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Formation of the Federal Reserve

A By 1913, the U.S. faced several problems:
A No national currency
A No intermediary for processing checks
A No lender of last resort

A No coordination of money supply
A Who do you turn to when things go wrong?
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The Federal Government
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A The Challenge: Governments Inflate the Economy

A Low interest rates reduce debt service costs
A Low interest rates spur the job gains and inflation

A With higher inflation, governments can avoid tax increases or
spending cuts needed to manage debt levels
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What is the Federal Reserve?

The Federal Reserve Is the
Central Bank of the U.S.

(formed in 1913)
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The Federal Reserve System

PURPOSES
_ FUNCTIONS
Functions LTIERT 5

AConduct monetary policy

ASupervise and regulate banks
AMaintain stability of financial system
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Federal Reserve:

A System of Checks and Balances

A Board of Governors (BOG) in Washington DC
(Political Appointees and Government Employees)

A 12 Regional Reserve Banks
(Non-profit Corporations and Private Employees)

Public Control N

A Congressional Oversighfu. -
A BOG Oversight of Banks ...

A Government Remittances

ALASKA
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Two Kinds of Economic Policy

A Monetary Policy A Fiscal Policy
A Changes in the level A Changes in
of money and credit government
In the economy spending and tax
A Implemented by the programs
Federal Reserve A Implemented by the

Executive and
Legislative branches

Federal Reserve Bank of Kansas Citfpmaha Branch

Regional, Public, Community Affairs Division WWW'kansaSC|tyfed'org/0maha



Federal Open Market Committee

A Monetary policy making bod

A 7 Governors,

A NY Fed President,

A 4 other Bank Presidents

A Remaining Bank Presidents gl
participate in discussions
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Discussion Question

What Is the best way to structure
the Federal Reserve
and make it accountable to the public,
but not controlled by politics?
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The Fed’s Toolbox:

Monetary Policy Tools

A Primary Credit Rate
(Discount Rate)

A Open Market
Operations
(Fed Funds Rate)

A Reserve Requirements

A Balance Sheet
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Primary Credit Rate

(aka the Discount Rate)

A Rate of interest the Fed charges on loans to bank
and other financial institutions

A Originally, the primary monetary policy tool.

A Today, a posturing signal for regional Reserve
Banks

A A lower discount rate signals easier, expansionar
or accomodativepolicy

A A higher discount rate signals tighter,
contractionaryor lessaccomodativepolicy
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Open Market Operations &

the Fed Funds Rate

Slow the Economy:
Take Money Out of the Economy

Sell Securities

Economy
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Open Market Operations &

the Fed Funds Rate

Stimulate the Economy:
Place Money in the Economy

Buy Securities

Economy

Federal Reserve Bank of Kansas Citfpmaha Branch
Regional, Public, Community Affairs Division

www.kansascityfed.org/omaha



The Balancing Act of Monetary Policy

Sustainable
Economic
Growth

ety

Stability
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The Taylor Rule

Equilibrium : Deviation
Fed Funds _ quilibriu Inflation eviatio Output
= Real Interest + + of Inflation +
Rate Rate Gap
Rate from Target

ip = 1" + pe + BPe—p") + YOe - ¥i)

What Can Economists Debate in the Taylor Rule?
AEquilibrium real interest rate
Anflation rate measure
Anflation target
Aotential GDP
ANeights on inflation and output gap

AT OCA 18 +AET 8 Woxo O4AUIT O 2 EdodbomiéHebdiraderEliRéserve Bank of RaBshsiCityA Fedohd Qudrtde A1 AT AAO6
http://www.kansascityfed.org/Publicat/EconRev/PDF/10g2Kahn.pdf
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Assumptions Matter

Taylor Rule Outcomes

Percent (2011:Q2)
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Viewpoints depend on your perspective.
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Discussion Question

What part of the dual mandate
(inflation or employment)
should drive monetary policy?
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Is the Phillips Curve Dead or Alive?
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Has the Fed followed the Taylor Rule?

Effective Fed Funds Rate and Taylor Rule

Percent
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Monetary Policy Transmission Mechanisms

[ Central Bank ]
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Economic Review http://www.kansascityfed.org/Publicat/ ECONREV/PDF/4q03sell.pdf
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A Larger Balance Sheet Boosts the Monetary Base

Federal Reserve Balanc8heet: Assets

Billion Dollars
3000

m Fed Agency Debt MBS Purchast
2500 | © Liquidity to Key Credit Markets

m Lending to Financial Instit%' ns
2000 | mLong Term Treasury Purc?ase

Traditional Security Holdir
1500 - |

1000 -

500 -

0 | | | | | | | | |
Jan07 JukO07 Jan08 Jul08 Jan09 Jul09 JanlO0 JukllO0 Janll Julll

Source: Federal ReserBank of Cleveland
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Discussion Question

What are the costs and benefits
of Quantitative Easing?




Inflation is based on money and velocity.

Quantity Theory of Money

Money * Velocity
Quantity

Price =

Definition of Inflation:
Too much money M1t
chasing V1
too few goods Q)
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The Monetary Base is not Money Supply

Growth in Monetary Aggregates
Index (Jan 2000=100)
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Source: FederalReserve Board of Governors
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Banks are holding monetary base

IN excess reserves

Excess Reserves in Depository Institutions

Trillion dollars

1.8
° ' When will inflation start?
. Banks start lending
1 Consumers start spending
08 Businesses start investing
0.6 - _
04 | In short, If excess reserves fall
0o before the Fed balance sheet
0 _
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Source: FederalReserve Board of Governors

Federal Reserve Bank of Kansas Citfpmaha Branch
Regional, Public, Community Affairs Division

www.kansascityfed.org/omaha



What's the exit strategy?

Federal Reserve Balanc8heet: Assets

Billion Dollars
3000

m Fed Agency Debt MBS Purchast
2500 | © Liquidity to Key Credit Markets

m Lending to Financial Instit%' ns
2000 | mLong Term Treasury Purc?ase

Traditional Security Holdir
1500 - |

1000 -

500 -

0 | | | | | | | | |
Jan07 JukO07 Jan08 Jul08 Jan09 Jul09 JanlO0 JukllO0 Janll Julll

Source: Federal ReserBank of Cleveland
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Where are We Now?




The Goal:

Foster Maximum Employment and Stable Prices

Economic Projections of Federal Open Market Committee Members,
Central Tendency, June 2011

Real GDP Growth 2510 2.8 2.710 2.9 3.3t0 3.7
January 201proj. 3.4103.9 3.5t044
Unemployment Rate 5.210 5.6 8.6 t0 8.9 7.810 8.2
January 201proj. 8.8109.0 7.61t08.1
PCE Inflation 1.7t0 2.0 2.3t0 2.5 1.5t0 2.0
January 201proj. 1.3to 1.7 1.0to 1.9

Source: Federal Reserve Board of Governors
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