CP Economics:  CHAPTER 15    

SECTION  1

Structure of the Fed

1) The Federal Reserve System is owned by its member banks.

2) The Board of Governors establishes policies for the Federal Reserve and member banks to follow, regulates certain operations and controls the money supply.

3) The 12 Federal Reserve district banks and 25 branch banks are located near the commercial banks they serve.

4) The Federal Open Market Committee (FOMC) makes decisions about the growth of the money supply.

5) The Federal Advisory Council, the Consumer Advisory Council and the Thrift Institutions Advisory Council advise the Board of Governors.

Regulatory Responsibilities of the Fed

1) The Fed monitors member banks’ reserves.

2) The Fed oversees bank holding companies.

3) The Fed oversees foreign banks operating in the U.S. as well as the international operations of U.S. member banks and holding companies operating abroad.

4) The Fed approves bank mergers.\

Other Federal Reserve Services

1) The Federal Reserve is responsible for check clearing.

2) The Federal Reserve is responsible for extending truth-in-lending disclosures to millions of individuals who purchase or borrow from corporations, retail stores, automobile dealers and lending institutions.

3) The Fed is responsible for issuing paper currency.

4) The Fed is responsible for providing financial services to the federal government.

Section 2

Fractional Bank Reserves

1) The Red requires that member banks keep a certain percentage of their deposits in the form of legal reserves.

2) A bank’s balance sheet shows its assets, liabilities and net worth.  Balance sheets are sometimes referred to as T-accounts, because the accounts form a T when written.

3) Every time a bank customer makes a deposit, the bank must set aside a portion of the deposit as reserves.

4) Banks earn money by lending out that portion of their deposits that need not be held as reserves.

5) To earn profits, a bank usually needs to charge 2-3 % more for its loans than the rate of interest it pays for its saving accounts and time deposits, interesting bearing deposits that cannot be withdrawn by check.

Fractional Reserves and Monetary Expansion

1) A system of fractional reserve banking allows banks to make a large volume of loans.

2) A change in the money supply is equal to the change in reserves divided by the reserve requirement.

Tools of Monetary Policy

1) The Fed can affect the money supply by changing the reserve requirement.

2) Also by buying and selling government securities (open market operations)

3) Also by changing the discount rate, the interest rate the Fed charges on loans to financial institutions.

4) Also by changing margin requirements.

5) Lastly by moral suasion and selective credit controls.

Section 3

Short-Run Impact

1) Changes in the money supply affect interest rates.

2) Sometimes the fed’s long term objectives force it to keep interest rates above or below the desired level in the short run.

Long-Run Impact

1) Changes in the money supply affect the general level of prices.

2) Monetizing the government’s debt means creating enough extra money to offset deficit spending in order to prevent interest rates from changing.

3) In 1980 the Fed decided to control inflation by restricting the growth of the money supply,

4) The real rate of inflation is the market rate of interest minus the rate of inflation.

Other Monetary Policy Issues

1) A tight monetary policy can hurt some industries, like homebuilding and automobiles, more than other industries.

2) High interest rates encourage people to forgo consumption today and increase their savings;  low interests encourage people to borrow money today, which will reduce their ability to consume in the future.

3) M1 includes traveler’s checks, 

a. coins, currency, 

b. demand deposits and 

c. other checkable accounts;

4) M2 includes M1 plus small denomination time deposits

a. Savings deposits and

b. Money market funds.

5) M3 includes M1 & M2 plus all large time deposits $100,000 or larger.

The Politics of Interest Rates

1) The Fed is an independent monetary authority, but it comes under political pressure to raise or lower interest rates.

2) The president and Congress can affect the Board of Governors by appointing new members when a governor’s term expires.
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