Economics: The Basics, 2e

Study Guide: Chapter 12

Learning Objectives

LO12-1 List the three uses of money.

LO12-2 Describe the history and structure of the Federal Reserve System.

LO12-3 Identify the major goals of monetary policy and list the policy tools used by the Federal Reserve.

LO12-4 Explain how changing the fed funds rate can affect the economy.

LO12-5 Discuss how the Federal Reserve can use direct lending to fight a financial crisis.

LO12-6 Compare and contrast monetary policy and fiscal policy.

Outline

· Monetary Policy is the Fed using its tools to influence the economy.
· The Function of Money 
· Money performs three functions: it is a medium of exchange, it is a store of value, and it is a standard value (or unit of exchange).
· The Structure of the Federal Reserve (Fed)

· The Fed is set up as a system of 12 banks, with the Federal Reserve Board as its head in Washington D.C.
· The Federal Reserve Board consists of seven members, including a chairman.
· The Fed is independent from politics, even though the Board of Governors and the chairman are appointed by the President.
· The Goals and Tools of Monetary Policy

· Goals:
· Control inflation
· Smooth business cycles
· Ensure financial stability
· Monetary Policy Tools:

· Control over short-term interest rates (Open Market Operations)
· The Fed uses open market operations to raise and lower the federal funds rate. To lower the rate, the Fed makes more money available for banks to loan (which increases the supply of loanable funds, lowers interest rates, increases demand, and puts upward pressure on prices). To raise the rate, the Fed reduces the amount of money available to banks to loan (this decreases the supply of loanable funds, raises interest rates, decreases demand, and puts downward pressure on prices).
· Direct lending to banks and other financial institutions (The Discount Window)
· The discount window allows the Fed to lend money to financial institutions that are running short of funds.
· By providing short-term loans to financial institutions that are temporarily short of funds, the Fed is able to provide stability by not allowing financial institutions to needlessly close.
· Changes in the reserve requirement and other financial regulations (The Reserve Requirement)
· The reserve requirement is the amount of deposits a bank must keep in reserve (usually around 10%). If the reserve requirement is lowered, the bank has more money to loan; if it increases, the bank will have less money to loan.
· This tool is not used often, because it is imprecise.
· The Practice of Monetary Policy

· Monetary policy is more flexible than fiscal policy, because it is not political. 
· There is a debate whether monetary policy should be conducted by rules or by discretion.
· A rule is where a goal is stated (i.e. targeting a particular level of inflation) and policy is implemented to meet the goal without discussion.
· Discretion allows the Fed to adjust its policies as necessary.
Common Myths & Common Problems

· Don’t politicians dictate monetary policy?

· No; while the Fed’s Board of Governors is appointed by the President, they act independently from political influence. This allows the Fed to respond to economic situations quickly and without political influence.

· The Fed’s decisions to raise or lower interest rates are decided by the Fed’s Open Market Committee (FOMC). 
· Why does the federal funds rate affect GDP? Don’t consumer interest rates matter more?

· While a decrease in the federal funds rate affects the interest rates banks charge each other for short-term loans, it still has an effect on other interest rates. The ability of banks to borrow from each other affects the bank’s ability to offer loans to consumers; this is why other interest rates tend to follow changes in the federal funds rate. If it becomes easier for the bank to borrow, which makes it easier for consumers to borrow, then consumer demand for goods will increase as well. This will increase production and GDP.
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Increasing the federal funds rate decreases the supply of loanable funds from S| to S2. This
will increase short-term interest rates from rl to r2.
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· If lowering the fed fund rates increase GDP, why don’t we just keep cutting rates so our economy can grow forever?
· The problem is that while GDP will increase in the short run, it also leads to inflation, which is harmful to economic growth in the long run.
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With the decrease in short-term interest from rl to r2, demand for goods and services
will increase as it becomes easier to borrow. This will increase the amount sold in the
market and increase GDP




Real World Applications from an Economist’s Perspective

Since 2007, the housing market has been volatile. Home prices have fallen, and the demand for homes has fallen, as well. This downturn in the housing market may be an effect of the Fed’s monetary policy over the preceding years. During 2005 and 2006, the Fed was concerned about inflation, given the relatively low level of interest. As a response, the Fed increased the federal funds rate (http://www.newyorkfed.org/markets/omo/dmm/historical/fedfunds/index.cfm).
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lower short-term interest rates from rl to r2.




As we have seen, increasing the federal funds rate leads to an increase in interest rates. This, in turn, leads to a decrease in the number of loans made by banks. With fewer loans available, the demand for housing fell. This caused the number of homes sold in the market and the price of housing to fall.
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Now it’s Your Turn
1.  If GDP is below potential GDP and unemployment is above NAIRU, what effects should one see if the Fed lowered the federal funds rate?
2.  To track the federal funds rate and to find historical federal funds data, visit: http://www.newyorkfed.org/markets/omo/dmm/fedfundsdata.cfm.

Practice Quiz

1. Which of the following is not a tool of Monetary Policy?

a. Changing the federal funds rate

b. The discount window

c. Changing the required reserve

d. Changing taxes

2. Who, in particular, sets the federal funds rate?

a. The Fed

b. The Chairman of the Fed

c. The Fed’s Open Market Committee (FOMC)

d. The Bureau of Economic Affairs

3. An interest rate cut will increase output without triggering inflation when:

a. GDP is below potential GDP and unemployment is above the NAIRU.

b. GDP is above potential GDP and unemployment is above the NAIRU.

c. GDP is above potential GDP and unemployment is below the NAIRU.

d. GDP is below potential GDP and unemployment is below the NAIRU.

4. When the Fed lends money to vulnerable financial institutions, it uses:

a. An increase in the federal funds rate.

b. The required reserve.

c. The discount window.

d. The margin reserve.

5. Inflation targeting is:

a. An example of a discretionary intervention.

b. An example of a rules-based approach.

c. An example of the discount window.

d. An example of fiscal policy.

6. Generally, an increase in the federal funds rate will:

a. Put upward pressure on prices.

b. Put sideways pressure on prices.

c. Put downward pressure on prices.

d. Have no effect on prices.

7. Monetary stimulus:

a. Tends to work quickly, requiring one to three months to have its full effect.

b. Tends to work instantaneously to have its full effect.

c. Tends to work slowly, requiring 12 to 18 months to have its full effect.

d. Tends to work as quickly as a fiscal stimulus.

8. To help ensure financial stability:

a. The Fed serves as a lender of last resort.

b. The Fed serves as a lender of first resort.


c. The Fed will not lend failing institutions funds.

d. The Fed serves as a credit counselor.

9. Which is not a goal of monetary policy?

a. Controlling inflation

b. Smoothing out business cycles

c. Responding to political pressure

d. Ensuring financial stability

10. What is the best reason for the independence of the Fed?
a. Politicians should be able to influence monetary policy.

b. The Fed should not be under political pressure to adopt monetary policies that help the political party in power.

c. The Fed should be under political pressure to adopt monetary policies that the democracy demands.

d. The Fed wants to keep the little guy down.

Answer Key

1.  D

2.  C

3.  A

4.  C

5.  B

6.  C

7.  C

8.  A

9.  C

10.  B

