Chapter 14

MONETARY POLICY.

Introduction.

· According to financial news reports the interest rate in the US is solely determined by the chairman of the Federal Reserve System (the central bank of the US.)
· How is that accomplished? Apparently through the control of the money supply, but how exactly? What are the tools of monetary policy? That will be the topic of this chapter.
· A major point of confusion on this issue is that whenever the Fed modifies "the interest rate" both the interest rates that we "pay" (active) and the ones that we "receive" (passive) move simultaneously and in the same direction. Why is that so?
· That can be explained through the following diagram:
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· The basic business of banks is to borrow money (at the lowest possible price) and to lend it (at the highest possible price,) collecting a profit in the process.
· The largest business for banks is to make loans to companies, so for simplicity we will assume that the only borrowers are firms.
· As for lenders there are three possible sources of funds:

· The Federal Reserve System, that charges an interest rate called the discount rate.

· Other commercial banks, that charge an interest rate called the Fed funds rate.

· Households, that keep deposit accounts that earn an interest rate.

· Therefore, whenever the Fed increases (decreases) the Discount Rate, banks are pressed to borrow more (less) from other sources. That increases (decreases) the Fed Funds Rate, and the interest rate that banks offer to their depositors. Simultaneously, banks will charge higher (lower) prices for the money they lend.

The Role of Banks in the Economy.

· Banks are critical pieces of the economy because of the role of financial intermediaries that they play connecting savers (households) with investors (firms).

· Banks are also important because they can create money through the process of multiple deposit creation. We can explain that process following these 7 steps:

1. Households and firms maintain part of their wealth in cash for transaction purposes, another fraction of that wealth is kept in the form of bank deposits.

2. The business of banks is to accept deposits and make loans with the money deposited. A fraction of those deposits (the required reserve ratio) must be kept in the banks reserves.

3. Banks make loans with the available funds.

4. More money is made available in the economy.

5. The borrowers that obtain the loans increase their money holdings.

6. A fraction of those holdings is spent, the rest is deposited in bank accounts.

7. Banks satisfy the required reserve ratio on those deposits and ... We move back to n. 3.

· Note: The required reserve ratio (RRR) was instituted by the Fed to guarantee that depositors could always withdraw part of their deposits and so bank runs could be avoided.

· How many times will we repeat this circle? As many times as it takes for the initial amount of deposits to be converted into required reserves kept with the Fed district bank.

· How much money is created in this way? The deposit multiplier tells us that.

( in Total Deposits = ( 1 / Required Reserve Ratio) x ( in Initial Deposits

For example: if the required reserve ratio is 10% and initial deposits increase by $100, total deposits increase by $1,000.

· What are the real values of the required reserve ratio?

· Institutions with reservable liabilities up to $51.9 million: 3%

· Institutions with reservable liabilities in excess of $51.9 million: 10%

· Demand deposits (checking accounts): 8% - 14%

· Time deposits (non-personal saving accounts): 9%

The Federal Reserve System.

· Central banks are the monetary authorities in every country. The US central bank has a federal structure for reasons that we will explain in the following section.

· How is the Fed exactly organized? Who controls the Fed? Who makes the decisions regarding interest rates, regulation and the control of the money supply?

· The answers to these questions are critical for financial markets and the economy as a whole.

Origins of the Fed.

· Before the Fed was created in 1913 there were two failed attempts (1811 and 1836) to create an European-style central bank for the US (the ill-fated First and Second Bank of the U.S.)

· Opposition by states to rely control of banking practices to a central institution -fear of excessive accumulation of power, local interests- generated the structure that we see today.

· Since there was an unquestionable need for a national banking regulator the Fed. Reserve Act of 1913 combined granting significant powers with a complex system of checks and balances.

Formal Structure of the Fed.

· The power within the Fed is supposed to be shared among state and federal institutions, the private sector and the government, bankers, business people and the public.

· Today the Fed includes:

Federal Reserve Banks

· The US is divided into 12 Federal Reserve Districts. Each has a Federal Reserve Bank that is partly controlled and financed by the member commercial banks. 

· They control the supply of currency in the region, examine (regulate) commercial banks, set the discount rate and participate in the FOMC.

The Board of Governors

· Appointed by the President and confirmed by the Senate. Each serves for 14 years but one governor's term expires every other January.

· The Chairperson is appointed for 4 years (renewable.)

· They participate in the FOMC, set reserve requirements and the discount rate.

The Federal Open Market Committee (FOMC)

· Composed by the 7 governors, 4 elected presidents of federal reserve banks and the chairman.

· Reserve requirements and the discount rate are determined here "de facto" even though officially are the responsibilities of other parts of the Fed.

· An open market operation is a sale or a purchase of Treasury Bills by the Fed that in turn reduces or increases the nationwide level of money supply.

· These OMOs are the most powerful tools of monetary policy.

Informal Structure of the Fed.

· The letter of the law that organizes the Fed hasn't changed much since 1913 but the economy has evolved a lot since then. The Fed has new responsibilities and the spirit with which the law is read is very different.

· The Fed has evolved into a more centralized type of monetary authority.

· The Chairperson of the Board of Governors sets the agenda and has significant voting power to determine reserve requirements and the discount rate (based on reports and studies done by hundreds of economists working for the Fed -this is no guesswork.)

· Member banks have almost no voice or vote on setting Fed policies. And for a good reason, since letting the regulated institutions have a say on the regulations is not a safe policy.

Conduct of Monetary Policy.

· Monetary policy is used by the Fed to influence Aggregate Demand. The main instrument of monetary policy is the interest rate (because it affects saving and investment.)

· In order to change the interest rate the Fed only has to change the money supply. For doing that it has three tools of monetary policy:

· Open Market Operations (OMO)

· Discount Rate (DR)

· Reserve Requirement Ratio (RRR)

Open Market Operations.

· Purchases or sales of federal securities from or to banks and the general public.

· PURCHASE: the Fed exchanges money for bonds that banks or the public holds. This increases the amount of money in the hands of the public so deposits increase and (i.

· SALE: the Fed exchanges bonds it holds for money from banks or the public. This decreases the amount of money in the hands of the public so deposits decrease and (i.

Discount Rate.

· Changes in the interest rate that the Fed charges for loans made to commercial banks.

· RAISING the DISCOUNT RATE: the Fed reduces the money available to banks to satisfy their required reserves. Less money is available for commercial loans and (i.

· LOWERING the DISCOUNT RATE: the Fed makes more money available to banks to satisfy their required reserves. More money is available for commercial loans and (i.

Required Reserve Ratio.

· The RRR has very powerful and direct effects on the deposit multiplier.

· RAISING the REQUIRED RESERVE RATIO: required reserves increase so banks have less money to make loans, their price increases (i.

· LOWERING the REQUIRED RESERVE RATIO: required reserves decrease so banks have more money to make loans, their price decreases (i.

· What monetary policy tool is more frequently employed?

· Changing the RRR has very powerful effect in changing the money supply but that prevents its use for fine tuning adjustments and can cause important liquidity problems for banks.

· Changing the DR is effective as long as banks increase or decrease their borrowing from the Fed accordingly -and that is beyond the Fed control.

· The most powerful tool are OMOs. These are easy to implement, their effect on bank reserves is immediate and are easy to reverse or reinforce. They are the most frequently used.

Goals of Monetary Policy.

· Monetary policy (control of the money supply) is supposed to be employed to accomplish all of the following at the same time (or as many goals as possible.)

1. High Employment. The opposite, high unemployment, creates human misery and financial distress for the families and individuals that have to endure very difficult times.

(but how much can you reduce unemployment? what about voluntary unemployment?)

2. Economic Growth. Increasing the standard of living improves the general well-being.

(but how much can monetary policy contribute to sustained economic growth?)

3. Price Stability. The opposite, high inflation, destroys the value of money as a medium of exchange and a store of value, attacking one of the pillars of the economy.

(but how much inflation is a problem? should it be zero?)

4. Interest Rate Stability. The opposite creates uncertainty for consumers and investors and makes it harder to plan for the future.

(but how can we guarantee certain interest rates a year from today?)

· This is almost a whish list for an economist. Besides the difficulty of achieving each objective by itself there is the additional problem of many of these goals conflicting among themselves 

· Maintaining low inflation may require contractionary policy that increases unemployment.

· Maintaining low unemployment requires expansionary policy that increases inflation.

· Stabilizing real GDP during a recession requires expansionary policy that increases inflation.

