Chapter 12:  Monetary Policy

I. I. Structure of the Banking System

A. National Banks 

Commercial banks chartered by the Federal Government are required to be members of the Federal Reserve System, follow the Fed’s regulations, and must buy stock in its regional Federal Reserve Bank.  

B.  State Banks

Commercial banks chartered by State Governments have the option of becoming Federal Reserve Members.

C.  The Monetary Control Reform Act of 1980

1. Permitted all depository institutions to offer checkable deposits

2. Imposed uniform RRR on bank and non-bank institutions

i. This makes the distinction between Federal Reserve Members and non-members less significant.

ii. The Deregulatory Act of 1980 had the purpose of increasing competition in the financial industry.

Fed control over i.r. on savings and checking deposits to be phased out over 5 years. This effectively repealed Regulation Q.

D.  Fed Structure

1. Board of Governors: 1 Chairman and 6 Governors, all appointed by the President to 14-year terms.  The Fed Chair can be reappointed to as many four year terms as can be fit into the one 14-year term, plus any unfinished years if their predecessor left the Chairmanship before their 14-year term ended. This is how Greenspan served as Chairman for about 20 years; he served the last six years of the precious Chairman’s term, then was appointed to his own 14-year term. Ordinarily new members are appointed once every two years. All 7 Fed Governors are confirmed by the Senate.
i.    Independence and Credibility depend on the extent to which the Fed is effectively kept independent from the legislative or executive branches.

2. The Board of Governors, plus 5 of the 12 Presidents of Federal District Banks make up the Federal Open Market Committee, which controls all monetary policy actions.

3. The Federal Advisory Council is comprised of 12 prominent bankers one from each of the 12 Federal District Banks’ Boards of Directors.

4. Internal Structure of District Banks

i. Each has a 9-member Board of Directors.  3 are appointed by the Board of Governors in Washington to represent national interests.  3 are elected by member commercial banks; one Director selected by large banks, one  by medium-sized, and one by small banks. These 6 appoint the remaining 3, meant to represent mainstream economists.

ii. The Fed is referred to as a quasi-public institution in that it serves the interests of commercial banks (private) and the national economic health (public).  Other reasons it is seen as partly private, and partly public, may also be evident from the above topics. The Fed is not for profit.

II. Powers of the Fed

A.  General Powers


i. Open-Market Operations

While the Fed trades a variety of short- and long-term debt instruments in an effort to influence the economy, the main one is the Treasury Bill (t-bills), the most stable and risk-free asset.


a. Expansionary example:  Fed buys $200 Billion in t-bills.  The public supplies the bonds in exchange for the money, which is deposited.  Banks have to hold RRR*deposits amount (0.2*200=40).  Any reserves beyond those required are called ER, which in this case is 200-40=160. Due to the money creation process, ER provides the new money that gets loaned out multiple times, ultimately expanding M1 by the initial injection multiplied by the deposit multiplier.  In this case, 200*(1/0.2)=1000.

The Change in M1 (after all the loans are made) would be a positive $1000 Billion (1 Trillion).

In buying or selling t-bills, the t-bill interest rate is changed, and the amount of the change is specifically targeted.  An expansionary purchase of t-bills by the Fed will typically cut this interest rate (the risk-free rate, a foundation for consumer and business loan rates) by 0.25%, say from an i.r. of 5.25% to 5%.

ii.  Discount Rate, or the rate of interest the Fed charges member banks and other depository institutions for short-term loans. An example: the DR is 8% annually, or one-fourth that for a 3-month loan.  ¼*8%=2%.  Bank A would receive $980 today and have to repay the Fed that amount + 2% interest or about $1000 in 3 months.

Fig. 12-4 (p.312) shows how the FFR and the DR follow each other very closely.  As  expected from a value determined in a market with many buyers and sellers (borrowers & lenders of Federal Funds) the FFR is much more jagged while the DR is assessed and changed or left unchanged at consistent intervals.  

Notice also the rises and falls, as the sharp decline at the right of the graph is consistent with expansionary monetary policy to respond to events like a weak economic recovery coming out of the stock market crash and insufficient job creation concurrent with the economy’s response to the terrorist attacks.

In other words this chart shows how a higher i.r. is used to moderate an expansion and a low i.r. is used to counter a recession and aid a recovery. 

iii.  Not only can the Fed engage in open-market operations and adjust the DR, it also can adjust the RRR, the ratio of reserves: deposits.  Starting with the RRR of 20% (0.2), 

	Bank A

	Assets
	Liabilities

	Reserves          $25,000
	Deposits                              $100,000

	Loans               $75,000
	


0.2*  $100,000 = $20,000, which is less than the $25,000 this bank has in reserves.  It has ER=$5,000 which can be loaned out and multiplied by the deposit multiplier in the money creation process to determine new M1.

$5,000*(1/.2)=$25,000

$25,000 is the total increase in the money supply, after all rounds of lending are complete.

What if the Fed decreases RRR to 0.1?


       0.1*  $100,000 = $10,000


       $25,000-$10,000= $15,000 in ER

The increase in ER afforded by the Fed’s reduction of the RRR enables M1 to grow significantly more than under the first RRR.

           $15,000*(1/.1)=$150,000   

Much more than the 25,000 total increase in the money supply in the initial scenario when RRR was still 0.2.

Changing RRR is a powerful tool and is not used frequently; small percentage changes can have enormous effects on the reserve positions of banks.

iv. Most Fed action is conducted through the open-market activity, which enables fine-tuning of the economy.  Changing RRR is a more blunt tool and usually would signify a major shift in monetary policy. 

B. Specific Powers of the Fed

Powers beyond the control of credit (i.r., DR, RRR) 

i. Margin Requirements on stocks

Brokerages offering margin accounts will allow stock purchases to be made with only  a down payment of the full purchase price of (current share price)*(# of shares purchased).  The fraction that is required for down payment is set by the Fed and is called the Margin Requirement.  In reality, traders very often avoid paying the rest of the cost because they sell their margin purchases before
the remaining payment is due.

The Fed can increase or decrease the margin requirement to discourage or encourage speculation

ii.  Regulations X (consumer loans) and Q (home loans) allowed the Fed to set maximum interest rates and length of time for repayment.

iii. Regulation Q enabled the Fed to set a maximum i.r. banks can pay on savings accounts.

C. Taylor Rule

0.5*(% difference between actual Output and potential Output)+

0.5*(Actual Current Inflation- target inflation rate) + 2% + Actual Current Inflation Rate = FFR Fed should target.

Note that each entry in the formula is stated as a percentage.

D. Liquidity Trap: a situation when i.r. is very low and investors can only expect higher rates in the future.  Monetary policy is ineffective at expanding the economy.  This characterized Japan’s prolonged recession in the 90’s. Generally it coincides with recessionary to weak economies and deflating or at most just barely inflating money.

E. Recognition and Implementation Lag


When the Fed decreases interest-rates, businesses will undertake some new projects immediately.  Other projects, however, will only enter planning stages and may not be funded and making expenditures for some time.  By the time the money is being spent for some projects, the economy may be in completely different phase of the business cycle (expanding) than it was at the time of the Fed’s action (contracting).

In addition to the “implementation lag”, small businesses and consumers may take a while to incorporate the Fed’s action into how exactly it will affect their spending (“recognition lag”).  

Other lags are introduced by the Fed’s time to appraise economic conditions, and to meet and agree on a policy action.  When they act, while FFR and DR are very significant to banks, this change may also take a brief period of time to filter into the rates important to businesses (through business loans) and consumers (through mortgages, credit card i.r.’s, etc.).  Taken together these lags can delay the impact of any Fed action for months in altering private spending. 


F. How to identify an offensive or defensive action?  Is the move made to maintain and not change i.r. (interest rate) targets, the main i.r. being the FFR, and maintain a targeted level of the Money supply? If so, Fed actions in response to (especially temporary) shocks to the financial system tend to be defensive.


If however the move is made as part of establishing a new target for the FFR and the Money supply, especially when part of changing a contractionary policy to an expansionary policy or vice versa, it is an offensive action. 

Having a lot of overlap with offensive or defensive is a “policy change” vs. a “policy regime change.”  A “policy change” in monetary policy is more of a defensive action, a response to temporary or one-time events. A “policy regime change” is much more similar to offensive action (than defensive), especially changing from expansionary to contractionary, but the events that qualify as a “policy regime change” tend to be broader. The declaration or altering of an explicit inflation target (or GDP target, or Unemployment target), a reordering or the announcement of your order of priorities (Prices, GDP, jobs? Or is it GDP, jobs, prices? Or is it…), fundamental changes in the structure, especially the independence, of the central bank; all these would be “policy regime changes.”

G. Also be aware of the Fed tools, the Operating target, the Intermediate targets and Ultimate targets. Notice Ultimate targets are the same as they would be for fiscal policy, but the mechanism of implementing the policies are certainly different. And of course, see the “Duties of the Fed” list earlier in this chapter. 
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