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The Federal Reserve cannot put a dollar in anyone's pocket, provide jobs for very many people or buy more than a tiny amount of goods and services that the nation produces.   But the 86-year-old government bank can have an enormous impact on how you spend, invest or borrow money, as well as the number of your neighbors employed.   That is because the Fed, as nearly everyone calls it, is in charge of the nation's monetary policy, taking actions almost daily to help determine how much money is available, how easily it may be borrowed and how costly it will be. That in turn affects how many people will have a job, whether prices will be stable and how many goods and services will be produced and sold. 





As the late Lester V. Chandler, an economics professor, once observed, you don't have to be an economist to know the importance of money -- which, at its most basic, means cash and deposits in checking accounts.   People with more money than they require can save it and lend it to people or businesses who need it to buy costly items such as houses, cars, factories or airplanes. That's why people talk about money and credit (loans) in the same breath: What to a bank is a loan is to a borrower money to spend. 





There are times when money is difficult to obtain, loans become expensive and individuals and businesses don't spend. People lose jobs because such items as cars and airline tickets are not purchased or new buildings are not built.   At other times, lots of people have jobs, money seems easy to obtain and people and businesses spend freely. Sometimes, the good times get out of hand. Too many dollars chase too few goods, and prices rise. Loans can be obtained so easily that free spending becomes frivolous spending as investors pay too much for assets such real estate and stocks.   Monetary policy seeks to guide the economy between these extremes. 





With an eye on today and tomorrow, the Fed regulates the supply of credit and money. It tries to make sure that dollars are plentiful enough so consumers and businesses can buy all of the goods and services produced by the economy, even while investing in new facilities and technology to supply a growing population and provide a higher standard of living. 





The Fed does not work directly on consumers or businesses but accomplishes its policy through banks. When it changes monetary policy, it manipulates the amount of funds that banks have available to lend, using as a guide the interest rate on funds that banks lend to each other.   The ultimate aim of these manipulations is to change what economists call "demand" -- the amount of goods and services that consumers and businesses are willing and able to buy. Sometimes, policy makers want them to buy more, other times less. Sometimes, the Fed is happy with the way things are. 





If not enough money is available and loans are expensive and hard to obtain, people spend less. Businesses then produce fewer goods and services than they are capable of producing. They lay off workers and slow investments. If production declines for many months, in what is called a recession, many people can lose jobs. 





Alternatively, if too much money is available, the major consequence is inflation -- a general increase in prices. If businesses are near the limit of their production capacity, any increase in the money supply means that consumers and businesses will spend more dollars on the same amount of goods and services, driving up their average cost. 





Inflation strikes especially hard at those on fixed incomes (such as retirees) or whose incomes do not rise as fast as inflation (often poor people). It also hurts those who save and lend because their dollars may be worth less in the future. 





The Fed's job involves being alert for signs of recession or accelerating inflation and conducting monetary policy aimed at preventing either. A 12-member group, the Federal Open Market Committee (FOMC), meets eight times a year to review the economy and monetary policy. In 1978, Congress ordered it to conduct policy to achieve twin goals: price stability and full employment. 





When FOMC members determine that demand for goods and services is increasing faster than businesses can supply them, they tighten monetary policy to fight inflation. The panel does this by reducing funds available to banks for loans and by raising interest rates to make businesses and consumers less willing to borrow and buy.   





If businesses aren't selling as many goods and services as they can produce and fewer people have jobs than want them, or if the Fed thinks that the economy is headed in that direction, it eases policy. It lowers interest rates by increasing the funds that banks can lend, hoping to encourage businesses and consumers to buy more. 





Still, the Fed cannot make people spend or borrow more than they want to, and it cannot force banks and other lenders provide loans. Even its control over interest rates is limited -- very powerful on short-term loans, much less so on long-term loans such as home mortgages. 





The Fed can only change the level of bank reserves in a way that it thinks will provide the amount of money and credit that will lead to full employment, stable prices and economic growth. 





Moreover, monetary policy does not address important economic issues, including growing income inequality, what particular goods and services consumers want to buy and what investments businesses are willing to make. 





Moving the Market 





Over the years, the Fed has used three tools to conduct monetary policy -- the discount rate, reserve requiremements and so-called open market operations. 





The discount rate. Banks that borrow from the Fed are charged this interest rate. A bank can increase funds available to lend by borrowing from the Fed at the so-called discount window. Decades ago, this was a key tool of monetary policy. The Fed raised or lowered the discount rate when it wanted to change bank lending. [See chart below.] 





But the discount rate is a passive tool. For it to work, banks must come to the Fed to borrow. For about 15 years, healthy banks have virtually ceased borrowing at the discount window, so the Fed cannot affect lending much by raising or lowering the discount rate. 





Reserve requirements. The Fed requires commercial banks and other deposit-taking institutions such as savings and loan associations to keep a percentage of checking deposits on "reserve" as cash in their vaults or as deposits in special "reserve balance" Fed accounts that resemble standard checking accounts. 





A bank cannot lend required reserves. So the Fed can induce banks to lend more or less by changing the reserve requirement. If the Fed raises the requirement, say from 10 percent (as it is for most large banks today) to 11 percent, banks would have 1 percent less of their checking deposits available to lend. If the requirement is lowered, funds would be freed. 





Because banks earn no interest on reserve deposits, they prefer to keep them close to the required minimum. Those holding more than is required lend the excess, usually overnight, to banks that are short of reserves and otherwise would pay a sizable penalty to the Fed. The interest rate paid by a bank to borrow excess reserves from another bank is called the federal funds rate. It is determined by supply and demand. 





As with the discount rate, the Fed seldom changes reserve requirements to affect monetary policy, The Fed adjusts reserves regularly. Not only would frequent changes in reserve requirements often be disruptive to banks, but they also would be likely to change reserves in far bigger increments than the Fed usually seeks. 





Open market operations. The Fed currently carries out monetary policy almost exclusively by buying and selling government securities from private sources. 





The New York Federal Reserve Bank is one of the 12 regional banks [see box above] and is the main actor. Securities that it buys and sells are basically IOUs issued by the federal government for various periods of time as Treasury bills, notes and bonds. [See box on facing page.] 





The government owes about $3.75 trillion, and on an average day, investors buy and sell about $150 billion of its bills, notes and bonds in so-called government securities markets. 





The Fed relies on those markets to carry out monetary policy for two basic reasons: With $150 billion in daily trading, the Fed almost always finds buyers and sellers easily, and although individual trades can amount to several billion dollars, they still are small enough to have little impact on government securities prices. 





The New York Fed open market desk does business with securities firms, called dealers, which are in business to trade Treasury securities for customers and themselves. The Fed designates about 30 of them as "primary dealers, and those are the firms with which the Fed buys and sells securities. 


When the Fed buys securities, it pays by making a deposit to the "reserve" account of the primary dealer's bank. That increases the bank's reserves and therefore the amount of money it can lend. If the Fed sells securities to a dealer, it charges the reserve account of the dealer's bank. 


In that way, the Fed can control the amount of reserves in the banking system -- adding to them by purchasing securities, reducing them by selling securities. 





Multiplying Money 





Because banks lend and relend deposits, the dollar value of any monetary policy action can greatly exceed the value of the initial deposit. That relending is how the banking system creates money. 





For example, if the Fed buys $1,000 of government securities, it pays by depositing $1,000 in the Fed account maintained by the bank where the primary dealer does business. 





That bank's deposits increase by $1,000. If the reserve requirement is the 10 percent typical for banks of any size, the bank must keep $100 on reserve and can lend $900. 





The loan is money to the borrower, who writes a check for $900. The recipient of the check deposits it in his bank, whose deposits increase by $900. That bank sets aside $90 on reserve and can lend $810. At this point, the initial $1,000 Fed deposit has resulted in $2,710 of total deposits. 





Although no individual bank does anything but accept a deposit, set aside part of it and lend the rest, the banking system multiplies the initial deposit manyfold. The amount of money the banking system can create from a deposit ultimately is limited by the reserve requirement. The higher the requirement, the less money can be created. 





When a bank bases a loan on savings deposits, it theoretically is not bound by reserve requirements and could lend 100 percent of a deposit. In reality, because of the risk that any loan will not be repaid, banks prudentially set aside some portion of deposits to meet customer requirements and to invest in safer ways such as in Treasury bills. 





When the Fed sells securities, the reverse process occurs. In payment for the securities, the Fed takes reserves from the dealer's bank. That bank then has less money to support loans and must reduce lending. With the ripple effect, available money and outstanding credit declines many times more than the amount that the Fed reduced bank reserves. 





In real life, money and credit seldom expand or contract by the amount theoretically possible. Monetary policy changes seek mainly to push money and credit in a specific direction. Consumers, businesses, borrowers and lenders make the actual decisions. 





Over the years, the Fed has used many guideposts to determine whether banks are being given an amount of reserves that it thinks will induce consumers and businesses to make decisions it wants them to make. Today, the FOMC picks a federal funds rate that it thinks will produce a level of reserves compatible with its monetary policy goals of full employment and price stability. 





Explained in the most basic way, if the federal funds rate rises above the target, the New York Fed adds reserves by buying securities. If not, it sops up reserves. 





The Big Table 





All seven Fed governors sit on the 12-member Federal Open Market Committee and the chairman of the board of governors, now Alan Greenspan, also chairs the FOMC. All regional bank presidents participate, but only five vote: the presidents of the New York Fed and four of the other 11 regional banks, on a rotating basis. 





At each meeting, the FOMC reviews what has happened in the weeks since the last meeting, then moves to assess the state of the economy. The Fed staff in Washington prepares an economic forecast, and the regional bank presidents bring their own analyses. 





The FOMC monitors many statistics to judge, as Fed governor Laurence H. Meyer said in a speech last April, whether it needs to change policy to "move the economy" from where it is "to some preferred state." 





The group faces problems common to any policy-making process. Although members are privy to vast amounts of economic information, the data are far from complete and subject to revision. Even when facts are clear, people can draw different conclusions from them, and because facts aren't always clear, policy calls often are based on bias. 





Some members prefer to err on the side of fighting inflation, while others are more concerned about preventing recession. Many critics believe that the Fed invariably errs on the side of fighting inflation, to the detriment of workers. 





Fed policy makers have made many errors. Economists agree that Fed policy was a major reason for the Great Depression of the 1930s and the intense inflation of the 1970s. More recently, the Fed's report card has improved. Most economists cite Fed policy as a major reason for the prosperity of the 1990s. 





By the time the FOMC met last Nov. 17, it had signaled concern that the economy could slow because lenders were reluctant to make loans. Those with money were worried that economic crises in Asia, Brazil and Russia could make it more difficult for American businesses and consumers to repay loans. In September and October, the FOMC lowered the federal funds rate from 5.5 percent to 5.25 percent, then to 5 percent. 





In a speech last month explaining those concerns, Fed governor Roger W. Ferguson said that corporate borrowers were having trouble obtaining money at "reasonable" prices and that businesses thus might be unwilling "to invest in productive capacity," reducing "their ability to provide goods and services and to create jobs." 





Easing Policy 





Minutes of the Nov. 17 FOMC meeting, released in late December, indicate that members reviewed, among other things, growth in consumer spending (high), business investment (starting to slow) and money and credit (rapid earlier despite concern about credit at the moment). They also discussed the current high level of employment and production and the generally restrained increases in prices and wages. 





Low unemployment and high money growth historically have been certain to cause inflation, and some members expressed that concern. But wage increases did not seem excessive. Severe economic distress in Asia and elsewhere was hurting demand for U.S. exports, and low-priced imports were replacing domestic production in some industries, such as steel. Many members felt that lenders were still skittish. 





On Nov. 17, FOMC members concluded that there was a greater likelihood of declining growth than accelerating inflation and voted, 11 to 1, to ease monetary policy again. 





The FOMC directed the trading desk at the New York Fed to supply reserves to the banking system at a rate that would achieve a 4.75 percent federal funds rate. 





It seems to have worked. Gross domestic product -- the total output of goods and services in the nation -- grew at a fast 5.6 percent annual rate in the final three months of the year and 3.9 percent for all of 1998. Meanwhile, inflation last year, at 1 percent, was the lowest since the 1950s. 


Last week, the FOMC decided to maintain its November policy and kept the federal funds rate at 4.75 percent. 





The Fed's ablity to affect the economy seems undeniable, says William V. Sullivan Jr., senior vice president of Morgan Stanley Dean Witter, a New York investment firm. 





But exactly how any change in monetary policy is transmitted to businesses and consumers is a matter of theoretical debate. Some economists believe that interest rates are the primary vehicle. Others cite the money supply, which affects how wealthy people feel. Some emphasize expectations. 


"Poll a dozen economists, and you'll get 13 answers," says Sullivan, who has spent half of his 53 years studying the Fed. 





This much seems clear. A change in the federal funds rate is transmitted rather quickly to other short-term rates such as the prime lending rate for businesses. Many consumer rates, such as those on home equity loans, and other business rates are tied to the prime rate, so they change, too. Demand for products such as cars responds quickly to Fed policy because most people borrow and pay interest to buy them. 





Less clear is the Fed's ability to influence longer-term rates, such as those on loans that come due in five years or 30 years. 





In setting those rates, lenders and borrowers are influenced by what they think will happen to prices and the economy. Those expectations presumably are shaped not only by current Fed policy but also by what lenders and borrowers think the Fed will do in the future and by economic developments that do not concern the Fed. 





Expectations affect more than interest rates. Someone worried about losing a job is less likely to buy a house or a car. Executives who expect growing demand for their company's products are likely to build a new factory even if interest rates rise. 





Some aspects of the economy, such as demand by foreigners for U.S. exports, are insensitive to Fed policy. Other foreign influences, including foreigners' desire to save or invest here, often are affected by Fed policy but in ways difficult to predict and measure. 





Moreover, as important as it is, the Fed is but one actor in an $8.5 trillion economy. Millions of people and businesses decide each day what is saved or spent and how; what is produced and by whom; what machines are bought, factories are built or technology installed; who is hired or fired; who receives loans and at what interest rate. 





Other Pressures 





Although the Fed can affect the environment in which such decisions are made, it cannot force anyone to respond. It can increase the money supply, but people do not have to spend more. It can make credit more expensive, but people still might spend money faster and pay the higher interest rates. 


And Congress and the executive branch, through spending and taxing actions, have their own effect on business and consumer spending. 





Developments outside the Fed's sphere of influence also can overwhelm its actions. That's why the Asian economic crisis and the state of the Russian and Brazilian economies are of such concern. The low price of oil, most of which is produced abroad, probably has been as important a factor in maintaining low inflation as any Fed action. 





Even Mother Nature gets involved. A severe freeze before Christmas in California, for example, destroyed much of the orange crop, threw thousands of people out of work and caused soaring citrus prices. 





The Fed can create money. It cannot create oranges. 





What Is Money? 





Money may make the world go around. By itself, however, it is worthless. What has value is what money can buy -- food, cars, factories or surgery, for instance. 





Without money, people would have only what they could make or grow or the few things for which they could trade. With money, people can specialize, knowing that they can use money they receive for doing what they do best to buy the things they need. 





At its most basic, money is a commodity. But it is distinct from other commodities because people accept it in exchange for other goods and services. Its most important function is as a medium of exchange. 





Money also measures value. A price is nothing more than the value of goods and services expressed in terms of money. An employer may pay you $10 an hour. Your landlord charges $300 a month for rent. Chicken is $2.50 a pound. In terms of labor, the price of rent is 30 hours and a pound of chicken 15 minutes. 





As long as people agree to accept it for goods and services, virtually anything can be money. Over the centuries, societies have used thousands of things -- cattle, pigs, wampum, tobacco and beer, to name a few. But these are difficult to use and regulate. Try making change in pigs or carrying a barrel of beer on a shopping spree. 





Today, the United States and most other nations use money that is issued by the government or can be converted into government money. U.S. money comes in three forms: coins (issued by the Treasury), currency (issued by the Federal Reserve, which is why your paper money says "Federal Reserve Note" across the top) and deposits in checking accounts (bookkeeping entries in private banks). People accept all three. 





Savings deposits are like money, although they cannot be used formally to make payments. Savings reflects another role of money: as a store of value. 


Because money and credit are so important, most countries have a central authority, usually called a central bank, that is responsible for regulating their availability. The customers of central banks are banks. 





Trading Places 





Almost every weekday morning, R. Spence Hilton, or a colleague at the open market trading desk on the ninth floor of the New York Federal Reserve Bank, rolls a die. 





The number that comes up determines how many minutes after 10:30 a.m. the Fed will send a computer message to about 30 securities dealers to detail the Fed's desire to buy or sell U.S. Treasury securities that day. Fed officials expect the specially designated "primary dealers" to respond within 15 minutes. Then they take another five minutes to accept or reject a dealer's offer. 





The Fed's goal in trading the securities is to affect the market for bank reserves. When it wants to increase reserves, it buys securities and pays for them by making a deposit to the account maintained at the Fed by the primary dealer's bank. When it wants to reduce reserves, it sells securities and collects from those accounts. 





Over the years, the Fed has accumulated $460 billion of Treasury securities, but most days it does not want to increase or reduce reserves permanently. So it usually engages in transactions reversed within a day or two. That means a reserve injection today could be withdrawn tomorrow morning, only to be renewed at some level several hours later. 





These short-term transactions are called repurchase agreements -- the dealer sells the Fed a security and agrees to buy it back at a specified date. On Jan. 26, for example, the Fed bought $3 billion in government securities in two-day repurchase agreements. Two days later, the dealers bought them back. 


To Thomas F. Bergen, Citibank's global treasurer, and Edward Hewett, his chief federal funds trader, meeting reserve requirements and borrowing or lending federal funds is a business, not a monetary policy, issue. 





Bergen likens giant Citibank's account with the Fed to a household checking account but one on which "tens of thousands of people write checks and make deposits" everyday. 





Any Citibank financial dealing with the Fed is settled through that account. In addition, the Fed is the nation's central bank, and many transactions by banks among themselves go through it. 





On an average day last year, about $510 billion worth of transactions large and small moved through Cititbank -- deposits and withdrawals, for itself and by customers. Through that blizzard of transactions, about one-third of which go directly through its account at the Fed, Citibank must forecast what its customers' checking deposits will look like at the close of business and what will be needed to meet its reserve requirement. 





Like a personal checking account, "at the end of the day" Citibank's reserve account at the Fed "must balance," Bergen says. Although compliance is measured over a two-week period, banks try to be reasonably close daily. 





If Hewett believes that Citibank will be short of reserves, he can plan to borrow them throughout the day whenever rates seem favorable. Although the federal funds rate usually hovers around the Fed's target rate, sometimes it's a bit higher, sometimes a bit lower. When tens of millions of dollars are traded, a tiny rate change means a lot of money. 





On average last year, by the end of a day, Citibank needed about $300 million in its Fed account (plus its vault cash) to satisfy reserve requirement. 


Citibank's major concern is a large customer transaction late in the day that will send it scrambling for Fed funds. 


"If we've done our job right, the funds will be there" in the banking system for Citibank to borrow, says Hilton, an assistant vice president at the New York Fed. 





In the hours before the message to securities dealers, Hilton and colleagues in New York and at Fed headquarters in Washington collect and analyze data and talk to banks and others to estimate what amount of bank reserves will be needed that day. 





The New York Fed's goal is to keep the federal funds rate near its target, but most day-to-day trading decisions are not driven by monetary policy changes. Instead, the Fed is trying to smooth "the demand and supply for money" by businesses and consumers, says Peter R. Fisher, the New York Fed executive vice president in charge of the open market desk. 





In December, for example, people want lots of cash to go shopping. Banks buy more currency from the Fed, which charges their reserve accounts. If the Fed did not replenish those reserves, many banks would be strapped to meet reserve requirements, the federal funds rate would likely rise dramatically and bank activities would be upset. 





About 10 a.m. Hilton and his colleagues confer with Fed officials in Washington, who do their own daily analysis and reach a consensus about what level of reserves is needed and how best to achieve it. Later, a president of one of the regional banks joins the talks and ultimately approves the proposed Fed action. 





Hilton or a colleague then types a message simultaneously to primary dealers. The exact moment is determined by that roll of the die. 


That's the Fed's attempt to be unpredictable. 





Regional Reach of the Federal Reserve 





In 1913, Congress authorized the Federal Reserve as the U.S. central bank, the third time it had created one. The charters of the previous central banks were allowed to expire, largely because many Americans expressed suspicion about the East Coast financial establishment controlling credit and currency. 





Prior to 1913, the country suffered several recessions (then called panics) in the 19th century and a severe one in 1907, worsened by the inability of private banks to produce currency demanded by depositors. The 1907 panic prodded Congress to create our present central bank. 





Populist aversion to the concept remained, however. So what Congress in effect established was 12 central banks. A relatively weak Federal Reserve Board was set up to supervise in Washington, and 12 independent regional banks and 25 branch offices were created. 





You can see which of the 12 banks issued your paper money -- plainly labeled as a "Federal Reserve Note" -- by looking carefully at the bill. The numbers and letters found to the left of the presidential portrait reveal their source. E and 5, for example, come from Richmond; G and 7 from Chicago; F and 6 from Atlanta, and so forth. 





The private banks that the Fed was to serve provided the Fed's seed money, but they have virtually no control over the central bank. 





As the importance of a national monetary policy increased, power to conduct it eventually was concentrated in Washington. Because monetary policy actions can be unpopular, Congress has insulated the Fed from day-to-day political pressures. Its seven governors serve staggered, 14-year terms and it does not need appropriations from Congress to operate. 





Twelve regional banks still exist, but they largely coordinate their actions through the board of governors. Their presidents and the seven Fed governors meet eight times a year as the Federal Open Market Committee to devise monetary policy, and the Federal Reserve Bank of New York carries it out. 


The chief policy goals are avoiding inflation and fostering full employment. 





Some other functions of the Fed: 





Supervises and regulates some U.S. banks. 


Acts as a clearing- house for many of the checks written on U.S. banks. 


Is the bank for the federal government. 


Distributes currency. 


Meshing Lenders' Cash and Borrowers' Needs 





The U.S. economy is the biggest and most complex in the world, and so are its credit markets that bring together borrowers and lenders. 


Borrowers are people, businesses and governments. Lenders are people and businesses. No neat line of demarcation separates them. A family might have a mortgage loan on the house, a car loan and yet have savings accounts at a bank and own mutual funds. 





Similarly, a company may owe large amounts of money but have more cash on hand than it needs at the moment. It can lend that money, for instance, for five days to a company that may have a payroll to meet on Friday but receipts that won't come in until the following Wednesday. At the end of 1998, individuals, companies and governments owed about $16 trillion. 





Lenders' cash and borrowers' needs are meshed in two basic ways. 





The traditional route is through financial intermediaries such as commercial banks. But there are many sources of credit besides banks. Other markets have been developed that enable borrowers to obtain funds directly from lenders by selling them debt "instruments" similar to IOUs. 


Examples of such instruments are corporate bonds and U.S. Treasury bills. These instruments specify how much is borrowed, when it will be repaid and the interest rate. Sometimes, borrowers and lenders deal directly. More often, securities firms, generically called investment banks, put borrowers and lenders together, sometimes buying the debt security from the borrower and then selling it to the lender. 





But, before they come due, these debt instruments can be sold by lenders to another investor in what are called secondary markets to distinguish them from the primary markets in which the borrower sells the IOU for the first time. Existence of these markets makes lending more attractive. Lenders know that, if they need cash, they do not have to wait until the borrower is required to repay it. 





Markets for debts that mature in a year or less are called money markets; debts of longer duration are traded in what are called capital markets. Common money market instruments are "commercial paper" (corporate IOUs that usually mature from overnight to nine months) and U.S. Treasury bills (three months to a year). Treasury notes (which mature in two to 10 years), Treasury bonds (typically 25 to 30 years) and corporate and municipal bonds (two years to 30 years) are traded in capital markets. 





It is in the giant government securities markets that the Federal Reserve conducts its monetary policy. At the end of November, the U.S. government had $3.75 trillion of debts outstanding, and the New York Fed estimates that about $150 billion of it is bought and sold in financial markets each day. 


The Treasury sells its bills, notes and bonds by competitive auction. Government securities dealers and other potential buyers submit bids to the government, specifying the interest rate they are willing to pay and the amount they are willing to buy. Some of these securities they will keep for themselves; some will be sold to customers. 





If, for instance, the Treasury is selling $10 billion in T-bills, it will accept bids starting with the lowest cost and continuing until total sales hit $10 billion. 





OPEN MARKET OPERATIONS 





ECONOMY SLUGGISH 





The Fed wants to stimulate the economy and expand the money supply. 


The Fed buys government securities (T-bills) ... 


... and pays for them by crediting the reserve account of the seller's bank. 


That increases the total amount of reserves in the banking system as a whole ... 


... which lowers short-term interest rates and makes it easier for banks to make loans... 


... which increases credit availability and the money supply and encourages business and consumer spending and investment. 





ECONOMY OVERHEATED 





The Fed wants to moderate the economy and reduce the money supply. 


The Fed sells government securities ... 


... and is paid by debits to the reserve account of the buyer's bank. 


This decreases the overall amount of reserves in the banking system ... 


... which raises short term interest rates and makes it harder for banks to make loans . . . 


... which slows (or decreases) credit availability and money growth and eventually retards business and consumer buying and investment and inflation. 


Two Traditional Tools of Monetary Policy 


Banks are required to keep a percentage of certain deposits out of circulation in non-interest-bearing "reserves." 


By changing the required percentage, the Fed can affect the amount of money available to lend. 


Another tool is the "discount rate," the interest rate that the Fed charges banks that need to borrow money to meet their reserve requirements. 


By changing the rate it charges at its "discount window" for these loans, the Fed can encourage or discourage lending. 


The Fed seldom uses either these days in making monetary policy. 





ECONOMY OVERHEATED 





USING THE RESERVE REQUIREMENT 


The Fed decides to increase the reserve ratio. 


This means less money is available for banks to lend; more money is kept out of circulation in reserves. 


The demand for a smaller amount of available money raises interest rates for consumers and businesses. 


This slows consumer spending and borrowing and business investment. 


The national economy cools off; employment, salaries, prices and business spending all decline. 





ECONOMY SLUGGISH 





USING THE DISCOUNT RATE 





The Fed decides to stimulate the economy by lowering the discount rate. 


The "discount window," at which banks borrow from the Fed, is widened. 


Banks generate more loans at lower rates because it is less costly for them to borrow from the Fed. 


More available money raises business investment, employment, consumer spending and borrowing. 


The economy heats up.





