Chapter 4 - THE FED, MONETARY POLICY AND INTEREST RATES


Federal Reserve Act in 1913 created our central bank, the Federal Reserve Bank, to stabilize the monetary and financial system, in response to numerous banking crises and panics in the late 1800s and early 1900s.  Fed is quasi-private, quasi-public, operates independently financially, and can make decisions on monetary policy without approval of President or Congress.  However, they have to work together with the President and Congress to promote economic growth and stability.

 

1. Major functions of Fed: 1) Conduct monetary policy, 2) regulate and supervise commercial banks, 3) maintain stability of financial system [e.g., 9-11 (p. 95), Y2K, etc.], and 4) provide financial and payment services for the economy and banking system, both domestic and international.    

 

2. Structure of the Fed.  Decentralized system of 12 regions, each with its own district Fed bank, see map on p. 92.  Early 20th century politics significantly influenced the structure of the Fed, including Missouri having two district banks.   

 

Functions of Fed banks:
 

a. Assist Monetary Policy.  5 of the 12 Fed presidents serve on the FOMC, the primary decision-making committee of the Fed (NY Fed president + 4/11).  Fed banks also make loans to eligible commercial banks at the Fed's discount window, at the discount rate.    

 

b. Supervision and Regulation of commercial banks: 1) bank examinations for soundness, 2) warnings for unsafe banking activities, and 3) review applications for expanded activities (e.g., investment banking activities).   

 

c. Government Services. Fed serves as commercial bank for federal government, Department of the Treasury, accepting deposits like federal unemployment taxes, federal income taxes withheld, estimated tax payments, etc.  Fed banks and branches help to sell Treasury securities and pay interest  and principal on these securities, as well as savings bonds and government-sponsored securities of Fannie Mae and Freddie Mac (CH 7).    

 

d. New Currency Issue.  Fed banks replace currency as it gets worn out, and issue new currency to meet increased cash demand.  

 

e. Check Clearing, see p. 96.  About 40% of interbank check-clearing (16B checks) is done through Fed (for a fee), facilitated by commercial banks having accounts with the Fed.  The other 60% is done through private check-clearing services.  

 

f. Wire Transfer Services.   Fed banks and commercial banks are linked electronically through the Federal Reserve Communications System, specifically the Fedwire and Automated Clearinghouse (ACH) systems, allowing instant transfer of funds among 6,000 banks, see p. 97.  

 

g. Research Services.  Each Fed bank has a large staff of professional Ph.D. economists who conduct research on the banking and financial system, the regional economy, the national economy, international economics, monetary history, monetary economics, etc.  Some of this research is used to help formulate and implement monetary policy.   

 

 

Organization of Fed
 

Fed is divided into 12 districts, see p. 92.  Note: Branch Fed in Detroit.  Three largest district banks are Chicago, NY and SF, with 50% of total assets.  NY Fed is the most important.  Each Fed district bank is under supervision of the Board of Governors in Washington, D.C.  Each district bank has a nine-member Board of Directors, 6 elected by banks (3 professional bankers and 3 non-bank businesspeople) and 3 are appointed by Board of Governors to represent the public interest (university presidents, nonprofit officers, community interest).  The 9 directors appoint the president of the Fed district banks.  

 

Dual Banking System.  Commercial banks can receive a charter to operate at the national level through the Office of the Comptroller of the Currency (Dept of Treasury), or at the state level from the state banking regulatory agency.  National banks are required to be members of the Fed system, state banks have the option of joining the Fed system if they meet requirements.  Advantage: Direct access to Fed Funds wire transfer network and access to discount loans from Fed.  Member banks are required to buy stock (not publicly traded) in their Fed district bank (quasi-private), receive dividends of max 6%.   40% of U.S. banks with 80% of the assets are members of the Fed (national banks are much larger than state banks).  

 

Fed is "non-profit," but it generates income from: a) interest earned on Treasury securities purchased in open-market operations (OMOs) with the "magic checkbook," b) interest earned on the reserve deposits at the Fed for reserve requirements, and c) check-clearing and wire-transfer fees.  Note: Fed turns over profits to the Dept of Treasury.

 

Board of Governors - 7 member board that is the decision-making head of the Fed, appointed for a single 14-year term by the President, approved by Senate.  Non-renewable terms of 14 years allow governors to focus on long-term economic goals, without having to worry about gaining political influence for reappointment.  Governors are usually Ph.D. economists with expertise in monetary economics or banking.  Terms expire every two years, to minimize the influence of one president.  Chair and vice-chair have terms of 4 years.  Board meets several times a week with members of other government agencies (FDIC, Treasury, OCC, SEC, Congress, etc.), central bankers of other countries, industry groups, and academic economists.  Board is also part of the FOMC.  

 

Board supervises banking industry and financial markets (e.g., Board sets margin requirements for stock purchases), supervises credit markets and helps formulate policies (e.g., Truth in Lending Act, Community Reinvestment Act, Equal Credit Opportunity Act, passed by Congress, but supervised by Fed).  

 

FOMC - Major decision-making body of the Fed for monetary policy.  7 Governors, NY Fed President and 4/11 other bank presidents, rotating annual basis, from 4 groups: a) Boston, Philadelphia and Richmond; b) Cleveland and Chicago, c) Atlanta, St. Louis and Dallas and d) Mpls., KC and SF.  For 2006: Richmond, Cleveland, Atlanta, San Francisco.  

FOMC meets 8 times a year: 2006 (Oct 24/25 and Dec 12), 2007 (Jan 30/31, Mar 20/21, May 9, June 27/28, Aug 7, Sept 18, Oct 30/31, Dec 11).  At FOMC meetings, monetary policy is decided after a discussion of the economic conditions.  Open Market Operations (OMOs) are the main tool of FOMC monetary policy (reserve requirements and discount rate are set by Governors), which influences the Federal Funds target rate.  FOMC meetings are closely watched both here and around the world.  

 

Balance Sheet of the Fed.  See p. 98.  Changes in monetary policy involve changes in the Fed's balance sheet. 

 

Liabilities: 1) Currency in circulation outside banks, $690B in 2004 or 85.4% of Fed liabilities. 

2) Bank Reserves: a) Commercial Bank Deposits at Fed that are used to settle accounts when checks clear and wire transfers are made, and b) banks' vault cash on location or at a Fed bank.

 

Total Reserves: Required Reserves (currently 10% of transaction deposits) + Excess Reserves (0% interest, so banks minimize, but can lend out excess reserves to make money in Fed Funds market).  Important point: Changes in monetary policy start by influencing excess reserves.  

 

These accounts (cash + reserves) represent 95% of Fed liabilities, and are called the Fed's Monetary Base, or "high-powered money."  Increases (decreases) in the monetary base (currency or reserves) increase (decrease) the MS.      

 

Assets:  U.S. Treasury securities, $687B or 85% of assets.  An expansionary OMO leads to an increase in the Fed's holding of Treasury securities, and an increase in the MS.   

 

 

3. MONETARY POLICY TOOLS
 

When the Fed implements monetary policy, it starts by changing excess reserves, which then affects short-term interest rates (Fed Funds rate), long-term interest rates, exchange rates, supply of money, supply of credit, and eventually the levels of employment, output and prices.  

 

Commercial banks borrow and lend excess reserves of $1m or more, in the Federal Funds Market, a short-term (overnight) credit market, which determines the Federal Funds rate.  The Fed Funds rate is determined largely by the supply of reserves, which is determined by the Fed's OMOs.   

 

The Fed can either: 1) target bank reserves and the monetary base to achieve desired money growth goals, or b) target the Fed Funds rate.  Since 1993, FOMC has targeted the Fed Funds rate.  For example, to counteract the last recession that started in March 2001, the Fed lowered the Fed Funds target 11 times in 2001, see chart below:  
	Date
	Basis Points
	Fed Funds Target (Discount Rate)

	January 3*
	-50      
	6.00%   (5.75%)

	January 31        
	-50
	5.50%   (5.00%)

	March 20
	-50
	5.00%   (4.50%)

	April 18*
	-50
	4.50%   (4.00%)

	May 15
	-50
	4.00%   (3.50%)

	June 27
	-25
	3.75%   (3.25%)

	August 21
	-25
	3.50%   (3.00%)

	September 17*
	-50
	3.00%   (2.50%)

	October 2
	-50
	2.50%   (2.00%)

	November 6
	-50
	2.00%   (1.50%)

	December 11
	-25
	1.75%   (1.25%)


* Unscheduled

 

Open Market Operations:  Purchases or sales of Treasury securities by the Fed, in the form of a policy directive, issued by the FOMC to the Federal Reserve Trading Desk in NY for a specific OMO amount.  OMOs take place in the secondary U.S. Treasury securities market, an over-the-counter market.  When the Fed buys a Treasury security, it writes a check or transfers funds to the seller's account, which increases bank reserves.  When Fed sells a Treasury security, it receives a check or wire a transfer, which decreases bank reserves.  

 

See Table 4-6, p. 104 for an illustration of an expansionary OMO.  Note: 1) Fed has acquired $500m worth of additional Treasury securities without any funds, and 2) Bank reserves have increased by $500m.   

 

Discount Rate: Rate charged by Fed for "emergency" loans to banks for reserve requirements when Fed Funds are not available to certain banks.  Usually changed according to changes in Fed Funds target rate, see Table above.  Lower (higher) discount rate signals a move toward expansionary (contractionary) monetary policy and lower (higher) interest rates.   

 

Note Recent Major Change: Starting Jan 2003, the Fed starting charging a higher rate (+1%) for discount loans vs. Fed Funds target rate, instead of the tradition of lower rates (by 1/2%, see Table above), but made it much easier to get discount loans, especially for healthy banks (+1% above Fed Funds (primary credit), vs. +1.5% for weak banks (secondary credit)).  Reasons: Fed wants to: 1) reduce volatility in the Fed Funds market by providing a fixed discount rate, and 2) make funds readily available for all banks, healthy and weak, all the time, but without subsidizing loans at below market rates.  Banks previously had to prove that they could not obtain funds privately before being eligible for discount loans.      

 

Reserve Requirement (Reserve Ratio):  Required ratio of deposits that banks must hold as reserves, e.g. 10%.  If Fed lowers reserve requirement, all banks have excess reserves, they make new loans which are used to purchase consumption and investment spending, and that spending ends up as bank deposits, which increases MS.  

 

Example, p. 107, Fed lowers reserve requirement from 10% to 5%, and City Bank now has $20m of excess reserves to lend out.  Notice that when reserve requirement is 10%, Deposits can be (1 / res. req.) or 10X Reserves of $40m = $400m.  When reserve requirement is 5%, Deposits can eventually be (1 / .05) 20X Reserves of $40m or $800m in Panel C.  Maximum Expansion from lowering reserve requirement = (Excess Reserves) x (1 / New reserve requirement), in this case $20m x (1 / .05) = $400m.  Assumes: 1) banks hold no excess reserves and b) all new money gets deposited inside the banking system, with no additional cash demand.  

 

If Fed raises reserve requirements, it will have a contractionary effect on MS.  In practice, the Fed rarely uses/changes the reserve requirements.  

 

4. FED, MS and INTEREST RATES
 

See Figure 4-5 on p. 110 and Table 4-8 on p. 111 for an overview of monetary policy, expansionary vs. contractionary.  

 

Primary policy objective of Fed? _________________________

 

 

Money Supply vs. Interest Rate Targeting
 

Table 4-9 on p. 112 shows different periods when Fed was targeting MS (reserves) vs. interest rates (Fed Funds).  Figure 4-6, Panel A, (p. 113) illustrates targeting MS at line MS to achieve policy goals, resulting in expected interest rate of 6%.  However, unexpected changes in Money Demand (MD) due to changes in output or inflation could cause interest rates to fall to 4% or rise to 8%.  Conclusion: If Fed target MS and it loses strict control over interest rates, and could lead to interest rate volatility.    

 

Figure 4-6, Panel B (p. 113) illustrates targeting interest rates at 6%.  If MD falls, interest rates fall to 5%, but contractionary monetary policy can be used to raise rates back to 6%.  If MD rises, interest rates rise to 7%, but expansionary monetary policy can be used to lower rates back to 6%.  Conclusion: Target interest rates and you lose control over MS. 

 

POINT: You can only control one variable at a time, MS or interest rates, but not both.  Target one, lose control over the other.  

 

1970s: Fed targeted Fed Funds rate, which started to increase in the 1970s.  We went off gold standard, went off fixed ex-rates, there were wage/price controls under Nixon from 1971-1973, oil price supply shock in 1973-1974 due to the Arab oil embargo (oil prices doubled), etc., which all led to inflationary pressure in the U.S. economy, and rising MD and higher interest rates.  Response by Fed to maintain interest rate target?  __________________
 

	YEAR
	INFLATION

	1971
	3.3%

	1972
	3.4%

	1973*
	8.7%

	1974*
	12.3%

	1975*
	7.0%

	1976
	5.0%

	1977
	6.7%

	1978
	9.0%

	1979
	13.3%

	1980*
	12.5%

	1981*
	9.0%

	1982*
	3.8%

	1983
	3.8%


*Recession Years

 

In 1979, Paul Volcker was appointed Fed chair by President Carter, to try to control inflation (13.3%).  Under Volcker, the Fed switched to targeting MS in October 1979, abandoned interest rate targets, with successful results, see Table above.  Specifically, the Fed targeted nonborrowed reserves, which is Total Reserves - Borrowed Reserves (Discount Loans), which are the "liquid" reserves available for lending in the Fed Funds market.  Monetary Base = currency + reserves, and reserves are the most sensitive and expansionary part of the monetary base.  Remember that Δ MS = Δ Deposits = Δ Reserves x (1 / reserve requirement).  

 

The Fed Funds rate (FFR) in Oct 1979 was around 14%. When switching to MS (reserve) targeting, the Fed allowed the FFR to fluctuate between 10-15%, and set MS growth target at 4.5%-7%.  Volatility of FFR increased, see Figure 4-7 on p. 114.  Overall, the policy was effective, inflation fell and stabilized in 1982 and 1983, see Table above.  

 

However, in the process of contracting MS, interest rates rose significantly: FFR was above 19% in mid-1980, prime rate was above 20% in 1980 and 1981, 30-year mortgage rates were 16% in 1980, 18.5% in 1981, 17.5% in 1982, new car loans were 15-18% during this period, etc.  By late 1982, U.S. unemployment rate was 11%, the highest since 1930s.  Genesee County unemployment rate was 24% in March 1982, 31% in Flint!   

 

Economy was in recession from Jan 1980-July 1980, and from July 1981-November 1982 (16 months, longest recession since Great Depression, tied with the November 1973-March 1975 recession).  From 1973-1982, the U.S. had three recessions and the economy was in recession for almost 30% of the months during that ten year period!

Volcker's four-year term expired in 1983, was reappointed under Reagan until 1987, when Greenspan was appointed.  Volcker gets credit for bringing the 1970s inflation under control.  The recessionary conditions resulting from contractionary monetary policy illustrate the reluctance of some countries to get inflation under control.  Short term costs, long term benefits.      

 

Fed targeted reserves (MS) until July 1993, when it switched back to targeting FFR under Greenspan, and also started announcing its FFR target after every FOMC meeting.  Previously, the Fed's monetary policy decisions at FOMC meetings were kept secret for a period of time.  At that time, "Fed-watching" was very important, to try to assess the Fed's policy goals by watching its actions.  

 

5. FOREIGN EXCHANGE INTERVENTION
 

Monetary policy to influence currency values, to achieve economic goals and trade policy.  For example, the central bank of Japan intervened in 1999 to strengthen the $.  In 1998, the dollar was trading for ¥145, by late 1999 it was down to ¥102, a fall in the dollar's value of 30%.  Central bank of Japan, in an effort to sell exports to U.S., intervened in currency markets by buying Dollars with Yen, to try to appreciate the dollar and depreciate the Yen.  

 

China has been pegging the value of the Yuan at 8.2781Yuan/$ since 1998 (see chart below, now at 7.9430), and has preventing its currency from rising against the dollar by intervening in currency markets: sell Yuan to buy dollars, to maintain the strength of the dollar, to make its exports attractive to the U.S. market.  
                                               Chinese Yuan / Dollar, 2001-2006
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 6. EUROPEAN CENTRAL BANK (ECB) 
 12 countries in the Eurozone now use a single currency (Euro), introduced in 2002 and now used in all European Union countries except (Sweden, Denmark and U.K.).  Monetary policy is now conducted by the European Central Bank in Frankfurt.  Each member country gets a seat on the ECB Governing Council (like the FOMC in U.S.) the governor or president of each national central bank.   ECB operates under an inflation target of 2%.  

 

Main challenge for monetary policy for the ECB?   
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