upposc vou have a checkbook that allows you

to write as many checks as you wish for any

amount you desire. There 1s no need to worry

about the balance in your account, and the checks

will always be cashed, no matter how much you

spend. Of course, no person has an account like

this, but the Federal Reserve, our nation’s central

bank, very nearly docs.

Skim recent newspapers for references
to policies of the Federal Reserve. List
terms you don't understand. Jot down
their defintions as you read this chapter.

Items marked wiih this logo are
periodically updated on the Internet. /

7 . /
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eserve System

ftérstudying this section you will be able to:
1. Understand b’anyking history in the United
States.

2. Explain why the Federal Reserve Act of
1913 led to further reform.

3. Explain the structure of the Federal
Reserve System.

he American banking system s a
compronuse between supporters and
opponents of a central bank. As a symbol of
this compromise, the Federal Reserve
System s the privately owned, publicly
controlied central bank of the United States.

Banking History

As you read in Chapeer 10, the issue of a
central bank has been debated hotly since
1790, when Federalists Imed up in favor of
a central bank. The first bank of the United
States assued a single currency. Ie also
reviewed banking practices and helped the
federal government carry out its duties and
powers. Partly because of the continued
debarte over state versus federal powers,
however, the first bank lasted only until
1811, At that time, Congress refused to
extend its charter.

Congress established the Second Bank
of the United Srates in 1816 to restore
order in the monetary system. However,
many people feared that a central bank
placed too much power in the hands of the
federal government. Political opposition
toppled the Second Bank in 1836 when its
charter expired.

A pertod of confusion followed. States
chartered some banks, while the federal

Section Focus

To stabilize the nation’s banking
system, Congress created the Federal
Reserve System in 1913. The Federal
Reserve is owned by indwidual

Key Terms

Board of Governors
monetary policy

Federal Reserve Districts
Federal Advisory

member banks. 1tis overseen by a Council {FAC)
small but powerful Board of Federal Open Market
Governors. As a private institution Committee (FOMC)

serving a public function, the Federal
Reserve s a central bank relatively
free from government control.

government  chartered  and

reeulated  others. Reserve

I‘L’(]llilk’lﬂ('l][.\‘ Il](‘ amount of

reserves  that banks are
requured 1o keep on hand

were diflicult (o enforee, and
the nation experienced
series of serious bank runs.

The 1907 finally

Congress to act.

Panmic of convinced

The nanon’s backig system needed 1o
address two assues. First, consumers and
businesses needed  access 1o mereased
sources ol funds to encourage business
expansion. Second, banks needed 4 source
of emergency cash to prevent depositor

panics that resulted in bank runs.

Federal Reserve Act of 1913

Congress created the Natonal Monetary
Comnussion (NMC) in 1908 10 propose
solutions to the naton’s banking problems.
Based on the INMC’s recommendations,
Congress passed the Federal Reserve Act in
1913, The

System, now often referred to simply as

resulting  Federal  Reserve
“the Fed,” was composed of a group of
twelve independent regional banks. This
central group of banks could lend o other

banks in times of need.

A The Federal
Reserve System
headed by the
Federal Reserve
Board of Governors.
The first Federal
Reserve Board of

Governors, here,

seated 1a 1914.

Chapter 16 ® Section 1
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Board of Governors
the seven-member
board that oversees
the Federal Reserve
System

TR

Figure 16.1 Structure of the FederaR

About 40 percent of all United States banks belong
to the Federal Reserve. These members hold about
/5 percent of all bank deposits in the United States.
Government How does the structure of the Fed
reflect a compromise between centralized power

Continued Need for Reform

Although the Federal Reserve System
helped to restore confidence in the banking
system beginning in 1914, it has also
learned through trial and error the best
ways to fulfll its responsibilitics. During
the Great Depression, the financial crises of
1950-1933 were exactly the kinds of
problems that the NMC had hoped o
avoid by creaung the Federal Reserve
Systen. The system did not work well,
however, because the twelve regronal banks
cach acred mdependently. Their separate
actions often canceled one another our.
The Governor of the Federal Reserve Bank
of New York (a bank with a close relation
ship ro Wall Street and (he tnvestment
community) believed that (o counteract the
growing recession, the government necded
Lo pump moncy mto investment and help
Americans get hack (o work. Many of the

other regional covernors disagreed about

and regional powers?
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what kinds of action to take. They were
more concerned about maintaining gold
reserves and with administrative issues
than with helping the CCONOMY o recover
from the widespread recession. By the time
Congress forced the Fed to take strong,
action i 1932, it was too little, too late. The
financial crisis had deepened 1o the point

that recovery became long and difficult.

A Stronger Fed

In 1935, Congress adjusted the Federal
Reserve’s scructare so that the system could
respond more effectively to future crises.
These reforms created the Federal Reserve
System as we know it today. The new Fed
cnjoys more centralized power so that the
regronal banks can act consistenty with
one another while sull representing their

own districts” banking concerns.

Structure of the Federal
Reserve

Member banks themselves own the Federal
Reserve Sysiem. Like so many Amercan
mstitutions, the structure of the Federal
Reserve System represents compromises
between centralized power and regronal

powers. (See Figure 16.1.)

The Board of Governors
The Federal Reserve System is overseen by
the Board of Governors of the Federal
Reserve. The Board of Governors is head
quartered - Washington, D.C. Its seven
menmbers are appointed  for staggered
foarteen year terms by the President of the
United States with the advice and consent
of the Senate. The terms are staggered o
prevent any one President from appointing
a full Board of Governors and ro protect
board members from day-to-day political
pressures. Members cannot be reappointed
after serving a full term. Geographical
restrictions on these ;lppointmcnls cnsure
that no one district is over-represented.
The President also appoiats, from among
these seven members, the chair of the Board
of Governors. The Senate confirms the



&

- 2 i qion is inant?
’Concﬁ?« no single region is dominant?

appointment. Chairs serve four-year terms,
which can be renewed. The chair acts as the
main spokesperson for monciary policy for
the country. Monetary policy refers 1o the
acuons the Ted rakes to influence the level
of real GDP and the rate of inflation 1 the
cconomy.

Recent chairs of the Fed have been ccon
omists from business, academia, or govern
ment. Alan Greenspan, whose previous
carcer was i butlding economic forecasting,
models, has been the most notable chair of
the Fed in recent years. He took office in
1987,
Democratic adnunistrations. (Sce page 424

serving  both  Republican and
8 !

for a profile of Greenspan.)

Twelve District Reserve Banks
The Federal Reserve Act divided the Unired
States into rwelve Federal Reserve Districts,
as shown on Figure 16.2. Once TFederal
Reserve Bank is located in cach of the
twelve districts.

Each Federal Reserve Bank monitors and
reports on economic and banking condi-
tions in its district. Each Federal Reserve

iladelphia
ASHINGTON, D.C.

Oeleans

{sH] Federal Reserve Districts

» Board of Governors,
Washington, D.C.

& Federal Reserve Bank cities
« Federal Reserve branch cities

PR ENT .

Most Federal Reserve Districts contamn a variety of agricultural, manufacturmg, and
service idustries as well as rural and urban areas.
Government How does the makeup of the Federal Reserve Districts help ensure that

District s made up ol more than one state.
The Federal Reserve Act anned o establish
a system i which no one region could
exploie the  central bank’s power  at
another’s expense.

Congress also regufated the makeup of
cach Bank’s board of nine directors to
make sure that many groups’ interests
would be represented. Member banks elect
three bankers and three leaders m industry,
commerce, or other businesses to their
district boards. The remaming three direc-
torships, appomted by the Board of
Governors of the Federal Reserve, repre-
sent broad public interests. The districe
president is then clected from among, these

nne directors.

Member Banks

All nationally charwered banks
are required to join the Federal ostal
Reserve System. The remaining
members arc state-chartered
banks that join voluntarily.
Since 1980, all banks have

country.

§
3

.
3

monetary policy (e
actions the Federal

Reserve takes to

nfluence the level of
real GOP and the rate

of mflation in the
cconomy

Federal Reserve
Distracts the twelve
banking districts
created by the Federal
Reserve Act

ed, economic and ,
power was concentrated in the £ast
and Midwest.-Notice that no Federal
Reserve Bank exists in Las Angeles,
now one of the largest cities in the

equal access to Ied services like

Chapter 16 ® Section 1
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Federal Advisory
Council (FAC) the
research arm of the
Federal Reserve

Federal Open Market
Committee (FOMC)
Federal Reserve
committee that makes
key decisions about
interest rates and the
growth of the United
States money supply

check clearing and reserve loans, whether
or not they are Fed members.

Each of the approximately 4,000 Fed
member banks contributes a small amount
of money to join the system. In return, they
receive stock i the system. This stock
carns them dividends from the Fed at a rare
of up to 6 percent.

A research arm of the Fed, the Federal
Advisory Council (FAC), collects information
abour cach districe and reports to the Board
of Governors about cconomic conditions
within their districis. Tt consists of one
cach Federal  Reserve

member from

Districe-—-twelve members in all, The
FAC's mam function s 1o provide feedback
and advice 1o the Board ol Governors
concerning the overall financial health ol
cach districe. The FAC meets with the
Board of Governors four times a year.

The fact that the banks themselves,
rather than a sovernment agency, own the
Federal Reserve vives the system a high
degree of poliical mdependence. This inde
pendence helps the Fed 1o make decisions
that best suit the interests of the country as
a whole.

The Federal Open Market Committee
The Federal Open Market Committee {(FOMC)

makes key decisions about interest rates

and the growth of the United Seares money

supply. The committee meets about cight
times a year in private to discuss the cost
and availability of credit, for business and
consumers, across the country. Announce
ments of the FOMC’s decisions can affect
the financial markets, the rates for home
mortgages, and many other economic insti-
tuttons around the world. You will read
more about the effects of monerary nolicy
later in chis chapeer.

Members of the Federal Open Markt
Comunttee are drawn from the Board of
Governors and the twelve disericr hanks. All
seven members of the Board of Governors
sicon the FOMC. Five of the twelve district
bank presidents also sit on the comnutice,
The president of the New York Federal
Reserve Bank s a permancent member, The
tour other district presidents serve one year
terms on a rorating basis. The Board of
Governors holds a majority of the seats on
the FOMC giving, them effective control
over the committee’s actions.

After mecting with the FOMC, the chair
of the Board of Governors announces the
committee’s decisions 1o the public. The
Federal  Reserve Banks and  financial
markets spring into action as they react 1o
Fed decisions. In the next section, you will
read about how the Feds decisions are
carried our and what functions the Federal

Reserve serves.,

- Reserve?

Ul WwoN

(FOmMC)?

. What is monetary policy?

1. Try This Locate your Federal Reserve District on the
map on page 417. What states make up your district?

What mixture of agricultural, manufacturing, and service

Describe the makeup of the Federal Reserve Districts.
. What does the Federal Advisary Council {FAC) do?
What s the role of the Federal Open Market Committee

Applying Economic Concepts

6. Critical Thinking How does the banking system of the
United States reflect a free enterprise economy?

418  The Federal Reserve and Monetary Policy

industries does your district contain? Is it made up of
both rural and urban areas?
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Critical Thinking

Recognizing Bias in Writing

Bias is the particular opinion or point of view held by a writer on a specific
topic. An author’s bias is not always cbvious at first glance. As a critical
reader, you must take steps to identify whether or not a piece of writing con-
tains bias. Any piece of writing relating to economic topics may reflect the
author’s point of view on a particular public palicy or institution. Read the
selection on the Federal Reserve Board below, and then answer the questions
that follow to help you wdentify any bias that is reflected in the writing.

1. ldentify the source. Begin your critical 2. Look for evidence of bias. Next,

readmg ot a piece by idendfyimg who scarch the excerpt for words or

the author s, who the andience is, and phrases that may reflect the author's
any obvious signs of bias. bras. (a) What words does the autho
(a) Who s the author of the excerpt use to describe M Greenspan and
below? (b) s this a personal ereer, his actions? (b) Which phrases

diary entry, or public document? describe the anthors atatude toward
{c) Do you detect any obvious bias? the Federal Reserve Board? (¢) How

does the author describe Humphiey
Hawkins?

3. Draw conclusions. Take any signs of

This morning fawmakers will summon S _
bias mto account when drawing, con

Fed Chairman Alan Greenspan over to the
Hill for us mandatory semi-annual gabfest.
Accauntahility is a useful requirement for all is the author trying to make m this
political figures, even mighty central article?

bankers who stand watch over multitritlion
dollar markets, so we have no trouble with
the notion that Congress has the power to
require Mr. Greenspan's presence and his
report. We do have trouble with Humphrey- L
Hawkins, the law that prescribes the Locate an editorial f_rom d .
Chairman'’s testimony. Its terms assume that newspaper on a _Ioplc_ relatlngrto
the Fed's job is essentially to choose economics, and identfy any bias
belween two dark scenarios. The firstis in the writing.

growth, accompanied by inflation. The sec-

ond is no growth, accompanied by no infla-

tion: ... We'd like to suggest that the parties

involved take a deep breath here while we

repeat ourselves: There are plenty of signs

out-there that the eﬂconon‘ly is growing with-

out inflation.

“Phillips Think” [Editorial-Review

& Outlook], The Wall Street Journal,
February 26,.1997

clustons about the topic. What poni

Additional Practice
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2. Describe how the Federal Reserve serves

banks.

1. Describe how the Federal Reserve serves
the federal government.

Section Focus

money supply.

3. Describe how the Federal Reserve
regulates the banking system.

4. Understand the Federal Reserve's role in
regulating the nation's money supply.

V¥ The Lepartment
of the Treasury does
its banking at the
Federal Reserve.

Ax the central bank of the United States,
the twelve districe banks that make up
the core of the Federal Reserve Sysiem

carry out several important functions. The

Federal Reserve System does the following:

¢ provides banking and fiscal services (o
the federal government

* provides banking services to member and
nonmember banks

¢ regulates the banking mdustry

¢ tracks and manages the natonal money
supply to meet current demand and o
stabilize the cconomy

420 The Federal Reserve and Monetary Policy

The Federal Reserve tunctions as
the government’s banker and as a
banker’s bank_ It regulates the
nation’s banking system. It also
monitors and requlates the nation’s

Key Terms

check clearing

banl holding company
federal funds rate
discount rate

net worth

Serving Government

The United States government has an oper
atimg budger of about $2.2 trillion. It raises
abour $1 wrillion annually in taxes. It
$900

through

makes about bilhon in transfer

payments programs such  as
Medicare and Social Security. For s
banking needs, the federal government

turns to the Federal Reserve.

Federal Government's Banker

The Federal Reserve serves as bauker for
the United States government. It maintains
a checking account for the Treasury
Department. Tt processes payments such as
social security checks, IRS refunds, and
other government payments. For example,
t you receive a check from the federal
government and cash it ac your local bank,
the Federal Reserve deduacts the amount
trom the Treasury’s account.

Government Securities Auctions

The Federal Reserve also serves as a finan-
ctal agent tor the Treasury Department and
other government agencics. The Fed sells,
transfers, and redeems government bonds,
bills, and notes, or sccurities. It also makes
mterest payments on these securities.



The Treasury Department periodically
auctions off government bills, bonds, and
notes to finance the government’s activities.
The funds raised from these auctions are
automatically deposited 1o the Federal
Reserve Bank of New York.

Issuing Currency

Under the Federal Reserve System, only the
federal government can issue currency. The
Departnent of the Treasury sssues coms
minted ar the Umited States Mini. The
district Tederal Reserve Banks issue paper
currency (Federal Reserve Naotes), which s
printed at the Burcau of Engraving and
Printing. As bills become worn or torn, the
Iederal Reserve takes them our of aircala

non and replaces them with tresh ones.

Serving Banks

The Federal Reserve also provides services
to banks throughout the nation. Tts most
vistble funcuion s m s check -clearing,
services. In addioon, it safeguards bank
reserves and lends reserves 1o banks that
mantam  legally

need to borrow to

required reserves.,

Check Clearing

Figure 16.3 shows how checks “clear”
within the Fed system. Check clearing s
the process by which banks record whose
account gives up moncy and  whose
account receives money when a customer
writes a check. The Fed can clear nulhons
of checks at any one time using high-speed
equipment. Most checks clear within two
days---a remarkable achicvement when you
consider that the Fed deals with abourt 20

billion checks per year.

Supervising Lending Practices
To ensure stability in the banking system,
the Federal Reserve monitors bank reserves
throughout the system. Each of the rwelve
Federal Reserve Banks sends outr bank
examiners to check up on lending and
other financial acuvities of member banks.
They also study proposed bank mergers
and bank holding company charters to

ensure competition in the banking and
financial industries. A bank holding company
is a company that owns morce than one
bank. The Board of Governors approves or
disapproves mergers and charters based on
the findings and recommendations of the
Reserve Banks.

The

consumers by enforcing cruth-in lending

I'ederal Reserve  also proteces
laws, which require seflers 1o provide full

and  accurate mtormaton about loan
termms. Under a provision called Regulanon
7., mulhons of consumers receive mforma -
tton abour retad credit terms, auro Joans,

and home morigages every year.

Lender of Last Resort
Under normal circumstances, bhanks lend
cach other money on a day 1o day basis,

using, moncey from their reserve balances.

Figure 16.3 The Path of a Chec

4. Check
writer's hank

check clearing the
process by which
banks record whose
account gives up
money and whose
account recetves
maoney when a
customer writes a
check

bank holding company
a company that owns
more thain one bank

3. Federal
Reserve Bank

After you write a check, the reciptent presents it at his or
her bank. The check s then sent to a Federa! Reserve
Bank. The reserve hank coliects the necessary funds from
your bank and transfers them to the recipient’s hank. Your
processed check is returned to you by your bank oris

available for you to view on the Internet. Economic
Institutions In what other ways does the Fed serve

banks?

Chapter 16 m Section 2
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federal funds rate
interest rate banks
charge each other for
loans

discount rate rate
the Federal Reserve
charges for loans to
commercial banks

net worth (otal assets
minus total liabilities

These funds are called federal funds. The
interest rate that banks charge cach other
for these loans is the federal funds rate.

Banks can also borrow from the Federal
Reserve. They do so routinely and espe-
cially in financial emergencies such as
severe recessions. The Federal Reserve acts
as a lender of last resort, making cmer-
geney loans to commercial banks so that
they can mamutain required reserves. The
rate the Federal Reserve charges for these
loans is called the discount rate. You will
read more about the role of the discount
rate m the cconomy of the United States in
Section 3.

Regulating the Banking
System

Banks, savings and loan companies, credit
uiioas, and bank holding companies are
supervised by various state and federal
authorities. The Fed coordinates all regala-

tory activities.

Reserves
As you read in Chapeer 10, the United
States banking system operates as a frac
tonal rescerve basking system. Banks hold
moreserve oaly a fraction of their funds—
sust enough (o meet customers’ datly needs.
Banks then lend their rematning reserves,
charging interest to carn returns,
Each  fnancial institution  tha holds
deposits for customers must report daily 1o
the Fed about its reserves and activities.
The Fed uses these reserves (o control how
much money 15 in circulation ar any one
tume. You'll read more about the Fed's role
m controlling the money supply in the next
section.

Bank Examinations

The Federal Reserve and other regulatory
agencies also examine banks periodically
to make sure that cach institution i
obeying laws and regulations. Examiners
may make unexpected bank visits to make
sure that banks are following sound
lending practices.

422  The Federal Reserve and Monetary Policy

Bank examiners can force banks to sell
risky investments or to declare loans that
will not be repaid as losses. If examiners
find that a bank has taken excessive risks,
they may classify that institution as o
problem bank and force it to undergo more
frequent examinations. Examiners would
take the same action for banks that have
low net worth. Networth equals total assets
minus cotal habilities. In addition, any
bank that goes ro the Fed for emergency
loans too often will be subject 1o hnancial

review and close government SUpervision.

Regulating the Money Supply

The Federal Reserve is best known for s
role i regulating the naton’s moncey
supply. You will recall from ( hapter 10 that

ccononusts and the Fed waiceh several

indicators of the money supply. M1 s

stmply a measure of the funds that are castly
accessible or e circulation. M2 includes
the funds counted in M1 as well as money
market accounts and savings instruments.
Econonusts also measure M3, M3 goces
even further 1o mclude large time depostts
and some government securitics. The Fed's
job s 1o consider these various measures
of the money supply and compare those
figures with ihe likely demand for moncy.

Factors That Affect Demand for Meoney
People hold money for a variety of reasons.
The amount of money that firms or ind;-
viduals hold depends generally on four
factors:

[ cash needed on hand

2. mterest rates

3. price levels in the cconomy
4

general level of income

People and firms need 10 have a certain
amount of cash on hand to make economic
transactions—to buy grocerices, supplies,
clothing, and so forth. The more of your
wealth you hold as money, the casier it will
be to make economic transactions.

Of course, we can’t earn interest on
money that we hold as cash. As interest
rates rise, it becomes more expensive for



individuals to hold money as cash racher
than placing it in assets that pay returns,
such as bonds, stocks, or savings accounts.
So as mterest rates rise, people and firms
will generally keep their wealth i assets
that pay returns. In other words, they
demand less money in the form of cash.
(Sce Figure 16.4.)

The general price fevel in the cconomy
affects the demand for money, too. As price
fevels rise, so does the demand for cash. It
your usual cost for an outng with vour
friends 1s $25 and prices rise [0 percent,
you will now need $27.50 for a night our.

The final factor that influences money
demand s the generat level of imcome. Ona
personal level, i vou take an atter school
job that pays you $75 per week, yvou will
likely carey around more cash than vou did
before. On a natonal fevel, as GDP or real
income rises, families and firms Keep more

of therr wealth or meome 1 cash.

Stabilizing the Economy

The laws of supply and demand affect
money, just as they affect everything else in
the economy. Too much money in the
cconomy leads to a general rise i prices, or
mflacon. A gluc of dollars lessens their
value. fn mllavonary tmes, 0 will ake
more money to purchase the same goods
and services. Ioas the Ted's job o keep the
money supply stable.

which real GGDP

grew smoothly and the economy stayed at

[n an rdeal world, 1

-
CFConeee

Flgure 164 Demand for Money

of incentives.

full coaployiment, the Fed would increase
the money sapply just 1o march the growth
m the demand for money. I the Fed could
accomplish this, the country would experi-
cnce very low nflation rates and, ideally,
the cconomy would remain at full ciploy-
ment. As you read in Chaprer 15, however,
it1s hard to predict economic effects.

The Fed uses its 1ools to stabilize the
cconomy as best iccan. In the next section,
you will read about the tools that the Fed
can use to help the ecconomy function ac
full employment without contributing to

inflation.

Asnterest rates increase from ryto r, the
quantity of money demanded falls from Myta M.
Incentives Explain demand for money in terms

Key Terms and Main'ldeas
“A."What'is ‘check clearmg" o
2. What is a bank holding company?

3. What s the difference between the federal funds rate

and the discaunt rate?

4. How s net worth calculated?

Applying Economic Concepts

5. Try This Create a graphic organizer showing how the

banking system?

6. Critical Thinking \What are the advantages of having
the Federal Reserve oversee the regulation of the

————"_-PHSchool.com
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Federal Reserve serves the federal government and

banks.
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Greenspan's approach to using the
powers of the Federal Reserve to
influence the nation's econony.

¥

The Chairman of the Fed

Alan Greenspans first term as chainman of
the Federal Reserve Board began m a
dramanc lashion. Soon after he took office
e August 1987, the stock market crashed.
lnvestors feared that fenders would adopt a
aghemoncey policy, as banks had done after
the Last great market crash in 1929, lostead,
Greenspan responded with actions that
boosted the nation’s money supply. The
stock market quickly recovered, and the
naton avoided the cconomic meltdown
that could have followed.

Hard Times

Having grown up during the Great
Uepression, Crreenspan knows hard
ccononue umes. As a young, child he
showed a gift for numbers and amazed his
parents” friends with his ability to do math
problems in his head. After high school,
however, he decided 1o develop his musical
talents, and enrolled at New Yorks Juiltiard
School of Music. During the 1940s, he
toured with a swing band.

Soon tiring of kife on the road, Alan
Greenspan returned to New York City and
carned bachelor’s and master’s degrees in
economics at New York University. Moving
to Columbia University to pursue a Ph.D |

1. Source Reading Describe

recession.

Alan Greenspan . i

The Federal Reserve Board (the Fed) belps to control the nation’s money
supply. The economist and former professional pop musician at its
head may be the most powerful person in America when it comes to
the nation’s economy. Alan Greenspan’s careful handling of the
Federal Reserve won bim credit for the remarkable economic boomn of
the 1990s and a place in the administrations of four presidents.

2. Critical Thinking  Explain how a
sharp increase in interest rates by the
Fed could slow inflation but also lead
to higher unemployment and a

he had to quit school when he ran short of
moncy. In 1954, he and a friend staried an
ccononme consulimg firm.

The Transition to Public Life
Alan Greenspan first went to Washingron,
D.CLom 41974 1o chair the Presidents
Council of Economic Advisors. Tn 1977, he
returned to New York to complete his
PhoD., bue 10 years later, President Ronald
Reagan recalled him ro Washingron o head
the Federal Reserve. At the time, many
people were critical of the Feds heavy
handed role in shaping monetary policy.
The previous chatrman had thrown the
cconomy 1o recession in the carly 1980,
when he raised interest rates i an effori (o
halt high inflation.

Although Greenspan strongly opposes
mflation, he is sensitive (o the loss of jobs
that accompanies any major attempt 1o
slow the growth of the money supply.
Under Greenspan, interest rate adjustments
were frequent but generally small in scale.
He preferred to use monetary policy to
make minor adjustments in the cconomy’s
coursc rather than to drive it in a new
direction. As a result, Greenspan’s terms as
Fed chairman witessed the longest period
of economic growth in the nation’s history.

3. Learn Mare Visit the Federal
Reserve's Web site and summarize the
most recent Fed activities that are
reported there.




Mon
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1. Describe the process of money creation.

2. Explain how the Federal Reserve uses
reserve requirements, the discount rate,
and open market operations to implement
U.S. monetary policy.

3. Understand why some monetary policy
tools are favored aver others.

l n carly 2001, when 1t appeared chat
cconomic growth was slowing, the Fed
began reducing interest rates. The September
11 terronst attacks further mereased the
need for such changes i cconomic policy. By
carly 2003, the Fed had cut interest rates 13
tmes, to 45-year lows. By reducing the cost
of borrowing, the T'ed hoped to encourage
consumers to spend more money and stimu-
late cconome growth. In dus section you
will see why the Fed uses rhese actics 10
mflucnce ecconomic growth.

Money Creation

The Department of the Treasury is respon-
sthle for manufacturing money. The Federal
Reserve is responsible for putting dollars
into crculaton. How does this money get
into the ecconomy? The process is called
money creation, and it 1s carried out by the
Fed and by banks all around the country.
Recall from Chapter 15 the muldiplier effect
of government spending. The multiplier
effect m fiscal policy holds that every one
dollar change in fiscal policy creates a
change greater than oune dollar in the
cconomy. The process of money creation
works in much the same way.

How Banks Create Money
Money creation does not mean the printing
of money. Banks create money not by

Section Focus

Banks create money in their day-to-
day operations. The Federal Reserve

s
R R S A e e

Key Terms

moaey creation
required reserve ratio

uses the tools of monetary policy to (RRR)
control the amount of money n money multiplier
circulation. formula

excess reserves
prime rate
open market operations

printing 1t, but by simply
poting about their business.

For example, suppose you
take outa toan of $1,000. You
decide to deposit the money in
a checking account. Once you
have deposited  the money,
you now have a balance of
$1,000. Since demand deposit
account balances, such  as
your checking account, are
mcluded m M1, the money
supply has now increased by
$1,000. The process of money
creation begins here.

Banks make money by charging interest
on loaas. Your bank will lend part of the
$1,000 chat you deposited. The amount
that the bank 15 allowed to fend is deter
mined by the required reserve ratio (RRR)—
the fraction of the deposit that must be kept
ou reserve. This s calculared as the ratio of
reserves to deposits. The RRR s the
fraction of deposits that banks are required
to keep in reserve. The required reserve
ratio, which s established by the Federal
Reserve, cusures that banks will have
enough funds to supply customers’ with-
drawal needs.

Suppose in our example that the RRR s
0.1, or 10 percent. This means that of your

$1,000 demand deposit balance, the bank
15 allowed to lend $900.

Chapter 16 m Section 3

A The daily activities
of hanks and their
customers create
money through the
multiplier effect.

money creation the
process by which
money enters into
circulation

required reserve ratio
(RRR) ratio of reserves
ta deposits required of
banks by the federal
Reserve
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Let’s say the bank lends
that $900 (o Elaine, and she

money multiplier
formula amount of new
maoney that will be
created with each
demand deposit,
calculated as 1 - RRR

: %
TR

In this example of
money creation, the
maoney supply
increases by $2,710
after four rounds.

Moaney Suppose
Joshua deposited
only $500 of Flaine's
payment into his
acceunt. How much
would the money

supply increase then?
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In the News Read more about monetary
policy in “Alan Who?, " an article in The
Wall Street Journal Classroem Editign.
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deposits it in her checking
account. Llaine now has
$900 she didn’t have before.
Elaine’s $900 1s now included
m M1 You sull have your
$1,000

account balance, on which

demand  deposii

you can write a check at any

tame. Thas, your initial

deposic 1o the bank, and (he

J subscquent foan, have caused
- the money supply (o icrease
by $1,000 + $900 for a toral
ol $1,900.

Now suppose that Elaime uses the $900)

to buy Joshua’s old car. Joshua deposits the
$900 from Elune o Jus checking
account. s bank keeps 10 percent of the
deposit, or $90, as required reserves. e will
lend the other $810 (6 s customers. So,
Joshua has a demand deposit balancee of
$900, which s included i the money
supply, and the new borrower octs $810,
which is also added to the moncy supply,
This means that the moncey supply has now
increased by $1,000 + $900 $810
$2,710—all because of your snitial $1.,000
deposit. (See Vigure 16.5.)

Figure 165 Money Creation

Your $1,000 depasit
minus $100 in reserves
is loaned to Flaine, who

% gives it te Joshua.

You deposit $1,000
inta your checking
account.

The Federal Reserve and Monetary Policy

The Money Multiplier

This process will continue until the loan
amount, and hence the amount of new
money that can be created, becomes very
small. The amount of new money that will
be created, i the end, s aiven by rhe
money multiplier formula, which is calculated
as b= RRR. The money muluplier tells us
how much the money supply will increase
atter an il cash deposit 1o the banking
system. o apply the formula, we muluply
the nurial deposit by the money muluplicr:

IH(!'(\IS(‘ 11 money SHPPI'\' -

|

mrteal cash deposie X CRRR

I our example the RRR 0.1, so the
10, This

means that the deposit of $1,000 feads 16 a

money mulaplicr s 12 0.1

510,000 ncrease i the moncy supply.

As ol 2003 m the Unied States, banks
were required to hold 3 percent reserves
aganst demand deposit assers up to $41.3
milhon and 10 percent on all demand
deposit assets exceeding $41.3 million.

I the real world, however, people hold
some cash ouwside of the bankmg, system,
meanmg that some funds leak out of the

mouncy muluplier process. Also, banks

At this point, the
money supply has
increased by $2,710.

Joshua’s $900 deposit
minus $90 in reserves
1s foaned to another
customer.




sometimes hold excess reserves, which are
reserves greater than the required amounts.
These excess reserves ensure that banks
will always be able to mect their customers’
demands and the Fed’s reserve require-
ments. The actual money imulupher effect
i the United States s estimated to be
between 2 and 3.

The Federal Reserve has three (ools for
adjusting the amount of moncy in the
cconomy. These tools are reserve require -
ments, the discount rate, and open market

operatons.

Reserve Requirements

The simplest way for the Fed 1o adjust the
amount of reserves i the banking system s
to change the required reserve ratio. It is

not, however, the tool most used by the Fed.

Reducing Reserve Requirements

A reduction of the RRR would free up
reserves for banks, allowmge them to make
more loans. It would also increase the
moncy muluplier. Both effects would lead to
a substanual increase in the money supply.

Increasing Reserve Requirements

The process also works i reverse, Fven a
slight tacrcase o the RRR would force
barks to hold more money 1 reserves. This
would cause the money supply to contract,
or shrink.

Although changing reserve requirements
can be an effective nicans of changing the
money supply, the Fed docs not use this tool
often because i is distuptive to the banking
system. Even a small increase m the RRR
would force banks to call in significant
numbers of loans, that 1s, to require the
borrower to pay the entire outstanding
balance of the loan. This may be difficult
for the borrower. For this reason, the Fed
rarely changes rescrve requirements.

Discount Rate

As you read in Section 2, the discount rate
ts the interest rate that the Federal Reserve
charges on loans to financial institutions.

Banks borrow from the Fed to maintain
reserves at the required level. Changes in
the discount rate affect the cost of
borrowing from the Fed. In turn, changes
i the discount rate can affece the prime
rate. The prime rate 1s the rate of interest
banks charge on short-term loans to their
best customers-—usually large companies
with good credit ratings. Changes in the

dlSC()lln[ rate are l‘(’f](’(f('d ii) [l\(' Pl"ilﬂ(' rate.

Reducing the Discount Rate
It the Ted wants 1o encourage hanks to
lend more of their reserves, i may reduce
the discount rate. With a lower discount
rate, banks can reduce their excess reserves
by fendmg them out. They won't have (o
worry abouat then reserves fathng oo low.
They can add o their reserves by
borrowing, from the Fed at a low rare.
These new loans will increase the money
supply, just as a decrease in RRR would.

The money maluplier will apply (o these

Figure 16.6 Reserve Requirements

‘f'Q’CO cE‘?‘% reserve requirements? Why?
N

Chapter 16 m Section 3

excess reserves
reserves greater than
the required amounts

prime rate rate of
mterest banks charge
on short-term loans to
their best customers

When the Fed increases reserve requirements,
the money supply decreases. Monetary and
Fiscal Policy What is the effect of reducing
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open market operations
the buying and selling
of government
securities to alter the
supply of money

Figure 16,7 Discount Rate

2

4
¥ oncee"

Because anincrease in the discount rate make
money supply contracts. Banks are more willing to borrow
when the discount rate is low {left), Open market o
are the most-used manetary policy tool.

Fiscal and Monetary Policy How do open market operations differ from

new loans, ensuring that each dollar of
reserves that s lent will create an even
larger increase in the money supply.

Increasing the Discount Rate

If; on the other hand, the Federal Reserve
wants to reduce the money supply, 1t will
increase the discount rate. This will ke
banks less willing 1o borrow from the Fed.
As a resule, they will hold more excess
rescrves to keep from failing below their
required levels. Banks merease their excess
reserves by reducing loans. A reduction
loans, m tarn, will reduce the amount ot
currency  curculating o the cconomy,
causig a reduction of the moncey supply.

H banks do not wish 16 borrow from the
Federal Reserve, they mav horrow from
oncanother m the federal funds marker. Of
course, if banks find the federal fonds rare

too lgh, they may sall borrow from the

the monetary policy tools shown in Figures 16 6 and 16.77
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Figure 168 Open Market Operations

s borrawing more

Fed. In practice, however, the Fed main-
taws the discount rate close to the federal
funds rate in order 1o prevent large swings

n b()l’[()\\/(fd reserves.,

Open Market Operations

The most miportane monctary policy tool
1s open market operations. Open markert
operations are the buying and sclling of
povernment securities o alter the supply of
money. Open market operations are by far

the most used monetary pohey tool.

Bond Purchases
When o the Market

Conmteee (FOMC) chooses 1o mereasce

Federal Open
the money supply, 1w orders the trading,
desk ar the Federal Reserve Bank of New
York to purchase 1 certam quantity ol

povernment securities on the open marker.

costly, the
and lend money
erations (right), however,



The Federal Reserve Bank buys these secu-
rities with a check drawn on Federal
Reserve funds. The bond scller then
deposits the money from the bond sales in
its bank. In this way, funds enter the
banking system, scrting in moton the
money creatton process described carlier,

Bond Sales

If the FOMC chooses 1o decrease the
money  supply, it must make an open
market bond sale. In this case, the Fed sells
government securtties back to bond dealers,
receiving from them checks drawn on their
own banks. After the Fed processes these
checks, the money s out ot circulation. This
operation reduces veserves i the banking
system. Banks reduce thar ourstanding loans
i order 1o keep reserves at the required
fevels. The money muliplicr process then
works in reverse, resulting in a decline i the
money supply that s oreater than the value

ot the mital sccurities purchase.

Using Monetary Policy Tools

Open market operations are the most used
of the Federal Reserve’s monetary policy
tools. They can be conducted smoothly and
on an ongoing basts to meet the Fed's goals.

The Fed changes the discount rate less

frequentdy. Te usually follows a policy of

Global Connections

Global Monetary Policy Before 12 European countries adopted a
single common currency in 2002, the European System of Central Banks {ESCB)
was created to handle the European Union monetary policy. The ESCB includes
the new European Central Bank as well as the central hanks of all European
Union member nations. Its job is similar to that of the Federal Reserve. The
ESCB conducts monetary policy for the European Union nations, conducts
foreign exchange operations, and provides banks with services such as check
cashing. The ESCB's monetary policy tools include open market operations as
well as reserve requirements. How do the monetary policy tools of the ESCB
resemble those of the Federal Reserve?

keeping the discount rage in ine with other
raterest rates 1 the cconomy i order 1o
prevent excess borrowimg by miember
banks from the Fed. (See the graph “Key
Interest Rates™ on page 542 o the
Feonomie Atlas and Databank.)

Today, the Fed does not change reserve
requirenients (o conduct monctary policy.
Changing, reserve  requirements  would
force banks 1o make drastic changes in
thew plans. Open market operations or
changes i the discount rate do not disrupt
fiancal instications.

The Federal Reserve uses these monetary
policy tools to adjust the moncey supply.
Why the Fed would want to change the
moncy supply, and the effects of monctary

policy, are the subjecrs of the nexi section.

1. Wh_atis'mo’ney é;ééiion?'
2. Whatis the required reserve ratio (RRR)?

3. State the money multiplier formula.

4. Why do banks sometimes hold excess reserves?

~
5. If the discount rate rose, would you expect the (LGO %?%nline

prime rate to rise or fall?

6. What are open market operations?

Applying Economic Concepts

1. Math Practice Suppose the RRR is 0.15. Use the money

checking account deposit will increase the money
supply.

8. Critical Thinking Will the money supply actually
increase by the amount you calculated in Question 77
Why or why not?

— ———_pHSchool.com

For: Current Events Activity
Visit: PHSchoal.com
L Web Code: mnd-6163

multiplier formuta to determine by how much a $2,000
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2. Explain the problems of timing and policy
fags in implementing monelary policy.

3. Explain how predictions about the fength

1. Understand how monetary policy works.

Section Focus

of a business cycle affect monet ary policy.

4. Describe two distinct approaches to

monetary policy.

moaetansm the heliof
that the money supply
1s the most important
factor in
macroeconomic
performance

P> Keepiag the
econamy stable
requires a delicate
balancing act.

A dherents of monetarism believe that the

money supply 15 the most HNportant

fl(l()l i(l nm(unumomu

How, then, does monceary policy influence

macrocconomic performance?

How Monetary Policy Works

Monetary  policy aliers the supply ol
money. The supply of money, moturn,

affects mterest rates,

430 The Federal Reserve and Monetary Policy

The Federal Reserve uses monetary
policy to try to tame business cycles.
The unpredictable length of business
cycles, however, makes it difficult to
determine when it is wise to
intervene i the aconomy.

performance.,

As you read (;n‘hc:;

Key Terms

monetarism

easy money policy
tight money policy
inside lag

outside lag

mierest rates affecr the level ol mvestment

and spending i the cconomy.

The Money Supply and Interest Rates
[C1s casy to see the cost of moncey if you are
borrowing it. The cost- —the price that you

as borrower pay -5 the interest rate, Fven
i you have your own moncey, however, the
mterest rate sl affects you. The mierest
rate s also the cost of having money,
because you are giving up nterest by nog
SAVING OF tnvesting, Thus, the merest race
is always the cost of moiey.

The market for money s like any other
market. U the supply is higher, the price-
the interest rare—is fower, If the supply is

tower, the price—the interest Fate—-1s
higher. In other words, when the money
supply is low, interest rates are high.

When the moncey supply 15 high, mterest

rates are low.

Interest Rates and Spending
Recall from Chaprer 12 that interest rates
are important factors of spending in the
economy. Lower interest rates encourage
greater mvestment spending by busmc\x
firms. This s because a firm’s cost of
borrowing—or of usig its own funds--
decreases as the interest rate decreases.
Firms find that lower interest rates give
them more opportunities for prohirable



investment. If a firm has to pay 15 percent
interest on uws loans, it may find few prof-
ttable opportunities. If interest rates fall to
8 percent, however, the firm may find that
some opportunities are now prohtable.

If the macrocconomy s experiencing a
contraction-—declining  income—the Fed
may want to sumulate, or expand, 1. It will
follow an easy money policy. That s, it will
increase the money supply. An increased
money supply will lower interest rares, thus
encouraging investment spending. Such a
policy may, however, encourage overbor
rowing and overmvestment, followed by
layoffs and cutbacks.

If the cconomy 15 experiencing 4 rapid
expansion that may cause hgh mflarion,
the Fed may introduce a tight money policy.
That as, 10 will reduce the moncey supply.
The Fed reduces the money supply 1o push
mterest rates upward. By raising interest
rates, the Fed causes mvestment spending,
to decline. This brings real GDP down, too.

Even though 1t can only alter the money
supply, the Fed has a grear nmpact on the
cconomy. The money supply determines
the interest rare, and the tterest rate derer
minces the level of ageregate demand. Recall
from Chapter 12 that aggregate demand
represents the relatonship between price
ievels and quantity demanded in the overall
cconoimy. The level of aggrepate demand
helps determme the level of real GDP. (Sce

Figure 16.9.)

The Problem of Timing

Monetary policy, like fiscal policy, must be
carcfully tmed if it is to help the macro
cconomy. If policies are enacted at the
wrong tume, they could actually intensify
the business cycle, racher than smooth 1t
out. To see why, consider Figure 16.10.

Figure 16.10A shows the business cycle
with a properly timed stabilizavon policy.
The green curve, which shows greater tluc-
tuations, is the business cycle as explained
in Chapter 12. The goal of stabilization
policy s to smooth out those fluctuations—

aygregate demand and GDP.

e other words, 1o make the peaks a livde
bt lower and the troughs nor quite as deep.
This will mmnze mflanon in the peaks
and the elfects of recessions m the troughs.
Properly tnned stabilizaton policy smooths
out the business cycle, as shown in the red
curve m Figure 16.T0A.

Bad Timing
It stabilization policy 15 not timed properly,
however, 1t can actually make the business
cycle worse, not better. For example,
suppose that policymakers are slow 1o
recogiize the contraction shown as the
green line o Figare 16,108, Perhaps
because therr data are inaccurate or slow
to arrve, government economists simply
do not realize that a contraction s occur-
ring unul the cconomy 1s deeply into 1
Seme period of nme may pass before they
recognize the contraction.

Likewise, it takes nime to enact expan-
stonary policies and have those policies

Chapter 16 m Section 4

I the coconomy 1s experiencuig a contraction, an easy
money policy may siimualate growth . {f the economy is
expertencing rapd expansion that may cause high inflation,
a ughtmoney policy may help reduce the price increases.
Gross Domestic Product Explain the relationship hetween

easy moaey policy
manetary policy that
increases the money
supply

tight moaey policy
monetary policy that
reduces the maney

supply

431



The timing of monetary

policy measures can
intensify the business
cycle.

Monetary and Fiscal
Policy What are the
effects of proper and
impraper timing?

inside lag delay in
imp/emen[/ng monetary
policy

outside lag the time

it takes for monetary
policy to have an effect
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Figure 1610

Business cycle with }
properly timed
stabilization policy
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Business cycle
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31, s

ALY,

Time

J take effect, By (he tine thas rakes place, the

| cconomy may already be coming our of the
i

FCCESSION 0N its owyy. It the CXpansionary

cllects of a loose money policy affecr the

{cconomy while i s abready expanding, the

/ result could be an cven Lacger expansion

| that causes gl inflaton.

I CxXpansionary policics qre enacted (oo
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SO mach thay businesses are reluctant 1o

’)()IT()\\/ at any rate "7()1' tHew il)V(‘SrlHt'lll'.

{ This didennna, 1 which the central bank iy
I
| unable (o Cnconrage

lending with care cuts,

l is called “pushing on string.”

l
' Policy Lags

As you can see, there are g couple of

problems i the timing of Macroeconomic
policy. These are called policy lags.
Inside Lags

The inside lags arc delays in mlplcnu'ming

policy. These lags occur for (wo reasons.

Frrst, it takes time 1o Wenuaty 4 problem.

’ While cconomisgs have developed sophisti

/ cated  computer models for predicting

economie trends, they sull cannot know tor
sare that the cconomy s headed into
phase of the

already there.

anew
business cycle unal r js
Staustics may conflict and it
can take up o a vear 1o TCCOZIIZE A serious
cconomic problem.

A sood example of thig

booccurred in 1990 Although

problem
a recession
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-Business (_:yéles and 'Stabilization'v__ é_'.l_cy

Business cycle
with poorly timed
stabilization policy

RN

RIS

Real GDP

Business cycle ¢

S

Time

began July 1990, Alan ¢
char of the |

reenspan, th
th
s testified i October 199

soard of Giovernors of
Federal Reserye

that the cconon

¢
¢

0

y had nor ye shipped o

reCession. Looking back, however, we
now know haq 4 recession had hegun
months  carlier Fven (.‘rvvnsp:m, an

CCOnOMIC expert with (he
and other resonrces his disposal, wa
slow (o recogntze
begun.

A second reason tor mside Lags is tha
once a problem has been recognized,
Tl

cre for fiseal polic

take additional Hme to enact policies.

;)l'()l)'(‘”l l\ More sev

than for menetary policy. Freeal policy

which includes changes 1y sovernmen

spending and taxation, requires

Congress and the President. Sinee Congres

must  debate new plans  and get th

approval of the President, i may take tim

before a new policy 1s enacted.
The enactment of mone
the other hand, is streamlmed. The Feders

Open Marke

tmes

Committee meers crgh

cach year o discuss

policy—more often if necessary, Onee |

has decided thay chang

FOMC can make o en market policy o
! I y

discount rage change

Qutside lags
Once a new policy is determined, it rake
ffective. This time period

outside lag, also differs fo

tme to become e
known as the

stalt of the [ed

S

that g recession had

{

i can

S

%

/
Bl

{

actions by

S

g

I

tary policy, on

l
{

moneta ry

{

es are called for, the

r

s almost immediately.

S

b

r



’L

monetary and fiscal policy. For fiscal policy,
the outside lag lasts as long as is required
for new government spending or tax
policies to rake effect and begin to affect
real GDP and the inflation rate. This time
pertod can be relauvely short, as with a tax
rebate chat returns government revenues (o
houscholds cager for spending money. One
statistical model concluded that an increase
in government spending, would increase
GDP atter just six months.

Outside Tags can be much longer for
monetary policy, since they primarily affect
business mvestment plans. Firms may
requite months or even years to make large
mvestment plans, especially those mvolving,
new physical capital, such as a new factory.
Thus, a change in mnterest rates may not
have ies full effect on mvestment spending
for several years. This conclusion s
supported by several studies that suggest
that the ourside fag for monctary policy is
probably rather long. More than two years
may pass before the maximum impact of
monctary policy is feli.

Given the longer mside lag for fiscal
policy and the longer outside lag for
monctary policy, tt is not obvious which
policy has the shorter towal lag. In practice,
partisan politcs and budgerary pressures
often prevent the President and Congress

from agreeing on fiscal policy. Because of

the polical ditficaliies of implementing,
fiscal policy, we rely to a greater extent on
the Fed to use monctary policy to soften the
busmess cycle.

Predicting Business Cycles
The Federal Reserve must not only react to
current trends. It must also anticipate
changes in the economy. How should
policymakers decide when to mtervene in
the economy?

Monetary Policy and Inflation

You have already read thar expansionary
policy, if enacted at the wrong time, may
push an economy into high inflation, thus
reducing any beneficial impact. This is the

()r%»f(’ HEY ! REMEMBER THIS

GREAT CHART FROAM
L THEMINET ES 7

T

i - EE Tt
! ‘/‘\t\\’ (t )m DE- o0 O D s ‘1 M tarang

A Unprecedented economic growth in the 1990s fed some
economists to predict an end to the peaks and troughs of past

business cycles. Recession in the early 2000s,
however, showed the cycle beginning again.

cluet danger of wsimg an casy moncey policy
1o ger the cconomy our of a recession.

An mflationary cconomy can be tamed
by a tight money pohicy, bue the tnnng 1s
again crucial. Hothe policy takes effect as
the cconomy s alrcady cooling off on s
own, the ughe money could turn a mild
contraction o a full-blown recession.

The decision of whether 1o use monetary
policy, then, must be based partly on our
expeciaaons of the busimess cycle. Some
recesstons are shortrun phenomena that
vill, i the long ran, disappear Some infla-
tonary peaks may also be expected o last
for the short run and end in the long run.
Given the tming problems of monetary
policy, i some cases it may be
wiser to allow the business

cycle to correct uselt rather

than run the risk of an dl-
umed policy change.
If a recesston is expected to

Inthe News Read more about monetary
policy in “Retirees Forced fo Pinch
Pennies,” an article in The Wall Street
Journal Classroom Edition.

turn into an cxpansion in a
short time, the best course of

acuon may be to take a laissez-
faire approach to the cconomy
and let the economy correct
itself. On the other hand, if we
expect a recession to last
several years, then all but the
most conservative onlookers

Go é%nlme

The Wall Street Journal
Classroom Edition

For: Current Events
Visit: PHSchool.com

Web Code: mnc-6164
N |
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Figure 16.11 Fiscal and Monetary Policy Tools

Contractionary tools 1. decreasing government : 1 open market operations

spending . bond sales
Lo i
2. raising taxes 2 mncreasimg the discount
rate

Lo

mereasiyg resemnve

i
;
;
i
Iorequireminns
|
!
i !

q,\)‘”'c Both the federal government and the Federal Beserve can
7 % influence the nation's cconomy.
wmmemy s; Fiscal and Moanctary Paolicy How are fiscal and manetary
K tcy stmilar? 1 ry differ?

&y CONCE"‘ policy simitar? How do they differ?

would recommend an active policy. So the
question s this: How fong will a recesstonary

or nflationary period last?

How Quickly Does the Economy
Self-Correct?
Feonomusts disagree on the answer o this

question. Thetr estmates {or the US,

cconomy range from two (o six years. Sinee

the economy may take quite a long time to
recover on its own from an inflationary
peak or a recessionary trough, there is time
for policymakers o guide the economy
back to stable levels of outpur and prices.

Approaches to Monetary
Policy

In pracuce, the lags discussed here make
monctary and fiscal policy difficult 1o
apply. Interventionist policy, a policy
encouraging action, is hkely to make the
busmess cycle worse i the cconomy self-
adjusts quickly. Laissez-faire cconomists
who believe that the economy will self-
adpust gquickly will recommend against
cnacting new policies. Economists who
believe that ccononties emerge slowly from
recessions, however, will usually recom
mend enacting fiscal and monetary policies
to move the process along,.

Fhe rate of adjustment may also vary
over time, making policy decistons cven
more difficult. This debate over which
approach to ke with monetary policy will
probably never be seuded to the satisfaction

ol all ccononusts.

v

b

EN

vould'the Fedd ral Reserve enact an easy money

2. Why would the Federal Reserve enact a tight money
policy?

3. What are inside lags, and why do they occur?
Why does manetary policy have such long outside lags?

5. What is monetarism?

Applying Economic Concepts

6. Critical Thinking Why do business cycles make
monetary policy difficult to time?

1. Try This With a partner, stage a debate on monetary
policy. One of you will take an interventionist approach,
encouraging action, the other a laissez-faire approach,
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discouraging action. Use information from your textbook
to help cratt your arqument.

8. Using the Databank Fxamine the graphs on Fconomic
Indicators in the Economic Atlas and Databank on pages
938 539 How would you describe the economic perfor-
mance of the United States at the end of the twentieth
century?

Cﬁg-A—LPHSchool.com

For: Presentation Activity

Visit: PHSchool.com
Weh Code: mnd-6164

N




Banking, Monetary Policy, and
the Great Depression

ln 1929, the collapse of the stock market touched off a peniod of cconomic
devasration known as the Great Depression. Millions of Americans found
themselves unemployed and lost their homes,
Farms, and Bife savings.

Bank Failures In Lue Ociober 1929, dropping,
stock prices caused nany panicked mvestors
to sell therr stocks, which resulted m the col
Lapse of the stock marker on October 29,
1929 Banks had mvested heavily in the stock
market and lost huge sums. Fearful that banks
would run out of money, people rushed to
ther banks demanding, their money. 1o pay
back these deposits, banks had 1o recall Toans
fronr borrowers, but they could not do so fast
enough to pay all the depositors demanding
therr money. Thousaads of banks failed.

Emergency Action In 1933, President Franklin
D. Rooscvelt took emergency acton and
declared a bank “holiday.” All banks closed Crash of 1929,
temporarily 1 stop the banking, panic.
Congress then passed the Banking Act of 1933, which created the Federal
Depostt Insurance Corporation (FDIC) (o msure deposits. This meant that even
i a bank failed, deposits would be guaranteed by the federal government.
Meanwhile, banks became extremely cautious. They made fewer foans and
kept enough cash on hand i case depositors all came at once to withdraw their
funds. Bauks began to hold substantial reserves, far in excess of those required
by the Federal Reserve.

Federal Reserve Response Thesc excess reserves concerned the Federal Reserve,
which feared that banks might distribure that money, possibly causing inflation.
In 1937, the Fed raised reserve requirements for the banks, thus lowering, the
money supply to prevent inflation. Banks responded by cutting back their loans
even further to have enough cash for depositors.

This Federal Reserve policy had an unintended negative result. Banks reduced
lending, which led to a recession. Since that time the Fed has learned not to
make sharp increases in reserve requirements.

Applying Economic ldeas

1. Why did the Federal Reserve raise reserve requirements in 193772

2. Were banks justified in holding excess rescrves in the 1930s? Why or why not?

A Countless investors lost everything in the




Chapter Summary

summary of major ideas in Chapter 16 appears

below. Sce also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 16.

Section T The Federal Reserve System (pp. 415-418)

To stabilize the naton’s banking system, Congress
created the Federal Reserve System. The Federal
Reserve is made up of twelve Federal Reserve Districts
and s overseen by a small but powerful Board of
Governors. As a private institution serving a public
function, the Federal Reserve is a central bank rela
tively free from government control.

Section 2 Federal Reserve Functions (pp. 420-423)
The Federal Reserve serves the banking nceds of the
government and of individual banks. Tt regalates the
nation’s banking system. It also monitors and regn
lates the navon’s money supply.

Section 3 Monetary Policy Tools (pp. 425-429)
Money creation occurs through the day-to-day opera-
tions of banks. The Federal Reserve uses three tools
of monctary policy to control the amount of money
i circularion. The three wools are changing, the
required reserve ratio, changing the discount rate,
and buying or selling bonds on the open market.

Section 4 Monetary Policy and Macroeconomic
Stabilization {pp. 430-434)
The Federal Reserve enacts monetary policy to lessen
the effects of business cycles. The unpredictable
length of business cycles, however, makes it difficult
to determine when it is wise to intervenc in the econ-
omy. laside fags and outside lags make it difficult o
conduct monetary and fiscal policy.
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Key Terms

Match the following definttions with the terms

listed below. You will not use all of the rerms.

inside lag

discount rate

Board of Governors

federal funds rate

eXCess reserves

Federal Reserve
District

221

tight money policy
maoney creation
outside lag

casy money policy
prime rate

check clearing

Rare the Federal Reserve chiarges for foans
to commercial banks

Process by which money enters mio circu
fation

The seven member board that oversees the
Federal Reserve System

Monctary policy that reduces the money
supply

Reserves greater than the required amounts
The process by which banks record whose
account gives up money and whose account
receves motey when o customer writes a

check

- The e it akes for monctary pohcy to

have an effea

Using Graphic Organizers

8.

On a separate sheer of paper, copy the tree
map below. Complete the tree map with the
tools of monctary policy and their expected

cftects on the economy.

- Tools of Monetary Policy '

Open market
operations

lacreasing
money supply




Reviewing Main ldeas

9. What was the reasoning behind the creation of
the Federal Reserve?

10. List and describe three services the Federal
Reserve offers banks.

11. Describe the money muliplier formula m your
own words.

12. How do inside Tags and outside lags affect mon
ctary policy?

13. What s the ditference between easy money poh

cres and ught money pohices?

Critical Thinking

14. Analyzing Information Review the services the
Federal Reserve offers banks and the regubations
it places on banks. Which scrvice or regulation
do you think s most important to the American
banking system?

market

53]

Analyzing Information Why arc open
operations the most commonly used  actions
taken by the Fed? What advantages do open
market operations have over other monctary
policy tools?

16. Recognizing Cause and Effect 1i the Pederal
Reserve Board were to implement an casy money
policy, what actions would it take? What would
be the expected results of this policy? What con-

ditions could lead the Fed to take such actions?

Problem-Solving Activity

17. Suppose the cconomy is experiencing a high rate
of mflavon. As chair of the Federal Reserve
Board, what actions would you take 1o put the

cconomy back on track?

Economics Journal

Organizing Information Review your list of
terms and defimtions. Use your hist and other
information from the chapter to create a graphic
organizer summarizing the role of the Fed in the
United States economy.

Skills for Life

~Go

Recognizing Bias in Writing

shown on page 419; then complere the following

Review the steps

activity based on the passage on iflation below.

18. Who 1s the author of the excerpt below?

19. Is this a personal letter, diary entry, or public
document?

20. What words does the author use to describe the
actions of Alan Greenspan?

21. Do you detect any obvious bias?

22. What cconomic attitudes may have mtluenced

the author’s opinton?

“In the late 1960s, after 20 years in which the gross
domestic product had grown 4% a year, inflation had
rematned helow 2%, and the Dow Jones Industrial
Average ad increased fivefold, the U.S. economy began
along stide into an economic abyss. Inflation and interest
rates shot up, stock prices stagnated, and by the late
1970s, few thought the U.S. economy could ever recover,

Today, many believe this same fate is once again
awatting the U.S. economy. According to'the pessimists,
the U.S. stock market is in a bubble that is about to burst,
and inflation 1s about to explode. The recentdip in the
stock market - -prompted by more gloomy warnings from
Alan Greenspan -appeared to give credence to.these
worrywarts. But they are wrong.”

Brian S. Wesbury, chief ecanamist at Griffin, Kubik,
Stephens & Thompson, “Have No Fear, Inflation Isn't
Here" [Commentaryl, The Wall Street Journal Interactive
Edition; October21, 1999
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As a final review, take the tconomics Chapter 16 Self-Test
and recetve immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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