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OBJECTIVES ECONCMIC DICTIORARY

1. Describe banking history in the As you read the section, look for
United States. © the definitions of these Key Terms:

. Explain why the Federal Reserve Act . & monetary policy
of 1813 led to further reform. © s reserves

¢ reserve requirements

"3, Describe the structure of the Federal

Reserve Systent.

Federal Reserve
o Actof 1913

V Federal Reserve
System

b Economics and You  ivs Saturday night, and you’ve gone out
to a movie with friends. Now everyone wants to eat, but you realize that
you have only a dollar and some change left. What can you do? If you have
access to an AT M, you get cash out of your bank account. Here’
crazy thought—what if your h nk runs out of money? What can it do?

«

Principles in Action As you'll see in this section, when American banks
need emergency cash, they turn to the Federal Reserve Systern for a loan.
The Federal Reserve System is organized to provide this and a host of
essential services to bﬁ‘i‘;i\i:@: to the federal government, and, most impor-

tantly, to the national economy.

Banking History

v L Hlic 11 :,A: ,7 i
M natary gmlmy refers to the actions thit Eh«c h.d ﬁ:«d

level of real GDP and the rate ot inflation in the economy. m@qgﬁg&yy pelicy the

visual Glossary

Go to the Visual Glossary Go to Action Graph Online
Online for an interactive review for animated versions of key Oniine for an interactive lesson
of monetary policy. charts and graphs. on making monetary policy.




< monetary policy the actions

that the Fed takes to influence |

the level of real GDF and

the rate of inflation in the
economy

 « Fed chair Ben Bernanke uses ore
of his important tools to stabilize the
economy. Wiat action does the

- ¢artoonist suggest Bernanke is ahout
o take?
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its duties and powers. Partly because of

the impassioned debate over state versus

federal powers, however, the first Bank
lasted orly until 1811. At that time,
Congress refused to extend its charter.

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

A period of confusion followed. States
chartered some banks, while the ft»dcr;d
government Lh’}ltﬁ’f(’d and re;u ated others

rEeSErves on mnd Reserves are deposits

that a bank keeps readily available as
opposed to lending them out. Reserve

[ o 1
nt Of reserves that

banks are required to keep on hand—were
difficult to enforce, and thc nation experi-
enced several serious bank runs. The Panic
of 1907 finally convinced Congress to act.

The nation’s banking system needed to
address two issues. First, consumers and
businesses needed greater access to funds
to encourage business expansion. Second,
baunks needed a source of emergency cash
to prevent depositor panics that resulred

'3\“'

g CHECKPOINT Why did seme Americans

oppose establishing o centrol bank?
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Fed to lower interest rates. Many of the
assets used to make business loans had lost
a result of the stock market crash.
Lower interest rates would make more
money available to banks. However, the
Federal Reserve Board of Governors was
against lowering interest rates. Concerned
about the gzrowth <>f the stock market, the
board favored a contractionary monetary
policy. They also restrained the New York
board from taking strong action. Many
economists believe that the failure of the
Fed to act contributed to the deepening of
the financial crisis.

19“', Congress adjusted the Federal

R eserve’s structure so that the system could
respond more effectively to future crises.
These reforms created the Federal Reserve

Svstem as we know it today. The new Fed
enjoyed more centralized power so that the
regional banks were able to act consistently
with one another while still representing
their own districts” banking concerns. One
example shows how the new Fed helped
fight a Depression-era crisis
Minnesota town. Picture this scene:
()umde the b'mk a large Lrowd was

. p
mn a emall

,,%s-——i( 0 miles away—and

to send him money. Fed
e >d nto action. They hired an

i
cked a half mullion dollars

Uipon apoproaching the town the pilot
el w 'N”“ *%‘ze% W%am s}im et

lending therm out

rn canceled one another out.
Por f*”&mp!c in 1929 and W%U t}\e

reserve requirements
the amount of reserves

e ° e

4 @ﬁﬁ@ﬁ%@iﬁi Wh)‘: dfd f‘ﬁm Pfﬁ .fc:niﬁfa y that banks are required
prevent the financial crises that led fo the ¢ yeep on hand
Grear Depression?
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Structure of the Federal
Reserve :

The Federal Reserve System is privately
owned by the member banks themselves.
But it is publicly controlled by the federal
government. Like so many American insti-
tutions, the structure of the Federal Reserve
System represents compromises between
centralized power and regional powers.
Figure 16.1 illustrates that structure.

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 in Washington, D.C. Its seven
governors, or members, are appointed for
staggered 14-year terms by the President of
the United States with the advice and consent
of the Senate. The terms are staggered to
prevent any one President from appointing

Structure of the Federal
Reserve System

CHART SKILLS

More than 30 percent of all United States banks belong o the Federal

Reserve System.

1. At which of the three {eveis of this Fed structure would a
nat;onaiiy chartered bank in your community fit?

2. How doe3 the structure of the Fed reflect a compromise between
centralized power and regional powers?

@
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a full Board of Governors and to protect
board members from day-to-day politica]
pressures. Members cannot be reappointed
after serving a full term. Geographica
restrictions on these appointments ensu
that no one district is overrepresented.

The President also appoints the chair
of the Board of Governors from among
these seven members. The Senate confir
the appointment. Chairs serve four-year
terms, which can be renewed.

Recent chairs of the Fed have been
economists from the business world, the
academic world, or government. They have
a keen sensitivity toward public opinion and
an ability to use the media to affect public
opinion. Alan Greenspan, a former head
of an economics consulting firm and chair
of the President’s Council of Economic
Advisers (CEA), has been the most notable
chair of the Fed in modern times. He took
office in 1987 and served both Republican
and Democratic administrations. After
Greenspan resigned in 2006, President
George W. Bush replaced him with Ben
Bernanke, the head of the Council of
FEconomic Advisers and a former professor
of economics. Bernanke learned about
monetary policy and Milton Friedman as_
a graduate student. He spent much of his
career as an economist researching the
Great Depression. His own writings on
the topic focused on how to keep financial
crises from getting out of control.

Tweive Federal Reserve Banks
The Federal Reserve Act divided the United
States into 12 Federal Reserve Districts, as
shown in Figure 16.2. One Federal Reserv
Bank is located in each district. Each of the
Banks monitors and reports on econom
and banking conditions in its district.
Each Federal Reserve District is made up
of more than one state. The Federal Reserve
Act aimed to establish a system in whicht
one region could af:x,gﬁmt ﬁi“.ié? central bank
power at another region’s expense.
Congress regulates the makeup of ea
Reserve Bank’s board of nine directors to
make sure that it represents many interes
The nine directors consist ot three sets
three persons each. The first set of thr
represents commercial banks, and they
are elected by the district’s member bank
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The member banks also elect the second
set—three people who represent the mter-
ests of groups such as industry, commerce

;. and consumers. The th mi
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barniks
all banks
v\mfhft? or not the
These services include reserve
banks in need of short-term cash.

Fach of the approximately 2,400 Fed
member banks contributes a small amount
of money to join the system. In return, it
receives stock in system. This stock
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Federal Reserve districts

% Board of Governors,
Washington, D.C.

B Federal Reserve Bank cities

o«  Federal Reserve branch cities

carns the bank dividends from the Fed at
a rate of up to 6 percent. ;

The fact thar the banks themselves,
rather than a government agency, own
the Federal Reserve gives the system a
,ész;h degree of political mdcpéﬂd{:mf
s independence helps the Fed 1o make
deusums that best swit the interests-of the

,4 -

urmq and service ind
- fries, as w
urban areas,

well as rural amd

and smaliest of the
Federal Reserve
Districis? Mame the
Federal Reserve Bank
cities in each of these
districts.

How does the make-
up of the Federal
Reserve Districts heip
ensure that no single
region is dominant?

country as a whole.
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i affect financial
Y eCONOMIC nsHiunons
around the world. You will read more
about the effects of monetary policy later
in this chapter.

Members of
Committee are

h’ Federal Cﬁpm Market
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drawn from the Board of
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Ben Bernanke
testifies on the econ-
omy before a commit-
tes of Congress. Why
are both Congress
and world markels
interested in what

he has to say?

Governors and the 12 district banks. All
seven members of the Board of f\n’yvcmors
5%‘{ on the FOMC. Five of th
< presidents also sit on the committee.
resident of the
J{escrw Bank is a permanent member. The
four other district presidents serve one-
year ferms on a rotating b&s}s.
‘ vernors h&c’;g a majority
g%v%ng it er’r%ctivc‘f a:(mm»!_

York Federal

After meering with the FOMC, the chair
of the Board of Governors announces
the committee’s decisions to the public.

The Federal 1

“ederal Reserve |

%

ks and financial

I v

markets spring into action as thw react to
Fed decisions. In the next section, you will
read about how the Fe d’s decisions are

C’li‘i‘it‘d out and what functions the Federal
Reserve serves.
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read,
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b Economics and You it st
like the work and it pavs well, The trouble ,
out just once a month and you (umj‘;e/r;m}\/ I"'&t‘t‘d ﬁ'}at frrst paychcck.
Finally the end of the month arrives and vou rush to your bank to cash
your paycheck. But ‘ihc bank teller has an unpleasant surprise for you.

The bank will not credit the amount to your account until the paycheck
clears. It will take at t least two days, the teller says, for the check-clearing
process to be completed.

Principles in Action The teller doesn’t eV'phiiimwﬁr()b* bly becanse he or
she doesn’t know—that most check- dﬂqrmg functions in the United States
are handled through the Federal Reserve. In addition to vour che ‘Ck,, the
Fed will process another 18 billion checks this year. Whart else does the
Fed do? One function, as vou will read 1n the i“,u;sn()m'cs & You feature,

is to issue money. In fact, you may ?Jv a bill now that says “Federal
Reserve Note.” ihw :nd the many other responsibilities {f»‘ the Fed are
the subject of this section.

il fevenus Servce (7
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States gover

The Federal Reserve serves as banker for the United States government. It

maimaém a checking account for the Treasury Department that it uses to

- . & T . R“’:« g pee dbe i»:mr'vf r§

process Social Security ~wm cks, income tax refunds, and other government & The Federal Reserve is the banker for
e e T T . o X the U.S. government. Among its many
pavmm 5. For example, if you receive a check from the federal govern- S . L
’ ; functions, it processes social security
ment and cash it at your local bank, it is the Federal Reserve that deducts  checks and income tax refunds. What

the amount from the Treasury’s account. are some of its other responsibilities?




‘ 1. 2.
! Checl writer Recipient
4. i
Check Federal
writer's hank Reserve Bank
When you receive a check, you present it at a bank. The check is
‘ then sent to a Federal Reserve Bank, which collecis the necessary
funds from the bank of the person who wrote the check.

4. How long does it generally take for checks to clear?
2. In what other ways does the Fed serve banks?

Tederal Heserve also
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}kg Fﬁ,‘jxtfﬁ? 5
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erving Banks

The Federal Reserve also provides services
to banks throughout the nation. It clears
checks, safeguards bank resources, and
lends funds to help banks that need to
borrow in order to maintain their legally
required reserves.

shows how checks “clear”
Fed svstem. Check clearing
banks record

within the
is the
whose account gives up money and whose

process by which

a4 customer
r millions
speed
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,ar any one ame using high-
equipment. Most ch clos clear within two
e ﬁrmar(:ﬁbw achievement when
you consider that the Fed processes about
18 billion checks per year.

To ensure stability, the Federal Reserve
monitors bank reserves throughout the
banking system. Each of the 12 Federal
Reserve Banks sends out bank examiners
to check up on lending and other financial
activities of member banks. The Board of

\ A
Governors also approves or dis:
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These funds are called federal funds. The
interest rate that banks charge each other
for these loans is the federal funds rate.

Banks also borrow from the Federal
Reserve, especially in financial emergencies
such as recessions. The Fed acts as a lender
of last resort, making emergency loans to
commercial banks so that they can main-
tain required reserves. The rate the Federal
Reserve charges for these loans is called the
~ discount rate. You will read more about
the discount rate in Section 3.

An Expanded Fole

As you read in Chapter 10, a serious finan-
cial crisis erupted in 2008. It began because
many banks had made home loans that
borrowers were unable to repay. As the
crisis deepened, corporations and other
borrowers could not obtain loans from
banks, and the financial system ceased to
function effectively.

The Federal Reserve responded to this
crisis by changing the size and scope of
its involvement in the economy. The Fed’s
total assets increased during 2008 from less
~than $1 trillion to over $2 trillion. Prior
to the financial crisis, most of the Fed’s
assets consisted of government securities.
To help the mortgage market through the
financial crisis, the Fed bought mortgage-
backed securities. In 2010, the Fed held
over $1 trillion of these mortgage-backed
securities.

- & CHECKPOINT How does the Fed protect
consumers wheo take out bank loans?

| Regulating the Banking
System

- Banks, savings and other financial institu-
tions are supervised by a number of state
and federal authorities. The Fed coordi-
nates all these regulatory activities.

Reserves

~As you read in Chapter 10, United States
banks operate under a fractional reserve
system. Banks hold in reserve only a frac-
tion of their funds—just enough to meet
customers’ daily needs. Banks then lend
their remaining funds, charging interest to
earn returns.

Each financial institution that holds
deposits for customers must report daily
to the Fed about its reserves and activi-
ties. The Fed uses these reserves to control
how much money is in circulation.

The Federal Reserve and other regulatory
agencies also examine banks periodically
to insure that each institution is obeying
laws and regulations. Examiners may make
unexpected bank visits to ensure that banks
are following sound lending practices.
Bank examiners can force banks to
sell risky investments or to declare loans
that will not be repaid as losses. If exam-
iners find that a bank has taken excessive

federal funds rate the
interest rate that banks
charge each othef for
loans

discount rate the
interest rate that the
Federal Reserve charges
commercial bariks for
loans

4 Sometimes even two days to clear a check seems uncomfortably long.
What would happen to commerce and industry if it took all checks a

month to clear?
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ffunds

rate and

risks, they may classify that insutution as
a problem bank and force it to undergo
more frequent examinations.

CHECHPOINT Why does the Federal
Reserve examine banks?

The Federal Reserve is best known for

its role in regulating the ﬂ(ﬂ on 'S nor my
supp }‘f You will recall
that ec wises and rhe

y { - H 5 L

indicators of the money supply. M1 s
. 1
g .

CONOIT

B »
S
v omensure of the funds
PO i, e S A
easily accessible or n | M2

includes the funds counted in M1 as

as money market accounts and savings
instruments. The Fed compares various
measures of the money supply with the
likely demand for money.

People and firms need to have a certain
amount of cash on hand to make economic
transactions—to buy groceries, supplies,
uotmng), and so forth. The more of your
wealth you hold as money, the easier it
will be to make economic tra Nsactions

Of course, we can’t earn Interest on
monev that we hold as cash. As interest
rise, it becomes more expensive fo

eI
raves more

Q. @ﬁﬁi’fz@i 2\‘f [hte
chions held ?;‘f *h«

hold money as cash rather than placing it
in assets that pay returns. 50, as interest
rates rise, people and firms will generally
keep their wealth in assets such as bonds,
stocks, or savings accounts.

The final factor that influences money
demand is the general level of income. Ag
GDP or real mwme rises, families and
firms keep more of their wealth or income
i cash.

The laws of supply :mf'é demand affect
st as they affect everything else
muc%a money in the
ton. innflanonary
to purchase the
s the Fed’s job

money, ju
in the economy. oo

N [ X :
CCONOIMY jeads to i

times, it rakes
Sarme ”UOQ;

C; S€1Y Vices.
to keep the money supply stable.

Edcall% if real GDP grew smoothly and
the economy stayed at full employment,
the Fed would increase the money supply
just to match the growth 1n the demand
for money, thus keeping inflation low.
As you read in Chapter 15, however, it
is hard to predict econornic effects. In
the next section, vou will read about the
tools that the Fed can use to help the
economy function at full employment
without contriburing ro inflation.

CEHMBCHPOINT What is the effect of oo
much money in circulation?
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OBEJECTIVES

1. Describe the proc
creghion.

Controliing the Money Supply

2.

e required ressrve ratio

« money multiplier formula
3.

To increase i

To decrease it

&

prime rate

@«

open market operations

B Economics and You Suppose you have a checkbook that
allows you to write as many checks as you wish for any amount you
desire. You don't 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 that. However, the Federal Reserve,
through its monetary policy tools, comes close.
Principies in Action The Federal Reserve has the power to create money. It
also has the p()W(’Y to decrease the amount of money in the United States.
The Fed controls the amount of money in use in order to stabilize the
American economy. How does the Federal Reserve control the amount of
money m use? You will read how in this section.

Money Creation

The U.S. Department of the Treasury is responsible

for manufacturing money-in the form-of currency. The

Federal Reserve is responsible for putting money into
loes money get into the economy?

““(,'}E E 30 E”W*V‘,

The process 1s called money é:%“eaieiwg and it 1s carried out
by the Fed and by banks all around the country. Recall
from Chapter 15 the multiplier effect of government

spending. The multiplier eff

every one d sllar change

t in fiscal policy holds that

Money creation does not mean the printing of new
bills. Banks create money not by printing it, but by
simply going about their business.

For example, suppose you take out a loan of $1,000.
You decide to deposit the money in a checking account.
Once you have deposited the money, you now have

money creation the
process by which money
enters into circulation

CHAPTER 16 SECT

4 When you deposit money in the bank, you are not only
P . . increasing vour net worth, you are also increasing the
a balance of $1,000. Since demand deposit account  meney supply of the United States. Explain how your

balances, such as your checking account, are included in ~ deposit begins the process of money creation.

TION 3 429




In this exampie of
money creation,
the money supply
increases to $2,710
after four rounds.
4. inthis example,
what is the RRR?
2. Suppose Joshua
deposited only
4500 of Elaine’s
payment into his
account, How
rmuch would the
money supply
increase then?

(Simulation Activity) -

Money and the

Federal Reserve
You may be asked to
participate in a role-
plaving game about
Money and the Federal

Reserve.

Money Greation

3 -

You deposit $1,000
into your checking
account,

Your $1,000 deposit
minus $100 in reserves
is lnaned to Elaine,
who gives it fo Joshua.

$100 held In reserve
$900 available for ioans

M1, the money supply has now increased
by $1,000. The process of money creation
begins here.

Banks make money by charging interest
on loans. Your bank will lend part of the
$1.000 that vou deposited. The maximum

4

o

amount that a bank can lend is det
by the required reserve ratio (R

fraction of deposits that banks are required

0 K .

U rescrve

ratio of reserves to deposits,

&

Joshua’s $900 deposit
minus 80 in reserves is
loaned to another customer.

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

e,

$90 heid in recerve

810 available for loans

Now suppose that Elaine uses the $900
to buy Joshua’s old car. Joshua deposits the
$900 from Elaine into his checking account.
His bank keeps 10 percent of the deposit,
or $90, as required reserves. It will lend the
other $ to its customers. 50, Joshua has
a dem: ssit halance of $900, which is
d the new
so added

» thar the

W 15

E'i'}i'}ﬂ(‘y 54
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ished by the Federal Re
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that the deposit of $1,000 can lead to a
$10,000 increase in the money supply.

As of 2010 in the United States, banks
had no reserve requirements on the first
$10.7 million of demand deposits assets.
They were required to hold 3 percent

reserves  on
between $10.7
on ali demand deposit assets
§55.2 m'Hi(:-rL

demand deposit assets
and $55.2, and 10 percent
exceeding

[ S i
I the real wort

td, however, peo
L some cash outside of the banking system,
meaning that some funds leak out of the
 money multiplier process. Also, banks
sometimes hold excess TeSeives, which
are reserves greater than the required
amounts. These excess reserves ensure that
hanks will always be able to meet their
customers’ demands and the Fed’s reserve

requimmcm% The actual money multiplier
effect in the Unired States is estimated to
be berween 2 and 3.

The Federal Reserve has three tools
for adjusting the amount of money in the
ecconomy. These tools for grﬁatmg money
(or destroying it, if nced be) are reserve
requirements, the discount rate, and open
market operations.

"'1‘

@ CHECKPOINT How do banks create
money simply by going about their
business making leans?

Reserve Requirements

The simplest way for the Fed to a djust the

1t of reserves in the banking system

ik

y change thf: re ‘mwwi rmcrw ratio. *\

h:m sole zc‘xpoz <.1hmy over u’i‘wngcg i

FLOwWever.,

?"w;iag%?
e

i re .. Lven
orces
more MONey i reserves. This
contraction in the money supply
Although ch,:mgmg,, reserve I “quir ments
can be an effective means of cha
money supply, the Fed ¢

nks to

CAUSES A

does not u

tool often because it is disruptive to the
banking systern. Even a small increase in the
RRR would force banks to call in sxgmfr
cant numbers of loans, that is, to require
the borrower to pay the entire ou itsranding
baiance of the loan. This may be difficult It for
the borrower. For this reason, the Fed rarely
changes reserve requirements.
i CHECKPOINT What effect would @
reduction in the required reserve rate
{RRR)} have on banks?

The Discount Rate

In the past, the Fed lowered or raised the
discount ra Jw to mcrease or decrease the
money supply. Re call that the discount rate
is the interest rate that the Feder: al Rcserve

charges on loans to financial institutions.
Today, the discount rate is priim w""y used
to ensure that sufficient fu nds are avail

able in the economy. For example, during
a fmanudl crisis, there may not be enough
in the banking system to

iricrease reserves.

Beserye Beguirement

Banks reduce

eXcess reserves bank
reserves greater than the
amount required by the
Federal Reserve

Reserve Reguirements

Money Supply

Heducing an (o]
money supply.

increasing reserve "QQLEWQm@”i‘* directly affects the

£, What is the effect of reducing resefve requirements?
2. What action of the Fed with respect to reserve requirements caus

the money 33;3?\?“ in decrease?

CHAPTER 1t
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CREDIT

Car Loan? Not So Fast.

Lenders’ stricter standards are making it tougher

to drive off the lot.

By Eleanor Laise
The Walf Strest Journal

he credit crunch, having knocked
around the American home, is
now rolling into the garage.
Despite interest-rate cuts by the
Federal Reserve; it’s getting tough for
many consumers to find attractive
y loans. Many lenders

terms On autc
are making fewer loans and instituting
stricter standards on loans they do
approve, often requiring higher credit
scores, making smaller loans and
demanding bigger down payments.
While “subprime” borrowers with
credit will bear the brunt of
shifting lending standards, even

.
s with good

pooOT

And

may be affected by some changes.
some consumers may not be able to
r loan at all.

.

n lvmmﬁﬁ Staggs, 36, of ‘s;rm}_,
”t:.i.ﬁ set out to buy a Dodge

truck recently, he was looking for an
auto loan with an interest rate below

10% and monthly payments between
$250 and $300. But Mr. Sraggs, an
engineer who says his credit isn’t bad,
but not great, didn’t get the terms he
was banking on. He put down $1,500,
and his $14,000, 72-month loan came
with $298 monthly payments and a
13.5% rate. “That’s a lot higher than

I wanted,” he savs.

Not @fi bormwer% wﬂi see mug’ner

loans mb%tantméév exceeding the car’s

worth, some are now keeping loan
amounts closer to the vehicle’s value.

Jon Garcia, finance manager ar a

Classroom E ition
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Toyota dealership in Janesville, Wis.,

mams New Car
mamen |Used Car

says he’s seeing subprime lenders
supply only 85% to 90% of the car’s
book value, down from as much as
140% previously.

And these borrowers with good
credit may find tougher loan terms if
they live in areas where home prices
are dropping. Chase Auto Finance i
requiring more collateral on longer
term loans in “high risk” states kke
Arizona, California and  Nev
which have been hit hard by th
housing crisis.

But terms are getting especiall
tough for subprime borrowers. Cha
Auto Finance recently boosted by
points the credit score require
subprime customers borrowing m
than 110% of the car’s value. “Wi
trying to lend to people who will
able to pay us back,” says Thor




pmvidc the necessary loans to businesses
and imiivic ials. In that case, the ability of
banks to borrow at the discount rate from
the Federal Reserve provides an important
safetv net.

Todav, to enact monetary policy, the
Federal Reserve primarily adjusts the
federal funds rate, which is the nterest
rate that banks charge one another for
loans. it does not actually sef a new federal
funds rate. however. Instead. it decides on
a “target” level for the rate and then takes
steps to reach that target. These steps are
part of the Fed’s open market operations,
which you will read about shortly.

The Fed does set the discount ra
it keeps this rate above the federa
rate. Banks usually choose to borrow from
one another at the funds rate. Only if they
need additional reserves will they furn to
the Federal Reserve and borrow at the
higher discount rate.

Changes in the federal funds rate and the
discount rate affect the cost of borrowing
to banks or other financial institutions. In
turn, these changes in interest rates affect
the prime rate. The prime rate is the rate of
interest that banks u’hzi’v'é on short-term
loans to their best customers—usually
large companies with good credit ratings.
Ultimately, other interest rates follow,
mcluding the rates that banks pay on
savings accounts and the rates that they
charge for personal loans. Tl
rate, federal funds rate, and p;mr rate
They determine the

COST OF DOTFOWING mMoney for a few pours,

e d;\& Gunt
are snort-ternm rates.

days, or months. Short-term rates have a

E‘f‘“‘?(“ mpact on i“h(f long-term growth

*v;g (SIS ‘tx

inrerest rates, “

other toois.

v

B CHECHBOINT ;
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wedjust the mon jﬁ sUppivT
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selling s of government securities in L order to
alter the supply of money. (See ?Ségs.if%% 16.6.)
Open market operations are by far the
MOst 1IMports and most often used—
monetary policy tool.

Money Supply

supply to expand.

Open Market Operations

Open market operations are the most often used monetary policy tool.

1. When the Fed seils government securities to bond dealers, does
that increase or decrease the amount of money in circulation?

2. How do open market operations differ from reserve requirements?

When the F

ederal Open Market Committee
(FOMC) chooses to increase the money
SU{,‘!‘{)]V, \1 ;\rr]r:x f‘u f;”'wixh(r {; g}‘ at {*h@

clelilin RUor o

Federal Keserve Bank of New York to
purchase a certain quantity of government
securities on the open market. The Federal

’ L
Reserve Banl buvs ¢

S
se securities with
checks drawn on Federal Reserve funds.
The bond seliers then deposit the money

from the bond sales into their banks. As

Mow], the bank now has more

. Sothe ,}m‘k can
arntlhor

CR8FLALY Pl

~ “Wm‘[ Are ODED Marke ’1 C
erat Reserve Bank of

Fi’ciixbi‘s&)

In this way, s enter the banking
system. setting in motion the
creation process described earlier.

money

i

| Personal Finance

- For miore about the

f QﬁﬁaE mre, See your
Personal Finance
Handbook in the back
of the book or visit
PearsonSchool.com/PHecon

open market
operations the
buying and selling of
government securities in
order o alter the ¢

of money
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SECTION J ASSESSMENT
% Guiding Question 5. Describe the money muttiplier
1, Use your completed table to answer formula.

Key Terms and Miain deas
3. What is money creation?
4. What is the reduired reserve ratio?

this question: How does the
Federal Reserve control the amount
of money in use?

Extension What method do you
use to be sure you have cash for
necessary expenditures such as
transportation and tunch? Prepare

H

a budget for the coming

List your expected expenses and
revenue. Be sure to allow reserves
for unexpected expenses.

Bond Sales

If the FOMC chooses to decrease the money
supply, it must make an open market bond
sale. In this case, the Fed sells government
securities back to bond dealers, receiving
from them checks drawn on their own
banks. After the Fed processes these checks,
the money is out of circulation. This opera-
tion reduces reserves in the banking system.
In order to keep their reserves at the required
Jevels, banks reduce their outstanding loans.
The money multiplier process then works in
reverse, resulting in a decline in the money
supply that is greater than the value of the
initial securities purchase.

Targels
To judge whether its open market opera-
tions are having the desired effect on the
economy, the Fed periodically evaluates
one or more economic targets. You have
cead about how the federal funds rate
serves as the main target for interest rates.
The Fed also keeps an eye on various
money measures such as M1 and MZ2.
Close analysis of these targets helps the
Fed meet its goal of promoting a stable
and prosperous economy.

' CMECKPOINT What action does the
Federal Open Markeft Committee take if
it wants to decrease the money supply?

excess reserves?

fall? Why?

raing monin. Critical Thinking

[a S =i ap i

Frsg DY Y

asa THE FEDERAL RESERVE AND MONETARY HU

6. Why do banks sometimes hold

7. If the discount rate rose, would you
sxpect the prime rate to rise or

4. What are open market operations?

oret

arcial
banks make money? (b} How does Suppose the RRR is 0.15. (a} Use
the required reserve ratio affect the
amount of money they can lend?

10, Infer {(a} When the Fed cuts interest
rates, what effect does it expect o
have on business and consumers?
{b) How is the Fed influenced by mar-
wet forces in making rate decisions?

8. Explain {8} How do comm

Using Monetary Policy Tools

Open market operations are the mos
often used of the Federal Reserve’s mone
tary policy tools. They can be conducted
smoothly and on an ongoing basis to
meet the Fed’s goals. The Fed changes the
discount rate less frequently. It usually
follows a policy of keeping the discount
rate in line with other interest rates in
the economy in order to prevent excess
borrowing by member banks from the Fed
that might threaten economic stability.
Today, the Fed does not change reserve -
requirements to conduct monetary policy.
Changing reserve requirements would -
force banks to make drastic: changes in.
their plans. Open market operations or
changes in the discount rate do not disrupt
financial institutions.
[n setting its monetary policy goals,
the Federal Reserve keeps close touch on
market forces, studying inflation and busi-
ness cycles to determine its policy. As you
just read, changes in the money supply
affect interest rates. You will find out
more about how this process works in the
next section.

&

7 CHECKPOINT Why are open market
operations the Fed’s preferred monetary

policy tool?

To coniinue to build &

Essgnﬁai {luestipng response to the Fssential
H  Journal Question, go to your
Essential Questions Jour

%

11, Describe {a) What are three tools t
Fed has for adjusting the amourt
money in the economy? (B} Choos
one of the tools and describe it.

12, Analyze Why do the discount raie
tederal funds rate, and prime rat
have a limited impact on the
iong-term growth of the economy

path Bkilis
13, Caloulating Money Supply

the money multipiier formula to
determine by how much a $2,000
checking account deposit will
increase the money supply. (bj W
the money supply actually increa
by the amount you calculated? ¥
or why not? ,
Visit PearsonSchaool.com/PHeC
for additional math help.




OBJECTIVES .1 ECONOMIC DICTIONARY

1. Explain how monetary policy works. As you read the section, look for

. Describe the problem of timing in the definitions of these Key Terms:

implementing monetary policy. ¢ monetarism
Explain why the Fed’s monstary ¢ easy money policy
policy can involve predicting business : e tight money policy
cycles. .« inside lag

. Contrast two general approaches to | e outside lag
monetary policy. :

B Economicsand You rave you ever asked a parent for money—
a raise in your allowance, perhaps, or cash to buy concert tickets? If so,
you know that timing is everything. If, for example, your parent has just
paid a huge bill for home or car repairs, you know that’s the wrong time
to be asking for spending money.

Principles in Action As you’ll see in this section, timing is also critical to
the Fed. Proper timing can support the Fed’s efforts to bring economic
stability. Bad timing can destroy it. In the How the Economy Works
teature, you will see how the Fed copes with the many factors that can
make its monetary policy succeed or fail.

How Monetary Policy Works

Some economists have great faith in monetary policy. These believers in
monetarism believe that the money supply is the most important factor in
macroeconomic performance—which as you have read is the functioning
of the entire economy. How, then, does monetary policy influence macro-
economic performance?

Monetary policy alters the supply of money. The supply of money, in
turn, affects interest rates. As you read earlier, interest rates affect the
level of investment and spending in the economy.

The Money Supply and est Rates
It is easy to see the cost of money if you are borrowing it. The cost—the
price that you as a borrower pav~wz<; the interest rate. Even if you spend
your own money, the interest rate still affects you because you are giving
up interest by not saving or investing.
The market for m(}ney is like any other market. If the supply is higher, the
price—the interest rate—is lower. If the sappl y is lower, ;hfﬁ price—the interest
rate—is higher. In other w vords, when the money supply is high, interest rates
are low. When the money supply is low, interest rates are high.

Interest Rates and Spending

Recall from Chapter 12 that interest rates are important factors of spending
in the economy. Lower interest rates encourage greater investment spending
- by business firms. This is because a firm’s cost of borrowing—or QF using

Money Supply Interest Rates

Economic Stability

monetarism the belief
that the money supply

is the most important
factor in macroeconomic
performance

This bank advertises the cost of
borrowing for mortgages. How is the
market for money like any other
marketl? ¥

CHAPTER 16 SECTION 4 4235



Innovators

sasy money policy
z monetary policy that
increases the money
supply

tight money policy a
monetary policy that
reduces the money
supply

its own funds—decreases as the interest rate
decreases. Higher interest rates discourage
business spending.

Firms find that lower interest rates give
them more opportunities for profitable

interest on its loans, it may find few profit-
able opportunities. If interest rates fall to
6 percent, however, the firm may find that
some opportunities are now profitable.

If the macroeconomy is experiencing
contraction—declining income-—the Federal
Reserve may want to stimulate, or expand,
it. The Fed will follow an easy money policy.
That is, it will increase the money supply.
An increased money supply will lower

lowed by layoffs and cutbacks.

experiencing a rapid

economy 1s

job
<
~

X on that may cause high inflation,
the Fed may introduce a tight money policy.
is. it will reduce the money supply.

The Fed reduces the money supply to push
interest rates upward. By raising interest
rates, the Fed causes investment spending to

decline. This brings real GDP down, too.

436 THE FEDERAL RESERVE AND MONETARY POLICY

o
00s¢€
U TeTEAERT]

A FERSONAL

ro

sac neauiE?
Tis GLAF ol

cs1p B
qits RERATION s
pyrEnoN AXD ECONGHIES

Mﬂ:cn Friedma

inees e Hob P4
i ROSE

 Science; Presidential Medal o
Freedom ~

Even though it can only alter the money
supply, the Fed has a great impact on the
economy. The money supply determines -
the interest rate, and the interest rate
determines the level of aggregate demand.
Recall from Chapter 12 that aggregate
demand represents the relationship between
price levels and quantity demanded in the
overall economy. Thus, the level of aggre
gate demand helps determine the level
real GDP.

CHECKPOINT How are monetary policy,
money supply, and interest rafes
connected?

f Timing

L

SUNNNUURE, o SR, DM
eConomy. 1 polcics

wrong time, they could

Figure 16.7A shows the business c¥'
with a properly timed stabilization polic!

The green curve, which shows great



fluctuations, is the business cycle as
explained 1 Chapter 12, The goal of
stabilization policy is 1o smooth out
those fluctuations—in other words, to
make the peaks a little bit luwm and the
trovghe not quite so deep. This will muni-
mize inflation in the pe caks Cmd the effecrs
of recessions in the troughs. Properly
timed stabilization policy smoothes out

the business cycle, as shown by the red
curve in

Figure 16.74,

If stabilization policy is not timed prop-
erlv, however, it can actually make the
’busiuess cycle worse, not better. For
example, suppose that policymakers are
s}( ; to rcrcoﬂ'ﬁirc thc contraction shown
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that a contraction is occurring until the
economy is deeply into it. Some period of
time may pass before they respond to the
contraction.

Likewise, it takes time to enact expan-
sionary p()hum and have those puuc;e»

take effect. By the time rhis take e, the

B

economy may already be coming out of the
recession on its own. If the expansionary

Time

effects of an easy money policy boost the
economy while it is already expanding, the
result could be an even larger expansion
that causes high inflation. If expansionary
policies are enacted too late, the economy
may have slowed down so much that busi-
nesses are reluctant to borrow at any rate
for new investment.

As you can see, there are a couple of
problems in the timing of macroeconomic
policy. These are called policy lags.

The inside lag is the time it takes to
implement monetary policy. Such lags,
or d 'elays occur for two reasons. First, it
s time to identify a problem. Although
economists have developed Sﬂphlsthat(d
computer models for predlc‘tmv economic
trends, they still ca sure that
the economy is headed into a new phase of
the business cycle untl it is already there.
Statistics may conflict, and it can take up
to a year 1o recognize a serious economic
downturn.

A second reason for inside lags is that
once a problem has been recognized, it can
take additional rime to enact polic
problem is more severe for fiscal policy
than for monetary policy.
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Business Cvcles and Stabilization Policy
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| Business cycle |
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Real GDP

Time

CHAFTER 16

inside iayg the time
it takes to implement
monetary policy

The timing of mons.-
POe NG o7 mone

tary policy measures
can intensify the
business cycle.

1. Which troughs
are lower, busi-
ness cycles wilh
proper ‘timmc
or ones with
improper t;mmgﬁ'?

témimg and
improper thming?
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nling

For an animated version
of this graph, visit

PearsonSchool.com/PHecon
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How does the Fed make monetary policy?

Monetary policy may be explained simply as the steps the
Federal Reserve Board takes to control the business cycle and
make sure that the economy remains prosperous and stable.

At some point in every

business cycle, the economy

will contract, or go into

decline. This phase generally
causes unemployment to rise

and real GDP to fall.

outside lag the time
it takes for monetary

policy to have an effect

438 THE FEDERAL

It’s the job of the Fed to

spur a sluggish economy.

One way it does this is by
lowering the discount rate,

the interest rate that the Fed
charges on loans to financial

institutions.

which includes changes in government
spending and taxation, requires actions
by Congress and the President. Since
Congress must debate new plans and get
the approval of the President, it takes time
to get a new policy enacted.

The enactment of monetary policy,
on the other hand, is streamlined. The
Federal Open Market Committee meets
eight times per year to discuss ma g

AC can al
; open market operations ot
iscount rate changes.

a new policy is determined, it takes
time to become effective. This time period,
known as the outside lag, also differs for
monetary and fiscal policy. For fiscal policy,
the outside lag lasts as long as is required

RESERVE AND MONETARY POLICY

for new government spending or tax polic
to take effect and begin to affect real GD!
and the inflation rate. This time period

be relatively short, as with a tax rebate
returns government revenues to househo
eager for spending money. One statistica
model concluded that an increase in gover
ment spending would increase GDP a
just six months.

Outside lags can be much longer |
monetary policy, since they primat
affect business ins 1
may require months or e
large investment plans,
involving new physical capital,
new factory. Thus, a chang
rates may not have its full effect ¢
ment spending for several years. T
conclusion is supported by several stud
that suggest that more than two Y€
may pass before the maximum impact
monetary policy is felt.




They are then able to lower

S

banks to borrow money.

their interest rates on loans.
C@mpames can borrow
money to finance their
expansion pians.

Given the longer inside lag for fiscal
policy and the longer outside lag for
monetary policy, it is difficult to know
which policy has the shorter rotal Jag. In
practice, pariisan politics and %mdg
pressures often preven . the i,f‘%lﬂi‘n‘[ and
Congress from agreeing 1 policy
ssu ause oi ﬁw political

ctary
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The Federal Reserve must not only react
1o current trends. It must als
changes in the economy. 1
policymakers decide when to intervene in
the economy?

How the E@m@my\l\mrks

For an animated, interactive version of

1

this feature, visit PearsonSchool.com/PHecon

.. Mortgage rates also drop,
and people who previously could
not afford to buy a home now
can enter the market.

The economy now enters a
period of prosperity and expan-
sion. However, the Fed must be
alert to the possibility that the
economy may overheat. In that
case, the Fed will have to
consider whether
to step in and
tighten the money 41
supply.

Who
rate?

1. How does a lower discount rate help move
the economy into an expansionary period?
2. Who benefits from a lower discount rate?

our Undersianding

might be hurt by a lower discount

» henef

peais may

mh economy into hlg.,h mﬂatmn thus

lnu }s H’z’

money {7()!1( v

short run and end in the lol RN ( iven the

timing problems of monetary policy, in some

cases it may be wiser to allow the business
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SECTION & ASSESSMENT

cycle to correct itself rather than run the risk

of an ill-timed policy change.

If a recession is expected to turn into an
expansion in a short time, the best course
of action may be to let the economy correct
itself. On the other hand, if we expect a
recession to last several years, then most
economists would recommend an active
policy. So the question is this: How long will
a recessionary or inflationary period last?

How Quickly Does the Economy

Fconomists disagree on the answer to
this question. Their estimates for the U.S.
economy range from two to six years. Since
the economy may take quite a Jong time to
recover on its own from an inflationary peak
or a recessionary trough, there is time for
policymakers to guide the economy back to
stable levels of output and prices.

@ CHECKPOINT How would the Fed mosi
likely respond if it predicted that a
recession would soon turn into an
expansion?

5, Why would it enact a tight money

@ Guiding Question

1. Use your completed concept web policy?

1o answer this question: How does
monetary policy affect economic
stability?

2. Extension Suppose you asked for
an advance on your salary of allow-
arice and were told that you would

b

have to pay interest on it. Would

they accur?

you stilt want the advance? Would petween aggregate demand

you want the interest to come out of and GDP?

future paychecks or be deducted up 9. Evaluate (a) Why do business

front from your advance? This kind cycles make monetary policy difficult
of exarmpie is a part of your personal 10 time? (b} What could happen i

monetary policy.
wrong fime?

Key Terms and #ain ldeas

3. What ie monetarism?

4. Why would the Federal Reserve
enacl an easy money policy?

aao THE FEDERAL RESERVE A

6. What are inside lags, and why do

7. Why does monetary policy have
such long outside lags”?

Critical Thinking
8. Explain What is the relationship

monetary policy is enacted at the

10, Compare and Contrast {g) How

are inside and outside lags simia
(b} How are they differeri?

ND MONETARY POLICY

Approaches to Monetary
Policy

In practice, the lags discussed here m
monetary and fiscal policy difficult to
apply. Interventionist~ policy, a policy
encouraging action, is likely to make the
business cycle worse if the economy sel
adjusts quickly. Laissez-faire economist
who believe that the economy will self
adjust quickly will recommend agains
enacting new policies. Fconomists.
believe that economies emerge slowl
from recessions, however, will usually
recommend enacting fiscal and monetary
policies to move the process along.

The rate of adjustment may also vary
over time, making policy decisions even
more difficult. This debate over which
approach to take with monetary policy
will probably never be settled to the satis-
faction of all economists.

CHECKPOINT How do the fwo approaches
to monetary policy differ from each

other?
To continue to build a
: Essenﬁai {Questiong resronse to the Essential
‘w»'"':]“b“‘]“i‘ﬁgl‘“"w~ Question, go to your

Essential Questions Journ

Quick Write
11. With a partner, prepar
monetary policy. One of you:
\write an argurnent for an intery
tonist approach, encouragin
action. The other should write
argument for a taissez-faire -
approacty, digcouraging act
information from your textbo
help develop your argument.
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Reserve do?

Section 2. What
does the Federal
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Sgction 3 How does
, the Federal Reserve
+ confrolthe amount of
money in use?

Section 4 How doss
monetary policy affect

_ economic stability?
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- se!f-.!.est To test your understanding of key terms and
o H - main ideas, visit PearsonSchool.com/PHecon

5 ASSESQVENT

Key Terms and Main ldeas

To make sure you understand the key terms and main ideas
of this chapter, review the Checkpoint and Section Assess-
ment questions and look at the Quick Study Guide on the

Applying Your Math Skills

Calculating Money Creation ,
Pete received $3,000 from his grandparents as a gradua-

preceding page.

Critical Thinking

1.

Conclude (a) List three services the Federal Reserve
offers banks and three regulations it places on banks.
{b) Which service ot regulation do you think is most
jimportant to the American banking system?

Analyze (a) Why are open market operations the most
commonly used actions taken by the Fed? (b) What
advantages do open market operations have over other
monetary policy toois?

Infer {(a) What effect would a reduction in the required
reserve rate (RRR) have on banks? {b) What action of the
Fed would cause a contraction of the money supply?

Compare (a) Describe the action of open market opera-
tions. (b} How do open market operations differ from
other monetary policy tools?

Analyze {a) If the Federal Reserve Board wetre to
implement an easy money policy, what actions would

it take? (b} What
would be the
expected resufts

of this policy?

(c) What conditions
could lead the Fed
to take such
actions?

10. Complete this activity o answer the Essential Question
How offective is monetary poli

: mies. Using the worksheet in your
Essential Questions Journal or the electronic worksheet
avallable on _com/PHecon, gather the
tollowing information:

(a) What steps did the United States take in order to

prev ' of the Panic of 19077

Reserve Board in con-
late 1970s?
al

tion present to help him pay college tuition. He placed the
money in Brighton Bank, whose reserve requirement ratio is
15 percent.

6.

How much of Pete’s deposit must Brighton Bank keep'in
reserve before it is able to lend money to someone else? -
The bank loans the remaining amount to Sandra so that
she can pay for extensive car repairs. How much does
the bank lend Sandra?

Upon receiving Sandra’s car repair payment, the repair
shop deposits it in the Brighton Bank. How much of this
money must the bank hold in reserve? How much can it
lend to Roy?

What would be the total increase in the money supply
based upon the initial cash deposit of $3,000 and the
two loans?

Visit PearsonSchool.com/PHecon for additional math help.

s

your Essential Questions Journal.

ssgnﬁal Questippg To respond to the chapter Essential Questior
- yurnal — - 90

{e} What would happen 1o moneta%y payi%cy if the
 United States abolished the Fed and returned

Federal Reserve
Boar bove reporis pre-
pared ; iees. Base
history of government alt mpls to use monetary
policy to control the economy, what advice would y
give ran of the Board for his testimony e
e G -

{b) Describe the political 'f&@su%@s@ the Fed

‘determining m policy. ;
{e} Come up with a plan for Fed action in the next
fourquarters. S

e th Fed faces in creating




Do bank mergers benefit or hurt
the public?

Today, there are fewer than half as many banks in existence
as there were 30 years ago. While bank mergers are profit-
able for bank shareholders, many worry that the trend might

be less benciicial to consum

Document A
“Since 1988, there have been more than 13,500 applications
for the formation, acquisition, or merger of bank holding
companies or state-member banks reviewed by the Federal
Reserve Board, Over this time, 25 of these applications have
been denied, with eight of those failing fo obtain Board
approval involving unsatisfactory consumer protection and
community needs issues. The low incidence of applications
that have not received regulatory approval may be due to
the fact that institutions seeking to expand their operations
are typically in scund financial and managerial condition.. ..
Maintaining robust and competitive banking markets is a
critical objective in the Federal Reserve’s review of banking
applications.”

—Sandra Braunstein, Federal Reserve Director of Consumer and

Community Affairs, testimony before Congress, May 21, 2007

ANALYZING DOCUMENTS

Document B

VIGELAND: “l rermember back in the mid-80’s there were
a whole lot of bank takeovers and | wonder if there was
any research done on whether consumers profit when a
smaller bank is taken over by a bigger one.”

PARISTA: “Well, they may profit in terms of convenience.
The larger bank may have more branches and rmore ATMs
and things of this sort. My concern at this point is concen-
tration. It makes it a lot easier for a bank to set terms that
are really at variance with the needs of a community when
they are the only large or dominant institution in an area.”

—Tess Vigeland and Jane ['Arista, “What Bank Mergers Mean
For You,” Marketplace Morning Report, January 18, 2008

e
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"There's been a big bank merger, sir,
s0 you now have a joint checking
account with a Mr. Slavomir
Bezparyadok of Zagreb."

Document ©

SOURCE: www.cartoonstock.com

ur knowledge of opportunity costs and Documents A, B,

to answer guestions 1-3.

Use yo
At
i. Which of the following conciusions does Document A
best support?
A, The Federal Reserve has significantly limited the
number of bank mergers.
B. Bank mergers generally do not affect the level of service
customers receive
. Bank mergers benefit banks but do not bene
cornmunities,
3. The Federal R

approving bz

18

fit locat

e has a definite set of standards for

=15
G,

fecording to Document B, one

How would vou describe the reaclion of the bank
customer in the carloos
Worried that the bank merger will affect the quality of
the service he receives
8. Confused because he does not know where Zagreb is
. Angry because he is opposed o bank mergers
Upset that the bank has a new name

WRITING ABOUT ECONOMIC

People disagree about whether the Federal Reserve has done
enough to control bank mergers. Use the documents on this
page and on the Web site below to answer the question: Do

bank mergers benefit or hurt the public? Use the sources
to support your opinion

in Partnership




