc lust r ics.  , \  t rank hold ing company

i s  u  co rnpa r r v  t h : r t  ( )wns  l r l ( ) r c  t han  < lne

b r i nk .  
' l ' h c  

l i o r r r c l  O f  ( , ( ) \ / c rn ( r r  S  : lP I r r ( ) vcs  ( ) r

t l is ; rppr 'ovcs lncrqcrs , rnr l  ch l r r le  r  s  l r ; rsct l  on

t l r e  f r r r c l i r r r i s  : r r r c l  r cco rn i r r c r i c l ; r t i ons  o f  t he

l l .cscrvc I ' , : rnks.
' l ' l r t '  

I i t ' t l c r : r l  l t c sc rvc  r r l s , r  l l r o t ( r c t s
c ( ) n s u n l ( ' r s  b y '  c r t f  o r r i l t q  t r L r t l r  r r r  I t : r r c l i n q

l ; t u ' s ,  r , r , l r i t  l t  l t ' t l L r i r c  s t ' l l t ' r ' s  t o  P rov i t l c  f t r l l

; r n t l  : l ( c u t ' : r l c  t t t l o r r n . t l t < l n  ; r l , r , r r t  l o , t r r

l ( ' n t l s .  I  Jn r l c r  ; t  P t ' r t v i s ro t t  c , r l l t ' t l  [ { t r r , , r r l ; r l i o r r

/ . .  t t t t l l t < ) l l s  ( ) l  r ( ) n \un l ( ' l s  r ( ' c c r v t '  r r r l r l r r r t l r
l i < l r t  ; t l r o u l  r t : t : r i l  t ' r , ' r l i t  t t ' r r r r s ,  r r r r t o  l o ; r r r r ,

. t r r t l  l l ( ) r i l t '  n l ( ) r l r , ) i l 1 l ( ' s  ( ' v c r y  ) / ( ' : l r -

Lender of Last Resort
I  l r r t l . . ' r '  r t o r t t : r |  ( ' l r ' (  r u n s t i r r ] . ' t ' s ,  l r , r n l < s  l i ' r r r l

r ' . t ( .  l t  , r l  l t , ' r '  n r , r n t ' V  ( ) n  i l  , l r r V  l r ,  1 l ; 1 1 ,  l . ) 1 s r ' ,

u s l l u ' ,  l n ( ) n ( ' 1 '  f r o t t t  l l r c i r  r ( ' s ( l v ( '  I r : r l ; t r r c t ' s .

4. Check
wri ter 's  hank

check clearing fhe
process hy wlrich
banks record wltose
account gives up
noncy and whose
accounl tcceivt:s
ntoney wltt:n a
custofitcr wrrtt)s a
r:her:k

bank  ho ld rng  cornpany
t c0il ipany l lt i i l  (Jn/ns

r t to tc  fhan o t t t :  h ; tnk

Af lcr  you wr i te  a check,  thc re c ip ient  presents i t  a t  l r is  r . r r
ht : r  bank.  The check is  therr  sent  to  a Federal  Rcserve
Bank.  Thr . :  reserr /c  bank col lects the necessary funds f ronr
your  bank and t ransters thern to t l ie  rec ip ient 's  hank.  Your
processed check is  rc tufned to you by y0ur  bank or  is
avai lable for  you to v iew on the Internet .  Economic
Institutions In what other ways does the Fed serve
banks?

2. Recipicnt

Chapter 16 r Section 2 421



federal funds rate
interest rate banks
charge each other for
loans

discounl (ate rate
the Federal Reservc
charges for loans to
comntercta! banks

net worth lolal assets
ntinus tota | | i a bilitir: s
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' fhese 
funcls ar c callcci fecleraI funcls. 

-J 
ht:

in tcrest  ratc  that  banks ch: l r t :c  c : rch othcr .
for  thcsc lo ; rns is  thc fede ra l  funds rate.

Ihr- rks c; rn a lso b<,r rorr ,  f r , r r r r  t l ru  f r r . ]crar
I t esc r  vc .  

' l - hey  
do  so  r ( )u t i nc i y .  , r r r t l  c spc

c i a l l v  i r r  I i n a n c i : r l  c n r r ) r q c n c r c s  s u . h  J s
Sc\re lc  rcc(_ ' .sSt( )ns. ' [ ' l r t :  l - 'c r l t t l l r l  [ (esc.r r , ,c  ; rcrs
e s ; r  l t : r t d c r - o f  l a s t  r c s ( ) r t .  r r r r r l < i n l i  t . r n t : r _
qcncy  l oa r r s  t o  con rn t c r c i ; t l  l r . r r r ks  s ( )  t l t : l r
t l t t ' v  ca l r  l t i : l i l l t i l i l t  r - cc l r i i r . e t l  r cs t , r vcs .  

. l . l r c

r i l tc  t  l )c  l i ' t le  r : r l  l { rscr . r , t ,  c l t . r  r - r1, ,s  lor .  r l r r .se
lo : r r r ;  i s  c ; r l l r : r l  t hc  d i scoun t  ra te .  \ , o r r  r v r l l
r t ' : r c l  r r r o r r '  : r bo r r t  t hc  r . o l t .  < ,1  t l r , . .  t l i s c .o r r r r
r ; r t c  i r r  t l r c  t ' t - o r r o r r r y  o l  t h t .  t l n i t t . i l  S t r r t t . s  r r r
5 t ' c t i o r r  i -

Regulat ing the Banl<ing
Jystem
l i : r r r l < s ,  s : r v i r r t i s  : r r r i l  l o , r r t  c ( ) n l l ) : u r i t . s ,  r . r c t l i l
r r r r i o r r s ,  ; r r r t l  l r , r n l i  l r o l r l r r r l i  t - o n r P . 1 1 1 y 1 . s  ; 1 1 . 1 .
s r r p c l v r s c r l  l r l  v l t r  r , r r s  s r . r l , .  . r n , i  l . . t i c r ; r l
: l u t l t ( ) l ' i (  i t ' s . ' l ' l r t t  l i , t l  c o o r r l l r r ; r I t . s  ; r | |  r c r i r r l r r
I r l r 1 r  ; 1 1 - 1  t y l l  I ( ] s .

Reserves
As  yo r r  r c : r t l  i r r  O l r ; r p t t , r .  l ( ) ,  r l r t .  U l r i t t . r l
S l l t t cs  l r : r r r l < i r r r l  s ) / s t ( r l r  ( ) l ) ( : r . t t ( . s  : l \  i l  f l - : l L
t i o r r : t l  r ( : \ ( . r ' v ( .  l r en l< i r rq  \ vs t ( . n1 .  l i . r r r ks  l r o l t l
t ! r  r c s ( . r v ( . o i i l v  r t  f r . r r : { i o n  o , l . t l r r : i ;  l L r r r t l s _
; t t s l  t t r r O r i g l r  I ( )  r r l ( ' ( : l  t . u s l l l r i t t . . r - s ' i l : r i J v  n t , c ,  l : ; .
l l . r r r l c s  r h t ' r r  l c r r t l  r l r
t 'h:rrpi i 'g irrrcr-.sr,, ,  : :1., i ' ; l : l ' l , r ir t trr l  

|  ( 's( 'r  vcs'

I . . : r c l r  l i r r : r nc i l l  i ns r r r r r t r o r r  t l r r r t  ho l r i s
c l cpos i t s  l o r  c t r s ton tc rs  l n r r s t  r c l ) ( ) r t  t l l r i l y  t o
t l r c  l j t ' t l  a  bo r r t  i t s  r e  sc rvcs  : r r r r i  : r c t  i v i i i e  s .' l 'hc 

l jed r rs t .s  thcsc rcscrvcs fo corr t ro l  l ror , r ,
r nuc l t  r r r< t r t ey  i s  i r r  c i r c r r l ; r t i < tn  i l t  : l ny  ( )n ( ,
t r n r c .  Yo t r ' l l  r c r r r l  r r x r r t : : r bou t  t hc  I i r . l i s  r< l l t ,
t t t  con t ro l l i l t g  t hc  n l ( ) l l c ) /  s t rpp l l ,  i r r  t hc  r r cx t
sccI  ton -

Bank Exarninations
T'he I rcderal  Rcscrvc l rnd othcr  lcerr l : r tory
e l l L -nc ies  a l so  cxa rn inc  l t anks  pc r  i oc l i ca l l y
t o  r n : r k c  s i r r - c  f [ r a t  c ; r c h  i n s t i t r r t i o r r  l s
o l re1, ipg l : rurs and r t :cuIa( i ( )ns.  l rx : r rn incrs
mai/ trakc uncxprectecl bank visit_^ to rnaker
sr l rc  that  b: lnks arc fo l lo iv inc sorrnc l
[cnding i ) rac] r iccs.

IJank exarniners can fc l rcer  b: rnks fo sc l l
r isky invcstments or  to  dcc larc lo i ins th: r r
r r r i l l  not  t le  repaic l  i ls  losscs.  I f  cxanr i r rcrs
Hncl  r [ r : r t  a  l r ln l< has takcn c.xcessivc r isL- ,
1 l r e 1 ,  1 1 1 . , u  c l . r s s i f i ,  r h a t  i n s t i t u t i o l l : r s  i r
problcrr r  b. rn l< ; rnd force i t  to  t rndcrg<l  rnorc
f r c r l r r c r r t  c r : r r n i ne t i ons .  I . . r : r n t rnc rs  r , r , o r r l t l
t : r l < r '  I  hc  sa r r r , r  i t c t i ( ) r 1  t o r  I l : r r i k s  t ha t  l r av t .
lovv r r r ' {  w() r t l ) .  Net  worth c11 r re ls  t ( ) t r l l  : ts : ;c ts
l n u r r r s  r o r a l  l i : r b i l i t i c s .  I r r  e c l c l i t r o r r ,  l r r 1 ,
l r r rn l< t  l r i r t  1 , , ( )cs fo I l r r :  I :c i l  [< l r  crncrg( ,nc\ j
l ( ) i l l l s  t ( ) ( )  o f l c r r  i , v i l l  I l c  s r r l r j t : r : t  t o  h r r ; r ncn l
r ( ' \ ' r ( ' \ \ r  ; r t t . l  t  l os r :  q ( ) vc l - r I l nc l l t  s t rp t t r v i s i o r r .

Regulat ing the Money Supply
' l ' l r c  

l r c , . l t ' r : r l  l ( csc r - v t ,  i s  l r cs t  l < r ro rv r r  f  o r  r t s
r o i t '  r r r  r c l l r r l : r t i r r i i  t l r r :  r r : r t i o r r ' s  r l l ( ) r r ( , y
s r rpp l v .  \ i r t r  w i l l  r eca l l  l r o r r r  (  . h : rp rc r  I ( )  r l r . u
( r e ( ) n ( ) r l t r s l s  : r n r l  t l t c  l i t , r l  w r r t c . l r  s t , v t . r r t l' i l t ( l i c r l t ( ) r . s  

o l  t l r c  l n ( ) l l c v  s t rpp l y .  M  l  i s
s i r r r P l v  i l  n r c i l s u r c  o f  t l r t ' f  t r n t l s  t l r ; r t ; r r t ,  t , : r s i l 1 ,
: l c (  ( ' s s i l ) l ( '  < l r .  i r r  t i r r . t r l : t ( i o r r .  t \ { . 1_  i r r c l r r t l c s
t l r t '  l r r r r r l s  . - . r u r r l , : . J  r r r  M  I  ; r s  r i \ r t . l l  , t s  n r ( ) l l ( ^ y
t r re r l< t ' (  i r ( ' c ( )un l s  : r n r l  s ; t v i r r r , , s  i r . t s t r t r r t r c r r l . s .
l : co r ro r r r i s t s  ; r l so  r r r c : r s r r r . c  M  l .  IV l . i  gocs
r : vc r r  l r r r t l r c r  l o  i nc l r r t l c  l : r r . r 1c  t i n r c  d r . l r os r t . s
: r r r t l  s< l r r r c :  l l ( ) v ( . r r l l n ( , n t  s r . c r r r i l i t r s . ' l ' l r c  l r c t l , . s
j o l r  i s  t o  t : o r r s i c l t : r ' r h r , sc  vu r - i o r r s  n l c i l su rcs
o l  t l r , . '  n r ( )n ( ' y  suPr . r l v  : r r r r l  co r r r1 . , , r r c  t i l ( ) s ( .
f i . r i r r r t ' s  w i t l r  i i r i '  l ! l < i . i 1 ,  c l t r r r , r r r r l  f r x -  r r r o r r cy .

Factors That Affect Demand for Money
l )coyr lc  hol t l  nrorrcy f< l r  a  v : r r ic t1,o l  re, rsons.- l ' h t : : r r no r r r r t  

o f  r r r o r r cy  t l r r r t  f i r u r s  o r  i r r t l i
v i r l r r : r l s  ho l t l  < l cpcnc l s  gc r r c r : r l l y  on  l o r r r
flrcto rs,

1.  cr rs l r  l rccdccl  orr  l r r r r r t l
. ) .  i t i tc t 'csr  t ' . t tcs
i .  p r i cc  l cvc l s  i r r  r hc  cc< ino ruy
4.  gcnt ' r : r l  levc l  of  incorr rc

PcoPk:  : rnc l  hrr r rs  nccci  t t . l  l rav i ,  , ,  cer ta ln
:lnt()unt <tf crslr on lrand fo m:rke cc()n()rr1lc
t ransact ions- . . t ( )  buv groccr ics,  sLrppl ic . , ,
c lo t l i i r ie ,  encl  so l 'or th.  

- l 'he 
morc of  

'yorr r

vvcal th 1,ot r  holc l  as l ) roncy,  thc casicr  i t  wi l l
i l t '  1 , ,  r t t . t  L , '  t . t ,  l t ,  r r I  t r t .  I  r - : t ns . t c t  i o r t s -

Of  course,  lvc can' t  earn in tcrest  ot r
noney that  r , r rc  hokl  as cash.  As inrercsr
ratcs rise, it beconres nlorc cxpensive for



inc{ iv ic luels  to l ro[d n loncy : rs  c i ls l t  r ; r t i tcr
t l rar- r  p lac ing i r  in  asscts t l ia t  puv rc turns j
sr- rc [ r  as l roncls ,  s tocks,  or  savin l ls  i lcc()unts.
Scl  as in tcrcs l  rJ tcs r isc,  peoplc ; r r rc l  f i r  nrs
w i l l  s cnc ra l l y  l <ccp  r l r c i r  r vca l rh  r r r  ; r ssc f s
t h a t  p : r y  r c t r i r l l s .  I r r  o t l r e  r  n , , i r t l s ,  f  l r , r v
c i c r n a r r r l  l c s s  r r r o r r c l ,  i r r  t l r c  f o r r r r  o i  t : ; r s l r .
( S c e  l " i u L r r c  1 6 . , + . )

' l ' h r  
g c r r t : r - r r i  l r r r c t ' l c v c l  i r r  t l r c  t . r - o r r o r r r v

a f f L 'C ts  t l r c  t l t ' r n t r r r r l  l o I  r r r o r r t , r , ' ,  t , x r .  r \ s  P r  i . , .
l c vc l s  r i s t ' .  so . l o r : s  t h , r  t l , , r r r : r r t l  l o r  c . ; r s l r ,  l l
y r i r r r  t r s t r l r l  ( ' ( ) s t  1 ( ) r  . l )  ( ) u t i r r r i  r v t l l r  r , o r r r
f r i cn< l s  i s  $  r -5  : r r r t l  p l i e t ' s  r i s t .  l ( )  l ) ( ' r . ( - ( ' n t ,
y < l t r  w i l l  t t o w  r r r ' t ' r l  . $ . 1 -  t . : t )  l ' r  . r  l r i : , l r t  o r r l -

' l ' h c  
[ i r r ; r l  l r i . . ' t o l  t l r . r t  i r r l l t r t ' t r ( . ( ' s  r ) r ( ) n ( . \

c i t ' r n : r n t l  i s  t l r t , r ' , t : l r t ' r ' : r l l , ' v r ' l  o f  i r r t . o r r r t , .  (  ) r r ; r
p t ' r s o n ; r l  l t ' v c l ,  i 1  v o r r  t ; r k t '  . r r r  : r l r i ' r  s t  l r o o I
j o l r  t l l : l t  l ) : t ys  \ / ( ) u  $ , t \  p t ' l  r " r r t ' t ' 1 . ,  t ( ) r t  r l , r l l
l i l < c l y  t ' : r r r  v  ; r r o u r r r l  r r r o r t ' . ' r r s l r  I l r , r r r  1  r , r r , l r r i
l r t : l o l c .  ( ) n  ; r  r r : r t i o r r : r l  I c v c l ,  : r s  ( i l ) l )  o r -  i - r , : r l
i r t c r > r r r t '  r ' i s c s ,  { ; r r r r i l i , , s  ; r r r , l  f r l r r r s  l i t ' ,  p  r r r o r - i ,
o f  t l r t ' i r  u , c : r l l l r  ( ) r ' u l r ( ) n r ( ' r n  ( : r s l l -

Stabi l iz ing the Econorny
' l ' l t c  

l r t r v s  o l  . . r r P p l v  r r n r l  r l t : r r r : r r r t i  : r  I l t ' t  t
t l t ( ) l t c y )  j t r s t  : t s  t l r t ' t , r r l f t ' t  I  r . r , , . r 1 , l l r r r r r 1 , . l s t .  r n
t l r c  c c o r r o r r t y .  l i r o  r n r r . l r  r r t o l r t ' v  i r r  r l r c
oc ( )non r ) '  l t . r r l s  l o  . r  . g t ' r r t ' r . r l  r i s c  i r r  p r - r r . t . s ,  o r -
i r r { l e t i o r r .  l \  r ' , l r r r  r ; f  t l , r l l : r l s  l t : s s t ' r r s  I l ; t . r r
v : t l t t t ' .  l r r  i r r I l : r t  t ( ) l l i i l  \ r  t i r r r t ' s ,  i t  , , r r r i l  t r t l . t .
r l l ( ) f ( '  n ) ( ) n ( ' v  t r )  l ) u l L l r i l s ( '  l l l ( '  s ; l n l ( '  1 j , ( ) ( ) ( i s
: t r r d  s c r v i i ' c s .  I t  r s  t l i t .  I . r ' r l ' s  j o l r  r o  l < t . r : p  t l r c
r t l ( ) n ( ' y  s t r P J r l y  s t . r l r l t . -

l n  a n  i t l c e l  r v o r l t l ,  i r r  r v l u r : l r  r c : r l  (  i l ) l )
g r ( : w  s n t ( x ) i l r l y . r r r t l  t l t c  c t - r i n ( ) r r i v  s l i l y ( . ( l  i l t

As  r r r l r : res t  ra l r l s  lnc r ( ) i l s  t :  f  ro t i l  t  | to  r , ,
q r r ; rn t i t y  o f  rnonr :y  d t - ' r r i i rndcd fa i l s  f  ro r i r
Inccn t ives  Exp la in  denrand fo r  n roney
of  i r rcen l i vcs .
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I r r I I  t ' r r r P l o t / r l r c r l t ,  t l r t '  l ; e t l  r " v o t r l r l  i r r r - r - t . r i s t .
l l r t '  r i r o r r t : " -  s u P P l l '  J u s l  t ( )  t n ; l l c l t  t l r t '  r l l , ( ) w t l l
t r t  t l r t ' r l c r r r , r r r r l  t i , r  n l ( ) n ( ' y .  I 1  t l i t ' l i c d  c o r r l t l
: t t ' con rp l i s l r  I  l r r s ,  t l r t '  ( - ( ) un t r y  r vo r r l t l  c . \ [ ) ( ] l . l
( ' n ( - c  vc ry  l r l u ,  i r r { l : r t i o r r  r : r l c s  ; r r r r l ,  i t l c t r l l l , ,
t l t c  cco r ro r r r1 ,  r , vou l t l  r c r r r : r i r r  r r t  f . r r I I r . : r r r p l oy
n r ( ' n t .  As  vo r r  r , , r r r l  i r r  ( , h : t y r t c r  I  . 5 ,  l r o r vcvc r .
i t  r r  l r . r r , l  1 , ,  I t r , ' . 1 r . ' {  . . . , r n ( ) n r \  t . l l t ' t . t s -

l  l r t '  l ' t ' t l  r r s t ' s  i l s  l o o l s  t o  s t ; r [ r r l i z c  t [ r t :
( ' i ( ) n ( ) r ) l y  : r s  l r t t s l  i r  <  l t n .  I r r  t i r i '  n t ' x t  s t : t . t  i o r r ,
y o r r  l v i l l  r c ; r t l  : r l r o r r t  ( l l ( :  t o ( ) l s  t h : r t  r h c  l r r : t l
( i l r )  u s c  t o  l r c l P  t l r c  t . c r ) n ( ) n t y  l r r n c f i , l r . t t

f r r l l  c r r r p l o v n l ( ' n r  w i t h o u t  c ( ) n f r - i l ) t r f i r r q  t < r
r n f i l t l  i o r r .

2.  What  is  a bank hold ing company?

3.  What  is  the d i f fercnce between the federal  funds rate
and tht :  d iscount  rate?

4.  How rs ne(  worth calcuiated?

6. Crit ical Thinking What are the advantages of having
the Federal  Reserve oversee the requlat ion of  the
banking system?

rco @nline
\------]:,-pllSchool. 
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Applying Economic Concepts
5. TryThis Cieate

Federal  Reserve
ba n ks.
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Afan Greenspan (b. rez6)
'l-|rc 

l:ecleral Resen,e Boartl (tht: I;ed) helps to ccsrftrol tbe rtarigrt,s ytoney
sttltp[y-'I.hc cc,nrnttisr und fonner professional p<\t rttttsician at its
lteorl ttttr| l1e tba tnost ltotttcrlitl percott irt America u,hen it cgltas t,

i. tly uatiott's t't-ottctrrty. Altttt (irceuslttrtt's ctrt:lul ltandling ,l tbe

i 
,':d".,::!,llcsutte uton ltitt cretlit f<;r tbe ranrdrkdb[a ecrtnornit: rtoont of-

Yl 
,i;:',iii,J),';:,';;;;:i:,' ,;:;:';,::;,::;,,'::::::i'i,:,:;:::::;:,,;,:,,',,t 

ffi
I

, l$  T [ ig  Cha i rmaf l  o f  thg  Fgd hc  h : r r l  r ,  r l r r i r  sc l r rx r l  ,u 'h t ' r r  l r , ' r : r ,  \ r ( ) r r  ( ) r
l , l : j l  A l . t r t  ( , r ' ' t ' t t : p . r r t ' s  l t t ' s t  t ( ' r r n ; l s r ' [ r r r i r r r r : r r r  6 l  l t t ( ) t ) ( ' ) / .  l r r  I 9 5 ' 1 ,  l r c : r r r t l : r  l r i c r r r l  s t i l l ( ' ( l ; r 1

, f i i  
t l r ,  l i . l . ' r . r l  l ( t  s t  r v t '  [ l < l a r r l  l r t ' r i : r r r  t r r  : r  ( : c ( ) t l ( ] r t r (  t o n s r r l l r r r 1 , ,  f r r r r r .

f , 1 , , l r . r r r r . t r r r  l . r s l t r , r r r . . S o o n , , l t , . , .  i . l . .  t o o k  o f l i c c' \  i r r  i \ r . iL is r  l ' ) s ,2 ,  r l rcs ror l<  n rerk i - , r  c r : rs l r . i l .  
'  

Thg Trans i t ion  to  pub l i c  L i fg- t  ,

, , l , i i  l l l l ; : . t  : l ' s  
l t  r r ' '  t l  t l t : t t  l c r r t l t : rs  $ ,o r r l r l  ; r t l ( )P l  : r  A l : r r r  ( , rcc r rsP; r r r  f r rs r  r , r , c r r r  ro  V / : rs l r i r r r , , lo r r ,

, 1  ,  
l r l i l ) l  i l l t ' r l ( \ ' P ' l t c y , : r s l r r r r t l i s l r ; r t l t l o r r i r : r I l t ' l  l ) . ( ] . , i r r  1 9 7 , 1 t < t c l r r r i r t l r q l r r t . s r r l t : r r l , s

, i  ]  ) ' l ' t '  " t '  
: ' , r (  r (  r r l . t l ' l { ( r t  t  r : t s l t  i n  l ( ) 2 . ( ) .  l r r s r t : : r t l ,  (  i r r r r r c i l  o i  l . - t . o r r o r n r c  A t l v i s o r . s .  I r r  l , , t / 2 ,  l r r .

L I  
(  ' t ( ( ' l l \ l )  l t l  t r ' t l t t r t l t l c t l  w i r l r  t r t ' t i o r r s  t l r : r t  r c t r r r r r t ' , 1  t o  N t . r v  Y o r k  t < l  c o r r r l l l t : t c  l r r s

I  
l r , ' s t t  t l  l  l t '  t t . t l  i r r t t ' s  t r to t r t ' y  s r rPPly .  

' l  
l r c  I ' l r . l  ) . ,  l r r r t  l  0  y ( ' : l r s  l : l r ( . r ,  l r rcs i r l c r r t  l ( , r r : r l t l

*  : : : : : l -  I ' l l ' k ' , r  
t ; r r i c k l y  t c t ' r v , ' r t : d , : r r r t l  t l r r '  l { c : r q l r r  r c c , r l l t ' r l  h i r r r  r o  w r r s l r i n r , , r o r r  r ,  l r t . : r t l

H  l 1 : t l l ( ) t l  . l v o r t l t ' t l  t l r c  t ' t - t l r r o r r r i c  r r r c l { t l o r . l r l r  t l r l  l i r t l c r : r l  l ( t . s c r v t . .  A t  t l r g  t i l r c ,  r r r : r r r 1 ,
- S  t l t ' t l  

" r t r l ' i  l r ' r v t ' l o l l o ' v t ' t l .  p c , o p l t , r , r , , . r ' r ' c r . i ( i c ; r l  o l  t l r t ,  l i r t l t  l r r . ; r v v
[ G  l ' . . ' ' : "  , " ' i  

I , r  \  |  r t r ( ' r r  r ' r  r i l {  I  (  ( l  \  I l

I Frard rirnes lrl:,h:J:ll,J:;11.il:l;lilliliH:l;l,lilt
l J . l v i r t r i  ! 11 r , \ \ n  r rp  < l t r r i r r r l  t l t t , ( i r c r r t  ( r L ( ) t . l ( ) 1 t y  i 1 l ( )  r cL6ss i ( ) r r  i t r  f l r c  t : a r [ i ,  l . ) ggs

\  
l ) t :P r t ' . . . s i o r t ,  ( i r ce r r sp r . i r  kno rvs  l r : r r t l  w f i c r r  l r t ,  l r  i s t . < l  i p tg r r - : s t  r : l t ( . s  l 1  i y r  ( ] l l ( ) r i  t ( )( ' ( ' ( ) n ( )n l r (  t r r l l ( ' s .  As : r  yo r rn l , ,  ch i l t l  l r c  l r : r l t  l t i 1 , , h  i r r f l a t i o r r .

Er-  
s l t , , rv . ' ,  1 . . r  r r r l l  l , r  r runr l r rs  : rnt l  ur r r : rzcr l  h i ,s  Al t i i , r , ,g l . ,  ( i rcc l rsParr  s t rorr r , , ly  ( ) l ) [x)s( ,s

A l . l . ' . i ] i i l - f r , rcr ; t ]s  
wi t l r  h is  r rb i l i ry  to  do r r r : r r l r  in f lar i , . ,  l rc  is .sc.s i r ive r ,  rhe 

' l t iss. , l  
1 , , [ r ,b-  l ) l  ( )h l ( l l l \  t r t  l t ls  l rcat l .  t \ f t t r  l r r r i l r  sc l rool ,  t l re t  i tcconr l ) . rn les iu ly  nrr l , ( ) r  i r t tenrpr  ( ( )' .6 ,  

l l : l : - . . " t ' :  
l t t '  t l ' . i t lc t l  t .  c lcv. : loP hrs nrusrcal  s l , rv  r l r t '  , i . , , ,^ r rh , , f  t l ' , ,  , , r , , , , " f  ,u1r1. , ry

€ l r lcr l t \ '  ' t t l t l  t ' t t r ' r l lc t l  r t t  Nc ' r , t '  York ' .s . |u i l I i : r r t l  IJr t ler  ( i^ 'er rsp,r r r ,  i r r t r : resr  , " , " , , . i ; , , r , , , , . , , , ,

, t t  fc t l rxr l  
' l  Musi t '  l ) t r r i r ts  thc l9 '10s,  ht :  r ,vcrc f rc . ; r rcnt  bur  gcneral ly  srnal l  i r r , -c . lc .

{ ' )  t " t l : : : l . t , l l ' i ]  : r  srv ing,  b: r ' r l .  I Ic  Prcfcrrcr l  r , , , , r i  , r , . , , r " , r .y  p, l icy r<r

L j l . : . l l l i i i '1r11'r l  l i lc on lhc r.:rcl,  Al:rrr r 'akc nrin.r.dlusr'cnrs irr t irc,:. : . ,r,r,rry's
H (  t l ' ( ' r j l l \ l ) : l l l  t c tu r l t t - - t J  to  Ncw York  ( , i t y  a r rd  cor r rsc  r r r t l r c r - t l ran  to  d r ive  i t  ip  a  r rc rv
Y i : . l j , | l ] ] l l ' l l t l , r ' : t t t t l t r t a s t c r \ . 1 " g . " " r i , ,  c l i r e c r i t x r . A s a r c s u l r , ( i r : e c ' s p a . , . s r c r r s . s' 
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1. Source Reading Dcscrrbe
tireenspan's approach to using the
powers of thc Federal Reserve to
rnf luence thc nation's econorny.

2. Crit ical Thinking Explain how a
sharp increasc in interest rates by the
Fed could slow inflation but also leacJ
to higher unemployment and a
recesslon.

3- Learn More Visit  the Federal
Reserve's Web sitc and summarize thc
rnost recent Fcd activi t ies that are
reported there.
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M[offietary PoEicy Tme f;s

Section Focus
Banks  c rea te  money in  the i r  day- to
day  opera t ions .  The Federa l  Resc ' rve
uses  the  too ls  o f  monetary  po l i cy  to
con l ro l  t l re  r r r r ro r r r r t  o l  rnor rcy  rn
c i rc  r r la t ion

Key Terms
oroney creat ion
required reserve ratio

(RRR)

nrorey nrul t ip l ier
formula

excess reserves
prime rate
open nrarket operat ions

I  "  
r ' . r r l r '  , l t ) { }1 ,  rv l rc r r  i t  : r1 ' rpe ; r rc r l  r l re r

I  r ' r o r l r ) n t i r  r i t - ( ) \ v l l r  r v t t s  s l r l u r i r r r ' , ,  t l r t '  l ; t . t l
l rcq: r r r  r t r t i r rc i ru i  i r r tur t 's t  r ; l tcs-  l ' l rc  Sc1:r tcurbcr
I  I  t t ' r r< l r r s t  : t l l : r c l<s  f ' t r r t l r t ' r '  r nc rc : r sc t l  t l r c
t tc . : . .1  lor  sr r i : l i  c l l rnr lcs i r t  t ' r 'or rorr r ic  poI ic1, .  l iy
t ' : r r [v  1-(X) . i ,  t l r t '  l jc r l  l r r r r l  cu(  in tcr- t :s t  ratcs l . ]
t i r r r t :s ,  to  45 yt :er  lor , r ,s-  [ iy  r -c t l r rc i r rq thc c<ls t
ol borror,vinri, t lrt: I iccl lropccl [() (]nc()rlr i l l l( l

c ( ) r )sr r rncrs t r l  s1x ' r rc l  l l r ( ) r 'c  nr( )nL:y l r r id  s t in t r r
l e t . t ' c ' co r r , r n r i c  t , , r - ow t [ r .  I r r  t l r i s  scc t i < l r r  yo r r
rv i l l  scc ' "v [ ry  t l r t :  [ r ' .1  r rsr :s  thcsc t : rcr ics t<r
r r t I l t r t : r r r . c  ccon<r r r r i c  g ro rv t  l r .

2. Explain how the Federal  Rescrve uses
reserve requiremcnts, t l rc discount rate,
and open rnarkc t  opera t io r rs  to  i rnp lemenl
U.S.  monctary  po l i cy

3. Understand why sornr:  rnorrctary pol icy
tools are tavored ovr:r  ot l rers.

Money Creation
- l ' l rc  

[ )cpar t r r r t :n t  of  t l rc  
' l i -castr ry  

is  rcs i rorr ,
s ib lc  for  r r r : 'ur r r factur in l i  rnorr t :y .  

- l -hc 
Fcdcral

l ( t :scrvc is  responsib lc  for  put t i r rg dol Iars
into c i rcr r la t ior r .  I  Iow c locs th is  nroney gct
i r r t o  t l r c  ccono rny?  

- l ' l r t :  
l ) r ( ) cc rss  i s  ca l l cd

rnoney creat ion,  rnc l  i t  is  carr icc l  out  by thc
l ic t l  : r r r t l  l ty ,  1 ' t ' , t tOt  : r l l  argt rpd thc country-
l {ccal l  i ronr  O[r : rprcr  1.5 thc nru l t ip l ie  r  e f fect
o f  sovc rnu re rn t  spcnc l i ng . ' l - he  mu I t i p l i e r
cficct in l iscaI policl '  holcls that every onc
do l l a r  change  i n  { i sca I  po l i cy  c rea res  a
c [ r : r nsc  g rca t t - ' r  t han  o r r c . i o l l a r  i n  t l ' r e
ec()nonry.  

' l *he 
process of  rnoney crcat ion

r,r,rlrks in rnrrch the sanrc w:ry.

How Banks Create Money
Moncy crc:rtion docs not n'rean the printing
ol mriney. Banl<s creare noney not by

p l i r r t i r r g  i t ,  l r t r t  l , ) , s i r r r p l y

go i r r r i  l r [ r o t r (  t l r t ' i r -  l r r r s r i r t ' s s .

l ; o r  c x : r r n i r l c ,  s t r  p p o s t ' y o r r
r ; r l < t ' o r r {  : r  l o r r r r  o l - $  1 , 0 0 0 .  \ i r t r
t l . ' .  i r l , '  l o  t l t ' l l o t i t  t l t , '  n l '  ) n (  \ '  i n

: r  c . l r cck i r r l l  i r cc ( )un { .  (  ) r r c  t '  yo r r
l r : t vc  r l c l i < l s i t t : r l  t  h t  r n ( )n (  ) / l
y ( ) u  n ( ) \ v  l r , t v t ' ; r  [ r : t l : r r r t , c  o l

$  l , (XX) .  .S incc  r l cn t : r r r t l  . . 1 . ' pos i t

l t c c ( )u  l l  t  ba  l a r r c t ' s ,  s  r r . : l r  : r s
y < l r r r  c h c c k i r r g  : r c r : o r u r t ,  : r r ( '
i n c l u d e c l  i l r  l \ 4  l ,  { l r t '  r r r o r r c y
s r rpy r l y  l t , r : ;  r r ow  i r r c i t ' : , s t ' r l  l r r . '

$  I , ( ) (X ) -  I ' l r c  p roc t ' ss  o l  r r r , r i r cv
crc l r I  ion bcgi r rs  ht : r t ' .

l ) ranks nr : rkc rnorr t 'y  [ ry '  c l r : r rg ing i r r tcrcst
or t  lo : , rus.  Yor . r r  brr r r l<  rv i l l  Icr r r l  par t  of '  t l r . . '

$  1 , 0 0 0  t h u t  y o r r  t l c p o s i t c < 1 .  
' l ' h e  

a r r r o u r r t
t l t a t  t hc  b : rn l<  i s  r r l l r l r ve r l  t o  I cnd  i s  dc t c r
rn incd by thc requi red reserve rat io  (RRR)

thc f r : rc t ion of  the c lc l . ros i t  thr t t  n tLrst  bc l iept
( ) r r  r esc r \ / e . ' l ' l r i s  i s  c : i l cu l : l f c ( l  i r s  t l l e  re l i ( )  ( ) l

r cse rvcs  t o  r i cpos i t s .  
' l ' h c  

I {  I t l t  i s  t l r e

f r r rc t ion of  c lcposi ts  th: r t  I r : rnks : r r t :  rcr l t r i r r : t l

to  kccp in  rcscrvr .  
' l 'hc 

rcc lu i rec l  rcscrvc

rat io ,  which is  cstabl ishcd by t l re  I ;cc lcr : r l

I { ese rvc ,  c i r su rcs  t ha t  banks 'u l , i l l  hav t '
c t - torrgh funcls  to srrpply  crrs tonrcrs '  r . r , i t l r

drawal  ncccls .

Supposc ir-r our c:trrnrp[r: t lrat thc ft l{ l{ rs

0.1,  or  10 percent-  
- fh is  

nreans that  of  your

$1,000 dcmand deposi t  balance,  the bank

is a l lowcci  to  lcnd $900.

a.
i
[.
k

a ,

f'

A The da i l y  ac t i v i t ies
o f  banks  and the i r
customers cfeate
moncy through the
mul t ip l ie r  e f fec t .

rnoney creatlon f/1,
process by whic!r
Inoncy e ntcrs trrt j
ctrculaltotl

required reserve rat io
(BRR) ratro ot' reserves
to rleposits required of
banks by the Federal
Beserve
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THE WAI,I, STRENT JOURNAI,
ln the News Read more abou fitonetarv
policy in "Alan Who?," an anicle tn The
Wall Street Journal Classroom Eclition.

Go @trline
The Woll Street,fou rns!
{lqssroom Edition

For:  Current  Events
Vis i t  P l lSchoof  corn
Web Code:  rnrrc-6 i63

Lcr 's s:ry,  t [ rc bank lc lrc]s
t l rat  $9(X) to fr la inr: ,  ancl  sht:
dcpos i rs  i t  in  l rc r  chcck ing
eccounf .  l ,_ l l r in t :  11( )w has
$900 s l rc  d idn ' r  havc  b . : f i r rc .
l . .h inc's $,)(X) is norv incl t i t lct l
r n  N r l  l .  \ i r t r  s r i l l  h r r v r .  ! , o r r r .
$  I , ( ) ( ) 0  t l t ' r r r r r n c l  c l c p o s i r
l l c L ( ) t r n l  l t : t i ; t r t c e ,  o r r  r v l r i c h
y( )u  c :u )  u , r i ( r .  ; r  c l t r : c l<  : r t  ;11r1 ,
t r r t l ( ' -  

' l ' l r r r s ,  
) / ( ) l l l .  i l i r r : t l

t l c p o s i t  t o  l l r t , l r r r r r k ,  r r r r r l  t l r t .
s t r l r s c c ;  r  r t ' r r  r  l r  l : r  r t ,  l r ; r  r . c  t - : t r r s t , t l
l l t , '  r t t , ) n ( ' \ '  \ r r ; l 1 . r l r  t , ,  i n .  r , . . 1 r , .
l r v  $ 1 , ( ) ( X )  +  $ ( ) ( ) 0  l o r  ; r  r o r ; r l
o {  $  1 , 9 ( X ) .

The Money Multiplier
' l - h i s  

p r ' occss  w i l l  con t i n r r c  un t i i  t hc  l oen
r tntounf ,  rnc l  l rcr rcc the ar IOLrut  0 i  r rcr . r ,
l i loncv tir:tt cl ln bc crcirtr:c1, l lcCornr:s vt:ry
s r r r l l l .  

- l ' l r e  
: u l t ( ) un t  o f  r r c l v  n l ( )ncy  t ha r  r v i l l

l l t '  c r r : r f c r l ,  i n  rh t '  r ' r r J ,  r s  q i v t . r r  [ r y ,  t l r i :
r noney  mu l t i p l i e r  f o rmu la ,  w i r r ch  i s  c : r l cu la t c r l
; t s  I  :  I { l l l t . . l ' l r t ' r r r o r r t r ; ,  r r r t r l r i p l i r r  r c l l s  r r s
I ror . r ,  r r r r i t - l r  t l r t :  rnonc\ , .  supply rv i l l  i r rcrc; rsc,
l f t t ' r ; r n  i r u t i ; r l  c r r s l r  r l , : p , l s r r  l ( )  t l r ( :  b : r n k i n i i
s y s t e l l l .  I i r  r r p y r l t '  I l r , .  l , r r r r r r r l , r ,  r r . r .  r r r t r l t i p l l ,
r l r t '  i r r i r i ; r I  t i c P , r s i t  l r 1 '  r l r t .  n r ( ) n ( . y  r r r r r l r i P l i c r  :

I r r t l t ' : r s t '  r i r  n ro r r t , \ ,  s r rPP lv

i r r r t r . r l t : r s h  t l t ' p , s r r  X  - - l ^  -
l {  t {  I {

I r r  o r r l  t ' r : r r r r p l c  r l r r ,  l U { l (  r s  0 .  l ,  s o  r l r t .
t n ( ) n ( ' \ ,  r r r r r l t i p l i t : r  r s  |  :  ( ) , I  | ( ) .  

- l . l r r s

n l ( ' ; l t l s  r l r : r t  t l r t '  r l t ' y r O s i t  ( ) l  . $  | , ( X ) ( )  l t , r t t l s  l ( )  ; r
$  | 0 , (X ) ( )  i r r c r t ' : r s r '  i r r  t l r r '  r non t .1 ,  sup l r l y .

A s  o l  - 2 0 ( ) l  r r r  r l r t .  I i l r r r t , t l  . \ f  : t l c s ,  l r ; t n l < s
\ \ r ( ' r ( '  t ( ' ( Ju l l ' r ' r l  t , r  l r o l r l  I  l ) ( , t . ( . cn l  r ( . s ( . 1 - v ( . s
: r r l i l r n s t  i l c r r r . t r r t l  t l t . l l o s i t  ; r s s ( . t s  s l )  t 9  $ r l  I _  l
n r r l l r o r r  . r r r t l  | ( )  p t : r ' t . t . r r l  o r r  , r l l  r l c , n r : u r , l
( l r ' l ) ( ) s i r  i l s s ( ' t s  ( ' x c ( ' ( ' t l i r r l i  $ .1  l .  i  r r r i l l r o r r .

I n  t l r c  r c r r l  r . r , o r  l t l ,  l r o r v , , r , c r ,  1 r t , < lP l c  l r , r l c l
s o t t t r '  c : r s l r  o r r { s r t l t '  o l  t l r t '  l r r r r r l < i r r r , ,  s y s l ( : r } l )
n r t ' ; r n i r r 1 1  ! l l i r t  ( ) l l l r '  l r r r r . l ,  l t , . r k  o r r t  o l  I l r t .
n l ( ) i r c y  r r r r r l t i P l i t , r .  l ) 1 . ( ) c ( , s s _  A l s o ,  b ; r r r l . .

money mult ipl ier
forrnuf a anount ol nt,w
ntoney thal will hc
cre itted witlr each
dr:ntarrd tleposit,
calculate tl as I flHtl

- \ l r L u l / ^
9 4 : 4 . '

^s-;di\b
sffi,#
4xBe=EEgtZ'a- lA . .ga?

In  th is  example of
money creat ion,  the
money supply
rncreases by $2,710
af ter  four  rounds.
Money Suppose
Joshua deposi ted
only $500 of Elaine's
payment into his
accsu::t. t{ow rnuch
would the money
supply increase then?

Now s r r l r posc  t l l . l t  l : l : r i r r t ,  r r s t . s  r i r r ,  $ , ) { } { )
t o  l r r r ) , . f os l rL r . r ' s  o l c l  t - . r r .  f  os l r r r . r  c l t , pos i r s  t l r t ,
$ 9 0 0  f r ' o r n  [ : l ; r r r r r .  r n t ( )  l r r s  t . l r . . , c l < i r r r i
; l c c ( )u l t f .  I  l i s  b ; r l r l <  l i t . t . ps  l 0  pc r . r t . r r t  o l  t l r t ,
t l t : pos i t ,  o r  $90 ,  i l s  r ( ' ( 111 i ' r i  r t . s t . r . r , , . s .  l r  r n , i l l
I t : n t l  t l r c  o t l r t ' r  $ S l l )  r o  l l s  ( . u s t ( ) l ) l ( . r s .  S , r ,
f o s l r r i : r  l r a s  ; r  c l c r r r r r r r t l  t l t . p o s i t  l r : r i : r r r c t .  o l
$ 9 0 ( ) ,  r , v h i c h  i s  i r r t  i L r . l c t l  i r r  l l r t .  r r r o r r t . y
srrpply ,  : ln( l  th( .  r rcr . r ,  l ror  l  (  ) \v( , r  g i . rs  $f i  I  t ) ,
w l r i c l r  i s  a l s o : r r l r i t ' t l  t r i  l l r t . n l ( ) n L . y  s r r p p l v .' l - l r i s  

n r cans  th l r  t l r c  n l ( )n ( . y  s r rpp l y  l r ; r s  r ro rv
inc rc : r scc l  by  $  t , l i tX t  r  g900  r  $ l l  l 0
. t i 2 , 7  l 0  ; r l l  l r c c : r r r s t . o l  v o t r l  r l r i r i : r l  $ l , 0 O r )
c lc ; ' ros i t .  (Scc l i i .q t r r t .  I  ( ,  \ .  )

Your $1.000 deposir
minus $100 in reserves
is loaned to Elaine- who
gives i t  to Jostrua.

Joshua's $900 deposit
rninus $90 in rescrvcs
is loancd to another
cus tomec . j ; ,q

At th is point ,  the
money supply has
ir rcreascd by $2.710

,-@

$1,000 +$900 +$BtO

You deposit $1.000
into your checking
account.

$2,710

90 held in reseive
10 avai lable for  loa
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somefincs l-rold excess reserves, rvhich arc
rcse rves grca[er  fhan thc rcqui red : l rnounts_
- [ -hesc  

exccss  r cse rvcs  ensL l re  t ha t  [ r anks
rv i l l  a lways I rc  a[ r l t - -  to  nrr ]cr  the i r  c t rsronrcrs '
c lcmirnds : ' rnc l  t l rc  l ]cc l 's  r t :scrvc rcc lu i rc-
mcn ts .  Thc  : l c t t r a l  n roncv  rnu l t i p l i c r  c f i cc t
i n  t t t c  LJ r r i t cc l  S ta rcs  i s  cs r i r r r : l r cd  t o  l r t :
l )c tween 2 : rn<l  l .

' l  
lrc l lcclcral lL,.rscrvt' has rlu'cc triols for

: l c l j t r s t i r r e  f [ r c : r r n o r r r r t  o l  r n ( ) l l c \ /  n l  t l t ( ,
Lrc()n()n ly .  

' l  
l rcst :  r r lo ls  . r l t '  l - ( :scrvc l ( ' ( lur rc

n l c l l t s ,  t [ r t :  t l i s co r r r r t  l : l t ( ' ,  : r r r< l  op t ' r r  r n ; r r kc t
( )  pc r : r  f  l  ( )ns.

Reserve Requirements
' l ' h c  

s i r r r p l c s r  \ v : l ) '  f o r -  r l r i .  [ . t ' r l  r o , r r l l t r s r  r l r t ,
a l l l ( ) u n t  o l  r t ' s c r v e s  i r r  t l r r ' [ r ; r r r l i r r r r ]  s y s t ( . n r  r s
t o  c l r ; r r r r ' , t '  I l t c  r r : r l r r i l c ( i  r - t ' s t ' r v t .  r : r t i o .  I t  i s
n ( ) t , l l ( ) w c v ( ' r ,  t l r c  t o o l  l n ( ) s t  l r s t ' , i  l r y  r l r t .  l i . r l .

Reducing Reserve Requi rernel t ts
A  r c c l t r i  t i o r r  r i l  t l r t :  l { l { l l  i v o r r l t l  l r - t , t :  r r p
r c s c r v c s  l o r  l r : r r r l < s ,  : r l l r i r , v i r r r ' ,  t l r r ' r n  t o  n r l l < r ,
n t o r c  l o l r r r s .  l t  t " r , ' o r r l t l  : r l s o  i r r c r - c ; r s c  t l ) r .
n ) ( ) n c y  r r r r r l t i p l i t : r .  l J o t h  c f f c c r s  w o L r k l  l c : r t l  t o
; t  s t r l r s t a r i t i ; r l  i r r t : l c : r s c  i n  l l l r ^  n l ( ) n c y  s r r l t l t l y .

Increasing Reserve Requirements
- l - l rc  

proccss l r l : ;o  lvor l .s  i r r  r ( 'vcrst . .  I , . r . ,c , r  : r
s l i r i h r  i u t . r c : r . s t ' i r r  r l r c  I t l t l {  w t , r r l t i  f o r r t .
l r l r r r ks  t o  i r o l c l  n r ( ) r - r  n t ,  ) ne  ] /  t r l  r . r ' : t ' r vcs .  l  h r s
l v< lu l< i  c : rusc  t l l ( :  n l ( ) n ( ' y  s r rPP lv  { ( )  c ( ) l r t r i l c t ,
o r  s [ r r  i r r l < .

Al thorr r i l r  ch: rnqinr l  r  cscrv( '  r  cr l r r i rcr r rcnts
can l re an cf fcct iv . .  r t r ( ) i r r is  < l f  c l r r r r rg i r rg thc
l r ( )ncy supply,  t l ' rc  I rcc l  < locs r rot  usc th is  fool
of te r r  l rccarrsc i t  is  r l is rupr ivc to thc [ terr l< i r rg
systcrn.  [ rver i  : i  snr : r l l  incrc. . rse i r r  thc l (RI(
wr i t r lc i  torce b iur l<s ro cel l  in  s iqni f icanr
r t u rnbc rs  o f  l o : i ns ,  t ha t  i s .  r ( )  r e ( i L r i r c  t l l c
bo r ro rvc r  t ( )  p i t y  t hc  c r r t i r t ' o t r t s tu i rd inq
baIr rnce of  t l r r :  lor rn.  

' l 'h is  
n]ay l )c  d i f f icr r I r

for thc borrower- For tlr is rcason, the Fcci
r f  r ( ' l ) '  C h : l I r 1 , , ( ' S  l ' ( ' s r . t  ! { .  r ' ( . ( i t | | r ( . i l l c n l \ .

Discount Rate
As 1'61,r read in Section 2, the discount rate
is the intercsr {atc that rhc frecleral ite.scrvc
c[r:rrges on lclirns to fin..rncraI institr,rtions.

Banks l rorrorv f rorn thc l rec l  to  nra i r r fa in
rescr \ rcs l r t  t I rc  rcqtr i rec l  lcvc l .  ( .h , rngcs ur
thc  d i sco r " rn t  r i l t c  . r l l ce  r  t l r t .  c ( ) s [  , r f
bo r ro rv i l r t q  f r o r r r  t hc  I i c r l .  I n  t r r r  n ,  c l r u r rgcs
in  t l r , t  ( l r sL ( ) r i l t t  r i l f c  c i t n : r f f t ' c f  t l r c  p r i r r r c
ra t t ' .  

' I  
hc  p r ime  ra te  i s  t he  r ; i t r  o l ]  i r r t c r cs t

l r ; i i r l <s  ch r l gc ,on  s l ro r - t  t t ' r ' i n  l o ; r r r s  f .  l l r c r r -
l ) cs l  cL rs t ( ) l nc l s -  t r su l t l l t ,  l . r r t , , t '  con r l - r r r n i cs
r . v i t l r  r i < i o r l  c r c r l i t  r . t t i n l l s .  ( . l r . r i r q i . s  i r r  r l r t r
c l r sc< l t r r r t  r ; l I ( . i l r u  r - t ' f l t ' c r t . t l  i r r  I l r r .  p r i r r r c  r r t t t .

Reducing the Discount  Rate
I l  t l r t ' l i t ' t l  w . l l ] t s  r ( )  ( ' n r ' ( ) l r r . r r ' , t , i r ; 1  1 1 1 i 5  1 1 ;
l c r r r l  r r r o r , t  o l  t  l r c t r  t - ( ' \ ( , t  v ( ' \ .  i t  t r r : r y  r - t . . l r i c t .
t l t t :  r l r s r : o r r n {  r ' r l l c .  W t t l r ; r  I o r . r , , t ' r  r l r s c o u n t
r ; t t i ' ,  l l r t n l i s  c r r i r  r - i ' t l t r . t '  I l t t ' i r -  t . r t . c s s  l  ( ' s ( ' r  v ( - s
l r t .  l t ' n , l r r r r , ,  l l r , ' r r r  o r r t .  

- l  
l r t ' 1  r v o n ' l  l r : r v t .  I r r

\ v ( ) r - l v  . t l r o t r t  l l r c i r -  l ( . \ ( , r \ / (  s  l . r l l r r r r i  l o o  l o l t r .
I  l r t ' r .  ( ' : r  r  , r , l . l  t ( )  t  l r t . i  r  r ' ( ' s ( ' r . \ / ( ' s  l r y
l r t > r  r o r v i r r i l  1 r ' o r r r  l i r r '  l . t , t l  . r t  : r  l o r v  r - . l l t ' .

' I  
l r t ' s < '  r r t ' u ,  l o ; r r r s  n , i l l  i n , - r ( . ; l s ( ,  t l r ( '  l r ( ) r ) ( . ) ,

s r r p p l l t ,  , u \ l  . r s  . l  t l , . .  r ' , ' , r s t .  r r  l i  I {  I (  r v , o r r l t l .
I  l r t  r r r o r r t r y ,  r r r r r l l i l r l i t ' r  r v r l l  ; r P P l 1 ,  1 1 ;  1 1 1 1 1 5 1 .

excess reserves
reserves greater than
thc rcquired amounts

prime rate rala ol
intcresl banks charge
on sltorl- Iern !0ans Io
t l tct{ best custonets

Whcn the Fed i r rcrcascs reserve requi remerr ts ,
the money supply decreases.  Monetary and
Fiscal Policy What is the effect of reducing
reserve requirements? Why?
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open market operations
Ilte buying and selling
of governmenI

securitir:s to alter the
supply of noncy

nr iw  l oans ,  cnsu r i nq  tha t  cech  c lo l l a r  o f
re . se  r vcs  t ha t  r s  l cn t  u , i l l  c - r ca Ie  ; t  l l  cVe  n
l ; t rgcr  incrcase in thc n loney srrppl r , .

Increasing the Discount Rate
l f ,  on  rhc  o thc r  ha r r t l ,  r hc  l i cdc r : r i  l l c sc rvc
\ ,v l l l t ts  to  rcr l r rcc t l rc  nt ( ) r rcV sLr l t l t ly ,  r t  rv i l l
l nc r r t i l s c  t hc  ( l r s ( - ( )u r r r  r , t t c . ' l - h i s  r v i l l  r n ; r k t .
l r r rn l<s lc .ss r , r , i l l inc to l r< l r r -ou,  f ronr  t l rc  [ ;c ,1.
, , \ s  r r  r c s r r l t ,  t l r c r . w i l l  l r r l l c l  l r i ( ) r , ( . ( , \ c ( . s s
r c s ( : r . v c s  l o  k r : r , p  f r o r r r  l e l l i l r r l  l l r , l o u , t h r : r r
r - c t y r r l r r : r l  l c vc l s .  l r , : r r r k r  i r r c r  t , ; r s t .  t l r t . r r  t , r r t : : :
l - csc rv ( , s  by  r - t ' r l r i c i r u l  l o : r r r s_  r \  r t : t l r r r . t i o r r  r r r
l < l , r r r s ,  i i l  t u t - r r )  i v r l l  r - c r l u t  t ,  t l t t .  : t r r r < l r U r t  < l t
( t u r - l - c n c y  c ' i r t : r r l ; t t i r t r i  r n  t l r r .  ( . c . ( ) n ( ) l l r \ , .
c i l u s t r l l i  ; r  r t : t l t r c l i o r r  ( } f  t l r c  r r r , , r r t . \ ,  s r r l t p l t , .

I l  l r r r r r l < s  r l o  n o l  r i , i s l i  t o  l r r r . r o u ,  t r  o r l  t r i c
l j t ' t i c r : r l  l t c s t ' r ' r . , t ' ,  I l r t . \ .  r r r ; r v  l r o l . r ou ,  i r . r . r l
( ) n ( '  i l l ) ( ) l  l r t ' r '  r r r  t  l r t '  1 , . . , 1 , . r  : r  I  I  r r r r t l s  r r r : r r l < t . t ,  (  ) l
( r ( ) r r r s ( ' i  i 1 '  l r : r r r l i s  l i r r t l  r l r , .  l t . r l t . r . : r l  l r r n . l s  r . . r r , ,
t o o  l r i g l r ,  t i r c y  r r r . r y ' s t r l l  l r o l r . , r l , " ,  l r o n r  l i r t .

Fcc l .  [n  prxct ice,  ho. ,vever ,  thc Fed n-ra in
t : r r r rs  t [ rc  c l iscorr r r t  r ; r tc  c I r )sc to the fcc icra l
f t r r t t ls  r ; r tc  in  orc ler .  t ( )  I r  cvcnt  l l t rgc sr , r , ings
t t t  i r o t  r r  r t V r . t l  l ' t ' s t . f  v t . s

0pen Market 0perations
l l t c  r r iOs t  i l i l 1 ) ( ) r l . u l t  n l ( ) n ( , l i l r v  i r< l l iCV  t< lO l
r s  open  n ra rke t  ope ra t i ons .  (  ) pc r r  n r ; r r l <c t
( ) l ) r ' r : l t i o r r s  a l r ,  t l r r '  l r r i l ' j 1 1 1 1  : r n t l  s c l l i n g  o f
1 l ( ) r ' ( ' l - l l n t ( ' l l t  s ( ' (  r j r - t t t cs  t ( )  l l I t ( , r  t l r t .  s r r [ r l r l y  o f
n r ( ) r ) ( ' \ r -  (  ) p t ' r r  r r r r r r l i ( . t  ( ) l ) ( . r i t t i o r r s ; r r c  by  f : r r
l l r c  r t t o s l  u s t t t l  r t t r l r r c l ; t r t ,  P o l r r y  i o i l l .

Bond Purchases
W l r t ' r i  r l r t '  l i c t l t . r . r l  ( ) p t : r r  l V l  ; u , l i c r
( . r l r r r r r r i t t t ' t .  ( 1 . (  ) N 4 ( . )  r . l r o o s t . s  l ( )  n r c r . c : l s ( ,
l l t t '  r r r o r r t . ! '  s r i P P l r ' ,  r t  ( ) r , ( l ( . r s  t l r c  t r - e t i i r r i i
t l t ' s l i  . r l  t l r t .  l . t ' t i t ' r r r l  I { t . s c r . v c  I , , r r r r l i  o l : N u r r . ,
) i r r - l i  t ( )  1 t u r . ' l r ; r s t  i l  ( { . r  t . l t i l  r l u . l n t r l ) ,  ( ) l
. ( l ( ) \ , ( ' t  r i l l l r ' n t  s ( ' r ' u l - i l  i r ' S  < l r r  t l r t ,  o l r r : r r  r t r t r r . i < t t t _

%. |.:: l l l t^t 
an increasc in the cli-scorrrit ratc makcs borrowirrq rrrort: crstly, the

@+-S 
t t toney"st tpply  cor l t racts-  Banks are nrorc wi l i i r r r l  rn  r rorrow,arr t ]  lc 'd  lno 'oy

w W h e n t h e d i s c o u n 1 r a t e i s l o w { | e f t } . 0 p e n m a r k c . t 0 [ } c r a t i o n S ( r i g h t } , h o w e v e r .'€}ff ita= are the most-used monetary policytooi.evnve 
Fiscal  and Monetary pot icy 'How do open market  operat ions t r i f fer  f romthe monetary policy tools iho*n in Figures rA O a,,j iO.if
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"l-he Fcdcr:rl Rcscn,e Banl< but's rhesc secu
r i t ies  w i r l r  a  c l reck  c l r lwu on  [ ]ec lc ra l
Rescrvc  f r r r rds .  T 'hc  l ronc l  sc l l c r  rhcr r
c lepos i rs  thc  n roncv  i ronr  fhc  bor rd  s r lcs  i r r
i t s  [ lan l i .  In  I l t i s  rv : r1 ' ,  tunc l .s  c r r tc r  r l t c
b a n k i n g  s y s t c n r ,  s ( ' r t i l l q  t , l  r n ( ) t r ( ) n  t [ r t '
n loncV crcl t ion [)r()ccss t l t rsr:r i l tctJ crrr l icr .

Bond Sales
I f  t l r c  I r ( ) M ( .  c l r , l o s c s  r ( )  ( r ( ' ( : r - ( ' . l s ( ' t i l ( .

r n ( ) n c y  s r r p p l y ,  i t  n r r r s t  r n : r k r ' : r r r  ( ) l ) ( ' l r

n r r r r kc l  bon r l  s ; r l t ' .  I r r  t i r i s  t . r s t ' ,  f l r t ' I r t , . l  s r : l l s

f ' ,ovcnrnlc l r t  sccrr r  i t ics l r r rc l< to I rorr r l  r lc , r  lcrs ,
r ccc i v i ng  f ro r r r  t l r c r r r  c l r t : cks  i l r , r r v r r  o r r  t l r t ' r r
o w n  l r a r r l < s .  A l t c r  t l r , ' l i t ' r l  p r o e c s s c s  l l r r : s t '
c l t c c k s ,  t l r c  r r r o r r t ' y  i s  o u t  o f  c r r . r : r i l r r l i o r r .  

' l  
l u s

t t p t : r a t i o r r  r - cc l r r t t ' s  r ( ' s ( ' r \ , cs  i r r  t l r r .  l r r r r r l < r r r t , .
sys t c rn .  I i : t r r l <s  r - t ' t l r r c t '  t  l r t ' i  r  I  r r r r s l : u r r l r r  r r ' ,  l o r r  r r s
i t t  r l r t l r r r  t o  l < t ' t ' p  r ( ' s (  r - v ( ' \  , r l  t l r t .  r ' t ' . 1 r r i r . . : t l
l c v t : l s .  

' l  
l t c  n r o r r , ' r ,  n r r r l t i p l r t ' r '  p r o ,  , ' s s  r l r , ' n

w<lr l<s l r )  I 'cv( : r 's( : ,  r  t 's r r  l r  i r r i ' -  r r r , r  r1. . ' . ' l  r  r  r , . '  i r  r  t  l r . ,
t I r ( ) n c y  s r r p p l y  t l r : r t  i s  1 , , r ( ' : t l ( ' r  t l r , r n  t l r i '  r , : r l r r t '
o f  t  l r t :  i r r r t  i . r  I  sc ' cu  r i t  i , ' s  p r  r r - r ' i r r r s t . .

Using Monetary Policy Tools
( ) p c l r  n t e r l < c l  ( ) l ) ( ' r : l t i o r r s  . i r t '  t l r r '  l r r o s t  u s c t l

< l f  t h c  I i t ' t l t . r : r l  l { t . s c r r , , . ' s  n r ( ) l t ( ' l , r r ' y ,  P o l r r  y

t c l i > l s .  l  l r t ' 1 ,  t ' ; t t t  h c  c 6 l t t l t t l l t ' t l  \ r ; l ( ) ( ) t I r l v  , r r r t l
( ) n  i l n  { ) l t r l ( ) i r r g  l l r r s i s  [ ( )  l r t c ( ' t  t i r t '  l r t ' t l ' s  r i o , r l s .
' l ' i r c  

l r c r l  - l r r r r r r i i : : . ;  t l r e  c l r s t ' < l u i l t  r - i l t ( '  ! ( ' s s

f r e r l t r c r - , t l y .  l r  t r s r r , r l l y  l o l l o ' , v s  ; r  1 ' , o l i c l ,  o f

Global Monetary Policy Before l2European counrries adopted a
sinqle common currency in 2002, the European System of central Banks {ESCB}
was c rca lcd  lo  hand le  thc  Luropean Un ion  nronc la ry  po l i cy .  Thc  ESCB inc l r rdes
the  ncw Europcan Cent ra l  Bank  as  we l l  as  the  cent ra l  banks  o f  a l l  Europcan
Union  nrember  na t ions .  l t s  toh  is  s in r i la r  to  tha t  o f  the  Federa l  Reserv t : .  T l re
ESCB cor rduc ts  monetary  po l i cy  fo r  the  European Un ion  na t ions ,  con t luc ts
fo re iqn  r :xchanqe opera t ions ,  and prov ides  banks  w i th  serv ices  such as  check
cash i r rq  The ESCB's  more tary  po l rcy  too ls  inc lude open nrarke t  opcra t ions  as
well  as rcserve rcquirernents. How do the monetary pol icy tools of the ESCB
resenrhle t lrose ofthe Federal Reserve?

k c t ' p i r r r i  t l r t '  t l i s c o u r r r  r ; r t r '  i n  I i r r c  r . r ' i t l r  o l l r t . r

I n t ( r f c s l  r : t l t ' s  i r t  t l i c  t : c o r t o r t r i , t r t  o r t l c r  [ < l

l ) r  ( ' v ( ' l l l  ( ' \ ( ' { t s s  [ t r t r t r l r v t n g  l r ] '  r r r t : r t t l t t : r

b r r r r l < s  l r o r r r  r l r r  l t c l .  ( S c e  r l r r :  q r r r 1 l l r  " I . . c y

I n l r : r t ' s t  l { : t ( t ' s "  ( ) n  l ) i l 1 , , c  5 . 1  2 _  i n  t l t c

I r ,  o r r l r r r r t  i \ t l ; r s  r t n t l  I  ) : t t l r l r : r r r l < . 1

l i r t l ; rv ,  t l r t '  l r t ' t l  t l6cs  t t6 t  c l r : r r r r ' , t '  r - ( :s ( ' rv ( '

r - ( ' ( l u i l - ( ' n l ( ' t r l s  I o  c O r r r l r r t t l  t l l ( ) l t c t ; l l y  l r O l i c l ' .
( , l r r r r r r l i r r r , ,  r ' ( ' s ( ' t ' v ( '  r t ' t ; r r i r t ' r t t t . r t l s  r , v o r r l r {

i o r c t ' l l r r r r l < s  l o  r n t r l < c  t l r t t s l i c  t ' l r : r n g t : s  i n

t l r i ' i r '  p l : r  n s -  (  ) p t : r r  n r e r l i c i  o p c r r r t i o i r s  o r .

c l r t r r l ' , c s  u i  t l l ( ' < l i s c o u r r t  r ' ; r l t :  t l o  r r < i t  t i i s r r r p t

f  i r t r r r r .  r : r I  u ) s t i t u t l ( ) n s .
' l  

l r c  l i c t l c r : r l  l { r : s c r v c  r i s c s  f  l r t ' s t ,  r n ( ) n c t i t r  y

p o l i r ' y  t o o l s  t o : r t l j t r s t  t l t c  r r r o r r t : y  s r r l t l l l y .
\ ' V l r y  t l r t '  l ; c r l  r v o r r l r l  w l l n t  f ( )  i ' l r : r r r g r :  t I r c

i n ( ) ! i ( r y  s t r p p l y .  : r r r t l  t l r c  t , l f c c t s  ( ) l r  n r ( ) r ) c t e r  y
p o l r t y ' ,  r r r t :  1 l r t ,  s t r l t ; t : . t s  < t f '  t l t t '  n c \ i  s ( : c t i ( ) l t .

2.  What  is  the requi red reserve rat io  (RRR)?

3.  State the money nru l t ip l ier  fornru la.

4-  Why do banks somct i rnes hold excess reserves?

5.  l f  the d iscount  rate rose,  would you expect  thc
pr ime rate to r ise or  fa l l '1

6.  Wl tat  are open n larket  operat ions?

Applying Economic Concepts
7.  Math Pract ice Suppose the RRR is0 '15.  Use the rnoney

mul t ip l ier  formula to deternr ine by l row much a $2,000

c l reck ing  acc0un t  depos i t  w i l l  i nc rease  the  n toney
supp l y .

B. Crit ical Thinking Will the money supply actually
i nc rease  by  t he  amoun t  you  ca l cu la ted  i n  Oues t i on  7?
Why or  why not?

: ,'l

la-e.as

rco @nline
\--- * 

Ptlscftool.com

For:  Currerr t  Events Act iv iW
Vis i t  PHSchool .com
Weh Code:  mnd-6163
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fuIcrretary Policy amd
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Section Focus
The Federal  Reservc uses ntonetary
po l i cy  to  t ry  to  ta rnc  bus iness  cyc les .
T l re  unpred ic tab le  length  o f  l i r rs i r ress
cyclcs, howcvcr,  nrakes i t  di f f  icul t  to
dc le r r r r rn r . l  whcr r  r l  i s  w ise  t t t
in le rver re  in  ihc  cconor r ry .

, l l r t ' r ' t ' n l s  o1  r r rone ta r i s rn  l r c l i ev r :  r l r : r r  t l r t .
n  r 1 ) ( ) n ( . \ '  s r r p p l l .  i s  l l r c  r n o s l  i n l l ) ( ) r , t ; l r
f r t c t o t '  i r r  r t t ; t r  r ,  r i , c o r t < l n t i t .  l t c r l o r . u r t u t . - ,
I  I o r r , ,  l l r t ' r t ,  , l o t ' s  r r r o n t , t : r r  t ,  p o l i . . \ ,  r r r l l t r r . r r t . t .
t  I ) .1 ( ' r (  ) ( ' ( ' (  ) t  l (  l t  t  t  t c  I  t t , r . l<  l rn  t ; t  I  t ( . ( , i

How Monetary policy Worl<s
Nlo r r t ' t ; r r 1 ,  po i i c .1 ,  e i r t . r s  t l r c  . s t rpp l_v  o l
l r r ( ) n c y . .  ' l - l r t '  

s L r p p l l ,  e i  r r r 1 ; r r t , \ , ,  i , ,  t , , , - , , ,
e f lccts  i r r t t ' r -cs{  r - ; r t ts .  As \ ,or i  r t , r t r l  t , l r  r_ l i t : r ,

I n t ( ' r c s t  l - ; l t ( ' s  ; l 1 l t . r - t  t l r t ,  l t , v t . l  o {  n l \ / ( . s l r u ( . n {
r t t t t l  s P t ' r r t l i r u l  i n  t l r r :  ( . ( . ( ) r ) ( ) n t ) / _

The Morrey Supply and Interest Rates
I t  i s  t ' : r s y  [ ( )  s ( ' ( ' l l r t , . . o s l  o l  r r r o r r . . 1 , i l  y o r r  r r r . t ,
b< l r - r ' < l i . r r i r r r , ,  i t . ' l  l r t ,  cos t  l l r ( ,  l ) r r r . ( ,  l h : r t  vou
: t s  l r o r - rowr ' r  p : r y .  r s  t l r t , i r r l t , r cs t  r ; r l r : .  I , . vc r r
i l  y< l t r  h : r vc  \ i ( ) l r r  ( )wn  n l ( )n ( , y ,  ho rvc r r i , r ,  t l r r .
l n t r , r cs {  r : t t ( .  s t  i l l  . r l l t , c r s  y< l r r .  

. l . l t t .  
u ) t ( , r ( . s i

r : r t c  i s  : t l s o  { l t ( t  ( . ( ) s t  o f  I r ; r v i r r l i  n t ( ) n ( . \ , .
l t c c : t r r s t :  y ( )u  i r r t ' r i i v l r r i  r r 1 . ,  i p t , . r t : , , t  l r 1  r r . , t
s i l v l n l l  ( ) r  u i v ( : . \ l n ) r i .  i l t L r . s ,  t l r t ,  i l r i t , r . r . s l  r r r r t .
; s  a {u , : r ys  t l r c  r . os t  o l  r r r o r r c l , .' l  

l r t r  r n : r r k , , t  l o r -  r r r o r r c , y  i s  l i l <c  : r r r v  o t l r t , r
r r r a r l<e  r .  l l  r h t .  . s r rpp l1 .  i s  h ighc r ,  r l r .  i . , . , . "
fhc in tcrcst  rerc - is  lorvcr .  I f  thc stqrp ly  rs
Iowc r ,  t l r c  p r i cc -  t l r c  i r r t c r - cs t  , . , , i ,  1  , ,
h i . r ' , l rcr .  I r r  orhcr-  rvorc ls ,  wl rc l r  t l r t ,  nr ( )nc)J
s t r p p l y  i s  l < t n , .  i n t c r e s t  r : r t c s : r r c  l r i r i r t .
Wher r  t he  rno r r cv  s r i pp l y  i s  h i . qh ,  i r r t c r l t . s t
ratcs lrrc l<lur.

Interest Rates and Spending
l {ccal l  l rorr r  Olr : rptcr  l2  that  in tcrcst  r i l r ( .s
arc inrpor t : . r r r t  { r r rc tors of  spcrrd ing in  thc
cconornv.  I_c l \vcr  i r i t .ercst  rates cnc() r r ra{ l ( ,
tor re: t ter  i r rvestr r rent  s l tcnc l inq [ . ,y  businc:r ,
f i r r ns -  

' l ' h i s  
r s  l r r : e . i usc  a  { i r r - n l ,  . , r r , .  , , 1

l , o r r , r r v i n S  - ( ) r -  o l  r r : r r i r l  i t s  o r v r r  f r r r r . l s
decrcascs as thc intcrcst ratc clccrczlscs.

F i r r n s  6 r r d  r l r . r i  l o
th e rn rr r r c " n,r. rr,lr,",i,::'"t:T',1:.,.ni,,i;;:

Underi tand how monctary pol icy works,
Explain the problerns of t i rning and pol icy
lags  in  imp lerner r t ing  n tonc tary  po l i cy
Exp la in  how pred ic t io r rs  about  the  lu r iq th
o f  a  b t rs i r t r - .ss  cyc l r ;  a l l cc l  , r ron , , t , , , y  p , ,1 , , ; y
Descr ibe  lwo d is t i r rc t  ap [ ) roac l )cs  to
rnonctary pol icy

Key Terrns
monetarism
easy money pol icy
t ight nroney pot icy
inside lag
outside lag

monetarism tlra ltclicl
Ihat  t l te nrotr t :y  sr t l t l t ly
ts lha rnost irnltorlanl
factor in

I I ldC{OOC0rtonI t t :

perforrnattct:

)  Keeping thc
econoury stable
requires a del icate
balancing act-
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investnrent. If a firrn has tcl pay I -5 pe rce nt

in tcrcst  on i ts  lo : rns.  i t  nray f ind icw prof

i tabIe opport r rn i f ics.  I f  i r r terest  rates ia l l  t<r

8 pcrcent ,  i rowevcr ,  thc f i r rn r lay f i r rd rh: r t
so rne  ( l ppo r tun i t i es  i l r c  u ( )w  p ro l i r r t ' r l c .

I f  t hc  r l ac rOcc ( ) r i (  ) n lV  r \  c rpc I i ( . . r r . r ng  r r
con t rac t i on -  - c l cc l i r r r ng  i nco r r r c - - t l r c  l j c c l

may  wan t  t o  s t i r r r r r l : r t r ,  t i r - r ' xp r r r r c l ,  i t .  I t  r v i  l l

fo l low an easy money pol icy.  [ ' l ra t  is ,  r r  ' ,v i l l

i nc reasc  th t :  r r r o r r cv  s r rpp l y .  A r r  i r r c r c : r sc t i

n r ( )ncy  s t rpp l v  r v i l l  l 9 r , r ' t 1  i r r l g r cs t  r : r t t r s ,  t l r r r s
c r t co r r r l t r i i r r q  i nv i : s l n r cn t  s l ) en ( i i r ) l i .  S r r ch  : r
pol icy rney,  I r ( ) \vcve r ' )  cnc()ur ' :111t :  orr t ' r - l ror
l o l v i ng  : r r r r l  < l v t ' r i r r vcs t l l r ( ' n l ,  f o l l o r . vc t l  l r t ,
l . r y , r l l : . r n r l  r  u l i r . r .  l . s .

I f  t h c  c c o r r o r t r y  i s  t ' t P 1  1 i 1 ' 1 1 .  r r r r ' ,  . r  r . r P i t l
c r p u n s i o r r  t l t ; r l  r r r : r 1 '  .  r r r r s r '  l r r r i l r  i r r { l r r t i o n ,
t l r c  I i c r l  r r r ey  i l r t r ' oc l r r r . t '  r r  t i qh t  n roney  po l i cy .
- l ' l r a t  

i s ,  i r  l v i l l  r t r r l r r r t '  t l r t '  r r r on t :1 '  s t rpp l r ' .
' l  

l r r :  I i t ' < l  r t : r l t r , ' r ' s  I l r t '  r r r o r re  v  s r rpp l y  ro  pus l r
i n t c r cs t  r : r i es  L rPw. r r t l .  l i y  r r r i s i r r i i  i r r { t ' l - t ' s r
r i l t c s ,  t l r ( '  l i c r l  c t t r r scs  l l l \ , ( ' s {n t ( ' l l t  sPc l r r l r r r r i
t o  c l t r c l i r t t : .  

' l  
l ' r i s  l . l r . r r r r i s  r . t r r r l  (  , l ) l )  t l o r v r r ,  t oo .

l : v e n  t l r o r r r , , l r  i l  c l r n  o r r l y : r l t t : r  l l r t ' r r r o r r t . l ,
s r rpp l y ,  l hc  I i c t l  l r ; r s  ; r  q r - c l r t  i r r r p : r c ' l  r l n  t i r t '
c c ( )n ( )n l y -  

' l ' h c  
r t t o r r t : y  sL r1 rp l1 ,  t l g t t : r  r r r i r r t ' s

l hc  i n t c r cs t  r : i t t : , : u r r l  t l r t :  i r r l t : r cs t  r : r t c  t l c t c r
n t i nes  t l r c  l cvc l  o {  : r g t i r c r l : r { r '  r l t : r r r : u r r l .  l { cc : r l l
{ r o r t r  ( . l r ; r p t c l -  |  l -  t l r : r t  i l ! , , r l r c . r l i l r ( '  t l r ' r r r r r r r t l
r c l ) r ( : : ; cn t s  l l r c  r - c l : r t r o r r s l r i p  l r t ' t r v t : r ' r r  p r i cc
l cv t - ' l s  unc l  ( l L r ; l n t i t y  t l r : l r r r u r t l c t l  i r r  t hc  ovc ' r : r l l
cc()n() inv.  l ' l r t :  l t 've l  o{  : rggr t - ' r , , l tc  t i t : r r l rn . l
l rc lps < lc tcnni r rc  t l rc  l t :v t : l  o f  r t 'a l  (  ' l ) l ) .  (Sct :

l r i g r r r c  [ 6 .9 . )

The Problem of Timing
Monctary pol icy,  l ikc { iscal  pol icy,  r r r t rs t  I r t '
ca rc fu l l y  t i n r cc l  i f  i t  i s  t o  hc lp  t h r ,  n r : l c r ( )
cco l l ( ) n r y .  l f  po l i c i cs  l l r e  ( : r t uc t c ( l  : r t  t h t '
wr( )nq t inr r : ,  th t 'y  c<lu ld act tu i l ly  in tcrrs i fy
thc  l t L r s i r r css  cyc l c ,  r a t [ ] c r  t h r rn  sn roo th  r l
out .  

' l i )  
sec rv l ry ,  corrs ide r  l r i . r l i r re  16.10.

Good T!m!*g
F igurc  l6 . l0A shows the  br rs iness  cyc le
rvi th a proper ' ly t i rncd st:rbi I izat iorr  pol icy-
Thc grccn crrrrvc) which shorvs grcarer fltrc
tuations, is tire busincss cyclc as explaincd
in  Chaptc r  12 .  Thc  goa l  o I  s tab i l i za t ion
policy is to srnooth out fhosc flrrctu:rtions--

l f  l l r e  c c o r r o r r r y  r s  c x l l r : r i r : n r ; r l ( l  i l  ( ; o n t I a ( ; t t o l l ,  a n  { ) a s y
n r o n ( ] y  l l o l r c y  r i r ; r y  r j l t n t l l a l c  q r r t w t l r .  l f  t h r :  c r : r t r r o r r r y  t s
r : x p c r i c n c i n r ;  r z r p i r l  r : x p a n s r o r r  t l t l r l  l n a y  c a u s o  l r i q l t  i n l l a t i r t r r ,
; t  t r r l l r l  r r r o r r c y  p o l r c y  n r ; r y  i r c l p  r r t r l r r r ; c  t l r e  p r i c r :  t n c r c i l s o s .
Gr r - rss  0ornes t ic  Produc t  Exp la i r r  the  re la t ionsh ip  he twecr r
i r { t r l regate  denr r r r r r l  and  G0P.

i r t  o t l r , ' r  r , r , , r r , l s ,  t o  r n . r l i t '  t l r r '  P t ' : r k s  : r  l i t t l , .

l , i l  l o r , r r t ^ r  . l  r  r ( l  I  l r ( '  I  i ' o r r r , , l r s  l r ( ) r  ( l  r  I  i t  ( ' , r s  t l . . : t : 1 r .

I  l r i s  l v r l l  r r r i r r i r r r i , : t '  i r l l l i l t  t ( ) n  i r r  t h t '  1 i t ' r r k s
: u t r l  t l t c  t ' l l t : t t s  ( ) l  t ( ' a r ' s s i ( ) n s  r r r  l l r t ' l I ( ) r r 1 l l r s .

I t r o p t : r l y  t  r r  r r t ' r l  s l  e  l r i  I  i / . : r  I  r ( ) r  I  1  r o I  r c v  s t  l l (  ) (  ) l  l ) s
( ) u t  l l ) ( :  [ > u s i n c s s  ( . y ( ' l ( ' )  ; l s  s l r r l r v r r  i n  t l r t :  r - t ' t l

c r r l v t '  i r r  l ; i 1 ' , r r r t '  1 6 .  l 0 i \

Bad Tinr ing
I f  s t a [ r i l r z : t t  i o r r  p o l i c v  r s  n o t  t i r r r t ' t l  p r o p c r l y ,

I t o l t r t i ' c r ,  i t  c r r r r  : r t ' t r r a l l v  r r r : r l i c  t l r t '  l r t r s i l r c s s

c ) ' c l ( :  ! v ( ) r s c ,  l r ( ) t  b t ' t f c r .  I i o r  t t r t t r r r l t l c ,

s t r P p O s t  t l r , t t  p o l i c v r r r a l i t ' r s  i l r c  s l r l r v  t O

t - c c o g r t i z c  t [ r c  r r l n t r i l ( t i ( ) l t  s h o r v r i  i l s  t l ] e

q r c ( r l  l i n c  r n  l ; i g r r r c  i  6 .  l 0 l J .  l ' c r i t e p s

l rec : r r rsc  rhe i r  c l l t t r r  i t rc  ln i t ccur : t t r ]  ( ) r  s l ( )w

t O  r t r r i v c ,  { l ( ) v c r n n t r r } (  C C O i t O r t r i s t S  s t n l l ) l y

t l r t  t l r r l  r t ' . r l i z t '  t l t . r t  . r  ( r ) r r l t ' . 1 t . i t ( ) t ]  t \  r ) \ (  l t r

t ' i t t 1 1  r r r t t r l  t h c  c e o r r r ) n r v  i s  r l c c p l r , i n t o  i t ,

So t lc  p . . : r io t l  < l f  r i r rc  n r i ry  pess  bc f  o r t '  t l r t ' y

t t ' r ' ( ) Q l t i z t '  I l t r '  t  ( ) n l t . t t  t t d t t .

L i k ,  r v i - , ' ,  r t  t . t k c r  l n n ( '  l { }  r ' r r . 1 (  t  ( ' \ n . l n .

s i o t r a r y  p o l i c i c s  a n d  h a v c  t i r o s e  p o l i c i c s

easy money pol icy
rnonetary poltcy that
rncreascs flte ntoney
su pply

t ight mcney pol icy
rnonetary policy that
reduces the ntoney
supply
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The timing of rnonetary
pol tcy measures can
rntensi fy  the busincss
cycte.

Monetary and Fiscal
Policy What are the
effects of proper and
rmproper timing?
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nrone tar),ancl  f isc:r l  pol icy- For f iscal  pol icy,
rhe otrtsicle l,rq lasts as long :rs is requircci
[or t le\v gov(]rr tnrel t  sprendipg or t i lx
polrcics fo r :rkr cf fccr arrcl  bcgin to affecr
rca l  ( i l )P  an i l  t l r c  in f : l : r r ion  r : r rc . ' l -h is  r i r r rc
pe r iot l  can [ ]c r-e lat ivcly short ,  as r ,v i th a tex
rcb l r tc  { lu l t  rc t l ln ls  t l ( )v( : r l in tc l l t  rcvcnucs t ( )
horrseholc ls  caqcr  i r l  spe nr l i l r . r i  uroncy.  ( )nt '

s tat is t ic i t I  n toc lc l  concl r rc lcc l  t [ re t  r rn incrcust '
l n  g ( ) vc rn l r i cn t  spcnc l  i r u l  n ,o r r l c l  i nc rc r r s t :
( l l ) P ; r f t c r  j t r s t  s r r  r r r o n t l r s .

( ) t r t s i t l e  I , t t . s  r : , r r r  l > r :  n t r r c l r  l o r r t i c r - f r l r
n r ( ) r l c t ; r r ) '  po l i cv .  s r l l ( c  t l r cy  p r i r r r : r r i I y  : r f f cc t
b t r s i r t css  n t vL -s t t n ( ' n t  1 t l : t r r s .  I r i r r r t s  n l i r v
r ( ' ( l u r r c  n l ( )n ths  ( ) r  cvc l )  \ , ( ' i l r s  t ( )  r i r r r l <c  l : r r gc
u l vcs t l l r cn t  l l l e r r s .  t ' spcc i , r l l l  t l r osc  i r r vo l v i r r g
111 '1a ,  p I r1 , s i t : : r l  c ; r p i t ; r l ,  s r r c - l r  : l s  i l  r ) cw  f  : r c to r  y .
. l ' l r u s ,  

r t . - h l r r r , , r :  i n  i n t ( ' r ' c s (  r ; t l ( ' s  n l i t ) , n ( ) t
I r : r vc  i t s  l - u l l  c l l t : t - t  o r r  r r r v t ' s {n rc r r l  spc r r c l i r r r
f  o r  s ( ' v ( : r ; r l  y c , r r s .  I  l r i s  , . ' < l r r . . l r r s i o r r  r s
. s r rp l t o r t c t l  l r y  s r : v t ' r - : r l  s t u t l i t ' s  t l l : l t  s l t l l { l es t
l l r e t  t l r c  o r r l s i < l r ' l : r r ' ,  i o r  r l r ( ) n c t i t r y  p o l i c l , r s
p ro l r : r l r l y  r ; r t l r t ' r  l o r rq .  N r l o r t ' t l l u r  tw ( )  y ( ' : t r s
n l : l y  [ ) : r ss  l l t ' f  0 r c  t l r r .  r r r . r  \ l n tU t i l  i l l l ] r . l 1 t  1 ; l
n r ( ) l l c t : l t . y  po l i r ' y  r s  f c l t .

(  i i v c r r  t l r t .  l on t i t ' r '  r r r s i t l c  I ag  l o r -  f i s c : r l
po l i cy  r r r r t l  t l r t '  l on11 r . r '  o r r t s i r l c  l ; r r i  l t o r -
n r ( ) l l c t r t r y  J ro l i c1 , ,  r t  i s  l l ( ) t  o l r v i o t r s  w l r i c l r
po l i c ' y  h l s  t l r c  s l r o r l c r .  t o r : r l  l eg -  l n  p rec t i c r ' ,

[ ) : l r f i s . r n  po l i t i c s  r rn i l  l r r r t l t , _e t : r r y  l ) r cssu rcs
o f [ c r r  1 , r cv i ' r r t  t h t '  l ) r cs i t l t ' r r {  r r r r i l  ( . on i i r c . ss

l ro r r r  : r e r . cc ing  ( ) l i  { i s c : r l  1 r< l l i t - y .  l i c c : rusc , r l
t l r c  p o l i t i c : r l  t l r l f i c r r l r i t ' s  o f  i r n p l c r r r c r r t i r r r
f iscal  pol icy,  rv t :  rc ly  r ( )  i l  grc: l tcr -  cxte l r t  ( ) r r
thc l rcr l  t ( )  usc n l ( ) r rc t i l ry  pol icy to sol f t : r r  t l rc
brrs int :ss cyc lc .

Predict ing Business Cycles
' l 'hc 

l ;cderal  l tcscrvc lnust  n() t  only  rcact  to
cu r  r cn t  t r e  n r l s .  I t  r . u t r s t  r r l s<>  an t i c i p r t t c
cheng t : s  i n  t hc  ccon ( ) r l l y .  I I ow  sh< l r r I c l
pol icyni : rkcrs c lcc idc r t , l tcn to iu tcrvcnc in
thc economy?

Monetary Policy and Inflation
Xru havc a l re; , rc ly  r r : r rd that  cxpi lns ionary
policy, i[ cnactcd at the wrotlg tirne, may
push an economy into higlr inflarion, rhLrs
redrrc ing any bencf ic ieI  inrpacr .  This  is  rhe

A Unprecer lented econonr ic  growth in  thc 1990s led some
economists to prcdic t  arr  end to the peaks and t rouqhs of  past
business cyc les.  Recession in  thc ear ly  2000s,
however,  showed the cyc le beqinrr ing again.

c l t i t ' l  t l l r r r r , , , r r  o l  t r s n r t ' ,  : l n  c i l s v  l n ( ) n ( : y  p < l l i t  y
l ( )  1 l ( ' l  l l ) t ' t ' . o r t , ) n l \ ' ( ) u t  o l  : t  r - t ' r ' t ' s s i o t t .

; \ r r  i r r f  l : r t i o r r . r r - i ,  ( ' (  ( ) n ( ) n l \ ,  ( ' t l n  l ) ( '  t i l t . n c ( l
l 1 1 ,  ,  ' i q l ) l  n r ( ) n ( ' \ i  p < , 1 r , 1 ' ,  l r r r r  t l r t '  t i r u i l r r , ,  i s

r t t ' , : r i r r  t , ' r  t r c i : r l .  I l  t l r t '  p o l i t ' t .  t : r l i c s  t ' 1 l t ' c  t  : r s
t l t c  t ' c o t t o r t r y  i s . r l r t ' r r c l 1 ,  l o , r l r r r r i  o l l  o r r  i r s
( ) w n ,  t l r c '  t i l t , l r t  r n ( ) n ( : \ ' , - o r r l . l  t r r r - r r  r r  r r r i l r l

t ' o r r t r - l r c t i o r r  i r t t o  : i  I t r l I - l r l o r , t , n  r - c c r : s s i o r r .
' l  

l r c  t l c t ' i s i o r r  o l  r v l i c t l r t : r '  t o  u s ( .  n r ( ) l l ( ' t l l r  y

p < l l i c i , ,  t l r c r r ,  r r r r r s t  l r t :  l r : r s t ' < l  p l r l t l y  ( ) l l  ( ) u r

( ' x l ) r ' L i : r ( i ( ) i l : ;  o f t  t l t t '  l r t r s i n t . s s  t ' y .  l , ' -  S o , l r t '
r e c ( ' 5 s i ( ) n s  : l r c  s l ) r r r t  r r r r r  P l r t ' r r < l t r r t ' r r : i  t h : t t
r , v i l l ,  i r r  t l r t :  lo r r r i  r r r r r ,  t l i s r rpp . . ' : r r .  Sor r r . . r  in l l : r

t io r r : r rv  1 ' rc : r l i s  r r r r ry , r l s , r  l r t '  t : x1 ' rc t t t : r l  to  l l t s t

I o r  t h c  s l r o r t  r t r r r  r r r r t l  c n t l  i r r  t l r c  l < l n g  r u r r .
( i i v c r r  t h c  t i n r i r u i  p r o l r l c l n s  o f .  r r r o l r t : t r r r y

pol i ry ,  i r r  sorr rc  crrses i t  nr r ry  l r t r
rv iscr  t< l  : r l l< l r . r ,  t l rc  brrs i r rc :ss
cyc l c  t o  c ( ) r r cc t  i t s c l f  r : t t l r c r
t h r rn  r t r n  t [ r e  r i s l<  o f  r r r r  i l I
t i r r rc i l  1 ;o l icy ch,r r rgc.

If :r rcct:ssiorr is crJrcctt:rl to
I  t t r n  n l l ( )  . t r r  e r l l . t r r s i ,  r r r  i r r  : l
s l t o r t  I i r r r t ' ,  t i t t '  i r cs t  (  ( , u r ' \ ( .  (  ) l
rrction nt:ry bc t() tal(c a l:r isscz.
fuire apltnrach to thc cc()n()nty
: ln t l  Ic t  thc ecor t< l rnv (  ( ) r - r  cct
i tsc l f .  On the othcr  hrrnt i ,  i f  rn .c
cxPcct a recessioll t(t l :rst
several ycars, fhen rrl l  hrrt ttre
rnost  conservat ivc onl0t )kers
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ln the News Bead more about monetary
policy in "Betirees Forced to Pinch
Pennies,': an aftrcle rir The Wall Street
Journal Classroom [dit ion.

Go @r,line
The WaIt Street Joasnsl
tlassraam Edition

For:  Current  Events
Vis i t  PHSchool-com
Web Code: mnc 6164
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B o t h  t h r :  f r : r l r : r a l  ( l o v L - r ' l l c n l  a r r r . l  l i r r :  l t : r i r : r ; r l  [ i t l s r ; r v r :  r ; a r i
i n f l r r r : n c e  t h c  n a l r o r r ' s  o ( : o t r o n l y
F isca l  and Monetary  Po l icy  How ; r re  f rsca l  a r rd  rnor re ta ry
po l i cy  s in r i la r?  How do thcy  d i { { r : r?

w< l t r l . l  r r : , - o t r t n t t ' t r t l  : l n  . r ( ' l i r . t ,  1 ro l r , . 1 ,_  So  t l , .
( l u ( ' s t r ( ) l r  i s  t l r r s :  I  l o i . r , i o r r : , ,  r , r ' i l l  . r  r . , ' i . r ' s s r ( ' 1 . r r \
o r  r r t l l : r l i o r r : u ' y  p t ' r  i o t l  l : r s t  ?

How Ouick ly  Does the Ecorroruy
Self-Correct?
l r r ' o r r o n t i s t s  t l i s : r r ' _ r - t ' t '  ( ) r r  I l r ( .  ; u r \ \ \ , ( . r  l o  I l r r s
( l u c s t t ( ) t l ,  ' l ' l r t . i r  

( . s t t r i l . t t ( . s  l , r r  t l t t .  U . s
( f ( ( ) n ( ) n t ) /  r ; t r r ! i t ' f  r ( ) l l l  I u / o  l r l  s i x  \ . , . , r r s .  S u t t t .

the economy nlay rakc qt r i te  a l<tng t ime tcr
r ccovc f  ( )n  i t t s  own  i r on l  an  i r r f l a t i on : r r y
pcl rk  o l  a  rccr 'ss ionl t ry  t roul ih ,  t [ rerc rs  t . in tc
i o r  po l i cy rmakc rs  t o  11 r - r i c l c  t hc  ecc lno rny
brr . ' l<  t< l  s t rb l t  le  vc ls  of  out l )L i r  : r r rc l  pr iccs.

Approaches to Monetary
Pol icy
I r r  p r ' , r c t r c t ' ,  t l t t :  l , r g s  c l i s . : r r s s r , . l  l r c r e  r r r r r l i t ,
n l ( ) n ( ' t : l r l '  . r r r t l  l i s c ; t l  l r o l i t ' y  t l r i f j c t r l r  t ( )
; r P P l 1 '  l r r t c r v r ' r r t i o r r i s t  P o I i c 1 , ,  : r  l t o l i c y
( ' l l c ( ) { u ; l r l u r 1 , ,  : r c t r < r r r ,  i s  l r k t : l , v  t < l  r r t a l < c  t l r c
l r u s r r r c s s  c f 1 ' 1 1 '  1 1 r 1 ; 1 ' 5 1 '  i 1  t l r c  t r c o r r o r r r y  s t r l l -
: r t l j u s t s  i ; r r i c ' l < l v .  l . : r r s s t t z  t i l u ' ( .  ( ' ( - ( ) n ( ) l n l s t s
' " v l r o  l r c l i t ^ ' u ' t :  t l t : r l  t h t '  t ' t o n o r t r t '  u ' i l l  s c l {
r t r i ; r r s t  t l r r i t ' l < 1 1 , ,  r , t ' i l i  r . t ' r - r l r r r r n t . r r . l  ; r q ; r i n s t
r ' l l : r ( l i l l r l  r t t ' r , r ,  l r o l i c r t t s .  l : r : o r i < i r n i s t s  w l r o
l r t ' l l , ' r , t '  I l l . t t  ( . (  ( ) n ( ) i l r i t ' s  t ' n r t ' l - t l i '  s l t l w l y  I r < l r i l
r ( ' ( ( ' s s i ( ) n s ,  l r o r , v e r , ' c r ,  w i l l  r r s r r : r l l y  r - t _ ' c o r r r
I ) r ( ' l r ( l  ( ' l r i i ! l i r u i  f i s c : r l  r r r r t l  r ) r o r r t ' l , r r  v  p o l r c r t . s
l ( )  n l ( ) \ , ( '  t l t t ,  1 - l ' < l r ' t : s s  r r l o r r t , , .

I l r t '  r ' r r t t '  o l  : r r l j r r s t r r r ( ' n t  n l : l y  ; r l s o  v : r r y
( ) \ , ( ' r  t  r r r r , t ,  r r r : t l < i r r r i  P ( ) l r c  y  < i r ' l . r s i ( ) r r s  t ' v c r t
r r r o r t '  t l i f f  i c r r l t .  I ' l r i s  c l c l r : r r t '  o v r : r  w h i c l r
: r 1 r 1 ' r r ' o t r , - ' l r  I r I  t r r l i c  u , i t l r  r r r o r r t ' l t r r y  l t o l i c y  w i l l
p r o l r ; r I r l y  r r c v t : r  l r t '  s c t t l t , r l  t o  t l r t .  s : r t i s f : r t . t i o r r
o I  : r l l  t ' . ' o r r o r r r i s l s .

. , r . ' .  . i

pol icy?

2-  Why would the Fedr: r  a i  Rr :servc enact  a t ight  rnoney
pol icy?

3 .  Wha t  a re  i ns ide  l ags ,  an r l  why  t l o  t hev  occ r r r?
4.  Wlry doos monelary poi icy havt- -  sucl t  long outs ide lags?
5. What is monetarisnr?

Applying Economic Concepts

t.

Critical Thinking Why do hLrsincss cycles rri i ikt:
monetary pohcy d i f f icu l t  to  t i rnc?

TryThis With a partner. sta!,le a debate on rnon{_,tary
pol icy.  One of  you wi l i  take an in tervent ionis t  approach,
encou rag ing  ac t i on ,  t he  o the r  a  l a i ssez - fa i re  a l l p roach ,

The Federal  Reserve and Monetary Pol icy

drscouraqing act ion.  Usc i r r fornrat ion l ronr  your  tcxtbook
to hc lp cra l t  your  i t r ( lunrcr l t .

B. Using the Databank Examine thc graphs orr I corromrc
l r rd i ca to rs  r r r  t hc  Econo rn i c  A t l as  and  Da tabank  on  pages
538 539 l low worr ld  you descr ibe the ccorrorn ic  per for
n lance of  the Urr i lcd States at  the cnd of  th t_.  twe r r l ic th
cerr [ury?

6.

' l  
.  d cc reas i r r q  ( l ove r { r n r { ) l t

spend rn ( l
2 .  r a i s i n r l  t axes

I  opcn  n t ; t r k0 t  o [ ] c ra t l 0ns
bon r l  s , t l r : s

l .  i l r c i l l i i s t i l ( l  l l l 0  { j t : , c { l i l n l

r , ] l t l

.Go s&nline
\.- - --'- : +tl$chool.com

For :  P r  cscn la t ro r r  Ac l r v i t y
Vis i t :  Pf lSchool .com
Web Codc:  mnd-6164
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Banking, Monetary Policy, and
the Great

I  
r r  l ' l  t ' t .  t l r , . . , r l l . r p s t . , r l

l . l , ' r ' . t r t . r t i , , r t  i . i l r ) \  r i  . l \
t l r c r r r sc l  vcs  r r r  r c r r rp loy ' , . . 1
l r t r r r r s ,  r r r r< l  l i f  t '  s r r v i r r r i s .

Ban l<  Fa i l u res  I r r  l ; r t t  (  ) r  l o l r t . r '  l ' ) 7 - t ) ,  t l r . opPr r r l
s to t : l <  p r r t t r s  t r r t r sc t l  l r r . r r r y ,  p . t r r r r ' l i c t l  i r r r . , cs t< l r s
t o  s t ' l l  t l r t ' i r  s t o t  l i s .  u , l r i c l r  l ' r ' s r r l l t ' t i  i r r  t l r c  c , r l
l e p s t ' o l  t l r t ' s l o t ' l i  r r r ; r r - l i t ' l  o r r  ( ) t . t o l t c r  ) 9 ,
l t ) 2 t ) -  I i r r r r l <s  l r r r t l  i r r v t . s r c t l  l r t ' : r v i l y  i r r  t l r t '  s t oc l<
l t t : u ' l i t ' t  : t r r t l  l , r s l  l r r u , , r '  s r r r r r s .  l . t . . r r  l t r l  ( l r ; r t  l r r r r r l <s
r , vo r r l < l  l  r u l  ( ) u [  . r l  r r r o r r r : y ,  p r ' op l c  r r r shc t l  t < r
t l r c i r  l r . r r r l <s  ( l ( ' r ) t i l l t ( l i l l 1 ' ,  r l r r ' i r  n ro r r t ' y .  

' l i r  
P : r i ,

l r ; t t  l .  t l r t ' s t '  t l r : pos i t s ,  l r , r r r l <s  l r r r r l  t o  r t ' t : r l l  l o : rns
I ro r r r  l r o r - r  ( ) \ v ( ' r \ )  l r r r t  t l r t ' y  t : o r r l d  r ro t  t l o  s , r  l . r t t
t ' r t o r r r i l r  l ( )  I ) ; l y , r l l  I l r t .  t l r ' p o s r t o r - s  t l t : r r r r r r r l i r r r , ,
t l r c i r  r r r , r r r , ' y , .  

' l  
l r , r r r s . r r r , l s  o l  I r : r r r l i s  I r r i l c r l .

Emergency Act iorr  l r r  l i )  j  J ,  l ) r 'csrc lerr r  l r r : r r r l< l in
I ) .  I t r l os t ' vc l t  t oo l i  cn l ( ' t l l cn ( ' \ ,  : r c t i o r r  : t r r r l
t l t ' c l ; r r t ' t l  l r  b r r r r l <  " l r o I i r l : r y . "  r \ l l  l > r r r r l <s  c l os t ' r l
t c rnpo r ' : r r i l y  t ( )  s l ( ) l )  t l r c  l r r r r r l < i r r r ' ,  p : rn i c - -
( . o t l l ' , r t ' s s  l i r ( ' r r  l ) : l s sc ( l  t l r t '  l { : r r r k i n r i  / \ c i  o f  l 9 l . } ,  l v i uc l r  r : r c r r t c t l  t l r c  l i e r l i ' r - : r l
l ) t : p o s i t  I t t s r t t ' : t t t t t ' ( . o r p o r . : i l i o r r  ( l i l ) l ( , )  t ( )  l n s r l r ( ' , . l c p o s i t s -  l . l r i s  n r t : : r r r t  { l r : r t  c v g r r
i l  a  l r : t r r l<  f : r i le t l ,  t l t 'pos i ts  r t 'o t r l t l  l r r :  r l r r : r r : r r r tecc l  by t l rc  f t^c lcr : r l  ! ' , ( )vernnl ( 'n t .

Mert r r r ,v l r i l t ' ,  br t r t l<s I tecr t t t tc  cxt renrc ly  crL l t ious-  l 'h t 'y  nrac l t '  lc :wcr  l<>:r r rs  arrc l
l< t '111 t ' r rorr . r ' , l t  t : : tsh ot t  l rarr r l  i r r  t - r rsc < lcposi tors l r l l  c l lnre i l t  ( )ncc l ( )  wi t l r t l r l r , "v  thei r
f  t r r r t ls .  l ' , . r r rks l t t ' rg : r r t  to  h<l lc l  s t r l rs tarr t ia l  rcscrvcs,  far  i r r  crccss o l . t l rosc rcr l r r i rcc l
by t l re  I ie t lcr ; r l  I (cst ' rvc.

Federal Reserve Response 
'f ' lrcsc 

cxccss r('s(:rves concerncrl t lrc l ierlt:r.:r l l tcserve.
l v l i i ch  l ' t : a r t ' c l  t h l t  I r : r nks  r r r i gh t  c l i s t r i bu r i :  t l l a t  m( )n ( : y ,  1 - l oss ib l l , t : i us i r r l i  i r r f l : r t i on -
l r r  1937,  t l rc  { 'cd ra iscr l  rcst rvc rec lu i rcr r rcnts for  t l r t :  buul<s,  t l r t rs  l< l i ,vcr inr l  thc
nl ( )ney st rpPly t ( )  prcvent  in f t la t ion.  l j : rnks rcsPonclcd by 'cLrr t in t  [ r : rck thc i r  kr r r r rs
t ' r ,cr t  fur thcr  to  h, rvc crrot rq l r  c : rs [ r  for  dc1 ' r , ,s i tors.- l 'h is  

f rcr icra l  l (cscr-ve Pol ic ; ,  hrrd arr  unintenclcc l  ncs:r t ivc rcst r l t .  lJ :ur l<s rcdtrccc l
lcrtclittg, which lcd tt> a reccs.sion. Sincc that t irnc thc lrccl lras lcl;: l l t i l  ir()t f()
rn:rk<t shlrrlt i trcrc:rscs in rcse |v.. rcqril tcnle nts.

T' ' ''*s"$H

Lttts
Depression

t  l t t :  s t< l c l<  n l t r - k t ' {  t  o r r c l r c t l  o l - f  ; r  pc r i o t l  o I  t . . r  } t 1 ( )n l l r
t l r t '  ( , r c : r t  l ) cp r r : ss ro r r .  r \ , l r l l r ons  o f  A rnc r i c ' : r r i s  f o r rn t i
i l l l ( l  l ( ) s t  t l r t ' i r  l r r n r cs

A Countless investors lost everytft ing
Crash of 1929.

ffi

.W

4

Apply ing Economic ldeas
1- wtry clicl thc frr:clcrel lteservc riise rcscrve rcquircnrt:nts in 19 ]7?

2- wcrc ba'ks jLrstified in h.lclingcxcess rescrvcs ir-r the l9-30s? rvhy or nrlt?



Chapter Summary
f f  sumnrary of  nr : r jor  ideas in  ( ) l r r rprcr-  I ( r  appc:r rs
h  bc lo rv .  S . : c  a l so  t i r c  Gu idc  r ( )  t hc  l t sscn t i a l s
of  l rcononr ics,  rv [ r ich prov ic lc-  ac ld i r ionel  lcv icrv : i r r t l
t es t  p rac t i cc  o f  ke  y  c ( )nce  p t s  i n  Ohey r r c r -  I ( i .

Section I The Federal freserve System (pp. alSalS)
- l i l  

s t ab i l i z c  t l r c  n : r t i on ' s  I r : r nk in r i  sys r r ' r n ,  ( . o r r l i r css

c re : r r cc l  t l r c  l . ' t : c l c re l  l { csc rv t '  Sys t t : r r r . ' l ' [ r < '  I r r . . l c r . ; r l
I tcst : rv t :  is  nre<lc r rp of  twclvc Fedcral  Reserve Dist r ic ts
: r r r c l  i s  ( ) vc rscc l t  l r 1 ,  r ,  t r r t " , ,  l t u t  l . r ovVc r l r r l  Boa rd  o f
G o v e r n o r s .  A s ; r  p r i v . r t c  i r r s t r r t r t i o n  s ( ' r . v i n 1 1  : r  p r r l r l i t :
f t u r c { i on ,  t [ r c  I i t : t l c r r r l  I l t : s c r vc  i s  r r  t - r ' r r t r : r l  l r ; r r r l i  r . t . l , r
t i v c l y  f r cc  { r< in r  I l r l v cn l l n ( : n t  ( . ( ) l r t t - ( ) 1 .

Sectisn 2 Federal Reserue Functions (pp" AzTan)
- l 'hc 

l iedcra l  l {cservcr  sc ' rvcs rhc berrk i r r l , ,  n , . t 'c is  o l  t l r t ,
{ l ( ) vc rnn tcn t : r r r t l  <> f  i r r< l i r r i t l r r ; r l  ba r r l <s .  I {  l . t ' t i r r l : r t t . s  t l r t ,
r r : t t i o r r ' s  l t e r r k i r r q  sys t cn r .  l t  : r l s< l  n l ( ) n t t ( ) r s  ; r r r t l  r - , . r i r r
l : r t es  t l r c  n r r t i o r r ' s  n l ( ) l t c y  s r r l l p l y .

Section 3 Monetary Policy Tools (pp. 425-4Zg)
Money creat ion ( )ccrr rs  throrr . l i l r  thc c luy to t l : ry  ( ) l ) ( , r i l
t i< tns of  berr l<s.  

' l ' l rc  
l lc< lcr l r l  I { t :scr-vc us( .s  l l ) rc( ,  t ( ) ( ) ls

o f  t r r o r t c t : r r y  l tO l i c - y  t 0  c< l r r t r< l l  t l r c  l t r r r< l r r r r t  O f  n l ( ) r r t , \ ,
i n  c i r c r - r l a f i o l r .  l ' l r c  t h r c ( :  t ( ) o l s  r t r ( ^  L l t . l  r i r i i r r i i  r  l r , .
r c<J r r i r cc l  r ( : sc rvc  r : t t i o ,  ch l r r r r l i r r q  t h t .  r l i s cou r r t  r - : r t t : ,
: r r r r l  [ r t r y i r r l i  o r  se  l l i ng .  l >onc l s  < l r r  { . i r c  o1 . r< : r r  r r r ; r r l i t . { .

Section 4 Monetary Policy and Macroeconomic
Sta b i I izati o n ( p p. a3{l-a7a)

-l ' [re 
l]cdcral ltcscl'r,c e .r1cts rr() 'ct:1ry p.l ir.y t. l .ss.rr

t hc  c f f cc t s  o f  b r r s i ncss  cyc l cs . ' l - hc  t r r rP rcc l i c t r r [ r l t .
lcngt [ r  < l f  [ r r rs i r rcss cyc lcs,  howcvt :q rn: l l<cs i t  c j i f f , ic t r l t
t o  dc t c r rn inc  r vhcn  i t  i s  w i sc  t o  i r r t c r vcnc  i r r  t l r e r  cco r r
orr ry .  Ins ide lags an<1 outs ide lags r r rake i t  c l i l ' f ic r r l r  to
cc i r rdrrc t  n l ( )nef l r ry  r rnd f iscel  pol icv.

Key Terms
Mrr rc l r  t h t :  f o l l on , r r rq  r l c l i r r i t r o r r s  r v i t l r  t l r e  t e rn rs
l i s t cc l  bc l r l r . r ' .  Yo r r  r , r , i i l  n ( ) t  r r s r ' . r i l  r l l  t l r c  t cnns .

i ns ide  lag
discount rate
Board of Governors
federal  funds rate
excess reserves
Federal  Reserve
Distr ict

t igh t  money po l i cy
rnoney creat ion
outs ide  lag
easy  money po l i cy
pr irne rate
clrecl< clear ing

1 .  l i , r t t '  t i l ( '  l ; ( ' ( l ( ' r ' : r I  l ( t . s t ' r v t '  r i r . r r . r , , t ' s  l o r  l o ; r r r s
l ( )  c ( ) n l n r ( ' r ' (  i , r l  l r . r n l i s

2 .  l ' r ' o e t ' s s  l r r '  1 1 r 1 1 1 . 1 1  1 r . ) l r ( ' \ '  ( ' 1 r ( . r \  1 i r ( )  r  r r c r l
l : t l r o r t

3 .  l  i r t '  s t : v c r r  r r r t ' r r r l r t , r  l r o . r r . l  t l r . r t  o r . r ' r s t . r ' s  l l t e
l r t ' t l t ' r ' : r  I  l { t ' s i ' r  \ r ( '  S y s l ( ' r } r

4 .  \ ' ' l o l r r ' t . r r 1 '  p o i i r ' v  t l r . r t  r c t l r r . ' t ' s  l l r t '  r r r 6 r r r , ; ,
s r r p p l v

5 .  l ( t ' s t ' r  v ( ' s  . ! i r  ( ' ; l t ( ' r  t l r , r r r  t l r ( '  r  ( ' ( l u r r  t ' , 1  ; r r n , l r r r r l s
6 .  I  l r t '  l ) r  ( ) (  ( ' s s  l r 1 ,  w  l r i ,  l r  l r , r r r l < s  l c ' r - o r  t l  r v i r , r s t .

. l ( ( ( ) u l t t  1 1 l v ( ' s  u l )  l l t ( ) n ( , y  : t t t t l  w l t O s . '  : t ( - c ( ) i l i l {

r ( ' ( t ( ' l \ / ( ' s  n l ( ) n ( ' \ /  \ \ , 1 ) ( ' n  : l  ( ' u s l ( ) n l ( ' r '  r v r  i t t . s  : t
.  l r t ' t  l<

7 .  I  l r , '  t i l r r < r  i t  { . r l i t . '  l ( ) r  n r , r r r t . r . r r - )  ; , , , 1 1 r - 1 ,  1 o
I i . r v t  . r  l r  t ' l  1 t ' t  t

Using Graphic 0rganizers
B.  ( ) r r  i r  \ ( ' J ) : l r - . t l r , s l r r . r c t  o1  l i r r p t ' r ,  c ( ) l ) \ ,  t l l c  t r ( . ( l

r r r ; r p  l r c l o r v .  ( . r l r r iP l t ' t t .  t l r t '  t r cc  r r r : rP  r , r , i t h  t l r t ,
I oo l s  o l  n r ( ) r ) r . ' l : l l  1 , '  po l r c l '  r r r r i l  t l r c i r  ( ' x l ) cc { ( , ( l
t ' { 1 t ' t  t s  ( ) l l  t l t ( '  ( , c ( ) n ( ) l n v .
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Reviewing Main ldeas
9 .  W l r e t  l v r r s  t t r t ' r e : l s o n i n l t  l r e h i r r c l  t h t :  t r t . r t i , r r r  o l

I  l t , '  I t , ' , 1 , ' r . t  l  l { ,  r , ' r r  , ' l

10 .  l . r s r  e r r t l  . l r : sc r i bc  t l r r cc  s t ' r v i ccs  rh . '  I : t . t l t ' r ; r l
l { csc rve  o l  f c r s  b ' r r r l <s .

11 .  l ) r ' s c r  r b t '  t l r t '  n l ( ) n r ' ) /  r r r r r l t i p l i r r r  f o r . r r r r r l r i  n l  t , ( ) u r '
< l t r r n  t r r < l t - c l s -

12 .  I  I o r , r ,  c l o  rns i t l t '  l . r r ' , s , r n r l  o r r t s i t . l c  l : t ' , s  : r l l t , c t  r r r o r r
t . t : r r - v  p , r l i c y?

13 .  W l r r r r  i s  t l r c  t l  i l i c r . cnc t '  I r cnve t ' r r  t ' , r sy  n ro r r t , \ , '  Po l i
c i c s  u r t t l  t r t l h t  r n o n c y  p o i i c t ' s ?

Crit ical  Thinking
14- Analyz ing Inforntat ion l { t 'v icvr , '  r  l r t '  s( ' t ' \ ' r r  ( 's  r  h t .

l i t ' , l t : r - : t l  I { t ' s , ' r  v t '  , r 1 1 c l s  l r , r r r l < s  : r r r t l  t l r ,  r ' t ' r ' , r i l ; r t i o r r s
i t  l ) l : l c ( ' s  o r r  l r r r r r l < s .  W l r i c l r  s c r v i c t  o r  r t ' r l r i l ; r t i o r r
r i < l  y o r r  t l r i r r l <  r s  r r r , t s t  i n r p { ) r - l ; r n l  l { )  l l r t ' i \ n r i ' r r t ' : r n
l l . r r r k r l u , ,  \ \ ' \ t (  n r  :

15 .  Ana l yz inq  l l l l o rn la t i on  W l r y  ; l r ( '  ( ) l ) ( ' l r  r r r : r  r  l i c l
( ) l ) ( I - i r I r ( ) r ) s  t l r t '  l i l ( ) s1  r  ( ) n l n t ( ) l l l t -  t r s r : . 1  i l (  t  i ( ) ns
[ : t l i c r r  l r v  t l r c  l ; t ' t l ?  \ \ ' l r : r t : r t l v : r r r t r r r , , t ' s  r l o  op t ' r r
r n : r r l i t ' t  o l r c ' r l t t  i o r r s  l r l r vc  < l v t ' r -  o t l t c r  r r r onc l : t r ' 1 '
p o l i c y  t o o l s ?

1 6 .  R e c o g n i z i r r g  C a u s e  a n d  E f f e c t  l i  r l r t ' i i c r l t . r : r l
I t c sc rvc  I i r i : r r t l  \  / ( ' r ( '  [ ( )  i r n1 ; l t : t t t t r r i t  : l n  ( : : l : ; v  n r ( ) r r ( ' ) ,
po l i cy ,  r v l r ; t i  : t r : t i o r t s  v ro i t l t l  i t  t r r l < r ' l  \X / l r : t t  r . vo t r l t l

l r c  t l r , :  c r p c t t t : r i  r t : s r r l ( s  o l t t l r i s  p o l i c y ?  W l r : r t  r . o r r
r l i t i o r r s  co r r l t l  l ce r l  t hc :  l i c c l  t o  t r r l <e  s r r c l r  : r c t ro r r s?

Problem-Solving Act ivi ty
17 .  SL rppose  t l r c  t ' co r r r )n l y  r s  r ' \ [ r ( ' r i r ' r i cu r l i  r r  h i g l r  r ; r t t '

o l ' i r r f l e t i o n .  A s  c l r a i r  o f  t l r c  l r t r l e r e l  l t c s t : r v c
B< ta rc l ,  r vh : r t  ; r c t  r , , r r r s  w ,o r r l r l  y< t t r  t r r k i '  t r l  p r r t  f  hc

rrc() r ' lor l ly  l r r rck or t  t r lc l< ?

Skil ls for Lif  e
Recognizing Bias in Writing f{cvierv thc srt 'ps
s l ro rvn  ( ) l )  [ ) : l r ' . ( r  , 1  l t ) ;  r l r c r r  co rnP lc t c  t hc  [ o l l o i v i r r e
; l (  t i v r t y  l r , r s t ' , 1  ( )n  t l l c  l ) ; l s s : I . { l c  < t r r  i t r l ' l : r t i on  be  l o r v ,
18.  \X, ' l io  is  t l r t '  r r r i l i ror  of  th t :  t ' ,x t :cr1. r t  bc lou '?
1 9 .  l s  r l r r s : r  p t ' r s o n , r l  l r t t c r ,  r l i ; r r V  c r r t r v ,  o r .  1 . l r r l r l i .

. i o ,  u r n c t t t ?

20 .  W l r r t r  u ' , r r . l s  r l ocs  t h t '  ; r r r t l i o r  r l s t :  l ( )  . . l t : s i  r i l r t '  t l r t '
: l r ' t  r ( ) ns  o I  l \  l . t r r  (  i r t ' t : r t sp ; i  r r  ?

2 1  .  | ) o  v o r r  r l t ' t t ' r ' l  : r r r y  o l r v i o r r s  l r i ; r s ?

22 .  W l r : r r  r ' r ' < , r ro r r r i r .  : r t t i { r r t l c s  r r r : r 1 '  l r : r v t '  i r r { i r r t ' r r . ' r ' t l
l l t ,  . t ' r i l l r , t  : , r y , 1 1 1 1 , r 1 1 1

' ' in  
t l rc  la lc  1960s,  a l t r : r  20 ycars in  which t l re  qross

dorrrr:slir; prorJrrcl trad qrown 4o/o a \ea{, inflation l iatl
rerrurr r ied l t t low?"1 ' ,  and lhr , :  Dow Jone:s Industr ia l
Avt : r ; r r ;c  l i l r i  i r rcrcascrJ f ivcfo ld,  t l rc  U.S.  cconomy bcqarr
; r  lor r t ;  : ; l r r l r :  i r r l r l  ar r  t : r - -orronr i r ;  ahyss.  In f la t ion and i r r lcr t ts t
r i r t r :s  s l rot  r rp,  s tock p l rccs staqrratcd,  and by the la te
IU/0s,  f  t :w t l rorrq l r t  thc.  U.S r lcononty cbuld evcr  recovcr ,

ior lay,  r rarry  l ;c l ievr- '  th is  sanre fate is  once aqain
awart inq thc t . l .S.  econotny.  According to the pessi rn is ls .
t l r t :  U.S.  s lor ;k  r r iarkc. l  is  i r r  I  bubblc that  is  about  to burst ,
arr r i  r r i f la l iun is  i rbotr l  lo  cx l ) lod0.  The recent  d ip in  the
stot ;k  r r rarkct  p ionrptnd by rnore g loomy warninqs f ront
Alar t  Grrc i rs l ; . rn r ippearcr l  to  r l ive credcnce to ihese
worrywi i r ls  [ ] r r r '  th l :y  atc  wrono."

Briarr S Wosbury chief econornist at.Griff in, Kubik,
Stcpheris & Thonrpson, l 'Have,No Fear,' lnflation lsn't

I I cre " | []orrrntenta ryl, Th e Wa I I Stre et J ou rnal,,l nte ra ctiv e
Editiorr, 0c.tober 2!, I gg9

GO @nling For: chaPter 16 Selr-rest
Pilscnoor.com il]il';*::L',.]j;T,

As a t ina l  rcvr{ lw,  take th i :  [ :corrorn ics Chapter  16 Sel f  Tcsl
and re cc ive in i rnediate feedback on your  answers.  The
test  consists  of  20 mul t ip ie-choice quest ions designed to
test  your  t rnderstanding of  thc chapter  content .

ors;ri;i;;s G;,r";"-ti;; R.;;"fi,,,, ,,,, ,,,
tcrrns arrr l  c lc i inrt iorrs.  I  Isc yorrr  l ist  an<1 orhcr
inforrnation ironr the chaptcr to crcatc a rraplric
organizcr sLrrnrnarizing ttre role of thc l'-ed in thc
Uiritecl States cconorny.
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