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ÁBy 1913, the U.S. faced several problems:

ÁNo national currency

ÁNo intermediary for processing checks

ÁNo lender of last resort 

ÁNo coordination of money supply

ÁWho do you turn to when things go wrong?
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ÁThe Challenge: Governments Inflate the Economy
Á Low interest rates reduce debt service costs

Á Low interest rates spur the job gains and inflation

ÁWith higher inflation, governments can avoid tax increases or 
spending cuts needed to manage debt levels
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The Federal Reserve is the 
Central Bank of the U.S.

(formed in 1913)

ÅConduct monetary policy

ÅSupervise and regulate banks

ÅMaintain stability of financial system

Å/ÐÅÒÁÔÅ ÔÈÅ ÎÁÔÉÏÎȭÓ ÐÁÙÍÅÎÔ ÓÙÓÔÅÍ 

Functions



Federal Reserve Bank of Kansas City ɀOmaha Branch
Regional, Public, Community Affairs Division www.kansascityfed.org/omaha

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

Á12 Regional Reserve Banks
(Non-profit Corporations and Private Employees)

Public Control
ÁCongressional Oversight
ÁBOG Oversight of Banks
ÁGovernment Remittances
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ÁMonetary Policy
ÁChanges in the level 

of money and credit 
in the economy

ÁImplemented by the 
Federal Reserve

ÁFiscal Policy
ÁChanges in 

government 
spending and tax 
programs

ÁImplemented by the 
Executive and 
Legislative branches
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ÁMonetary policy making body
Á7 Governors, 
ÁNY Fed President, 
Á4 other Bank Presidents
ÁRemaining Bank Presidents 

participate in discussions
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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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ÁPrimary Credit Rate 
(Discount Rate)
ÁOpen Market 

Operations
(Fed Funds Rate)
ÁReserve Requirements
ÁBalance Sheet
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ÁRate of interest the Fed charges on loans to banks 
and other financial institutions

ÁOriginally, the primary monetary policy tool.
ÁToday, a posturing signal for regional Reserve 

Banks
ÁA lower discount rate signals easier, expansionary, 

or accomodativepolicy
ÁA higher discount rate signals tighter, 

contractionaryor less accomodativepolicy 
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Slow the Economy: 
Take Money Out of the Economy

The Fed

Sell Securities

Treasury

Market

Receives Money

Economy

Raises Fed Funds Rate
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Stimulate the Economy: 
Place Money in the Economy

The Fed

Buy Securities

Treasury

Market

Gives Money

Economy

Lowers Fed Funds Rate
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Sustainable 
Economic
Growth

Price
Stability

Foundation based on the Phillips Curve
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Fed Funds
Rate

=
Equilibrium

Real Interest 
Rate

+
Inflation

Rate
+ +

Deviation 
of Inflation 
from Target

Output
Gap

 

What Can Economists Debate in the Taylor Rule?

ÅEquilibrium real interest rate

ÅInflation rate measure

ÅInflation target

ÅPotential GDP

ÅWeights on inflation and output gap

'ÅÏÒÇÅ !Ȣ +ÁÈÎȢ ΨΦΧΦ Ȱ4ÁÙÌÏÒ 2ÕÌÅ $ÅÖÉÁÔÉÏÎÓ ÁÎÄ &ÉÎÁÎÃÉÁÌ )ÍÂÁÌÁÎÃÅÓȱ Economic Review, Federal Reserve Bank of Kansas City, Second Quarter
http://www.kansascityfed.org/Publicat/EconRev/PDF/10q2Kahn.pdf
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What part of the dual mandate 
(inflation or employment) 

should drive monetary policy?
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Central Bank

Short-term 
interest rates

Bank Reserves

Bank Credit Excess
Reserves

Long-term
Interest rates

Economic 
activity

1 2

3

3ÏÕÒÃÅȡ 'ÏÒÄÏÎ 3ÅÌÌÏÎ ɉΨΦΦΩɊ Ȱ-ÏÎÅÔÁÒÙ 0ÏÌÉÃÙ ÁÎÄ ÔÈÅ :ÅÒÏ "ÏÕÎÄȡ 0ÏÌÉÃÙ /ÐÔÉÏÎÓ 7ÈÅÎ 3ÈÏÒÔ-4ÅÒÍ 2ÁÔÅÓ 2ÅÁÃÈ :ÅÒÏȱ
Economic Review http://www.kansascityfed.org/Publicat/ECONREV/PDF/4q03sell.pdf
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Federal Reserve Balance Sheet: Assets
Billion Dollars

Source:  Federal Reserve Bank of Cleveland
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What are the costs and benefits 
of Quantitative Easing?
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Money * VelocityPrice =
Quantity

Definition of Inflation: 
Too much money

chasing 
too few goods

M
V
Q

Quantity Theory of Money
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Source: Federal Reserve Board of Governors

Growth in Monetary Aggregates

Index (Jan 2000=100)
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Source: Federal Reserve Board of Governors

Excess Reserves in Depository Institutions

Trillion dollars
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When will inflation start?
Banks start lending

Consumers start spending
Businesses start investing

In short, if excess reserves fall 
before the Fed balance sheet
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Federal Reserve Balance Sheet: Assets
Billion Dollars

Source:  Federal Reserve Bank of Cleveland

0

500

1000

1500

2000

2500

3000

Jan-07 Jul-07 Jan-08 Jul-08 Jan-09 Jul-09 Jan-10 Jul-10 Jan-11 Jul-11

Fed Agency Debt MBS Purchases

Liquidity to Key Credit Markets

Lending to Financial Institutions

Long Term Treasury Purchases

Traditional Security Holdings



Federal Reserve Bank of Kansas City ɀOmaha Branch
Regional, Public, Community Affairs Division www.kansascityfed.org/omaha



Federal Reserve Bank of Kansas City ɀOmaha Branch
Regional, Public, Community Affairs Division www.kansascityfed.org/omaha

Longer Run 2011 2012

Real GDP Growth 2.5 to 2.8 2.7 to 2.9 3.3 to 3.7

January 2011 proj. 3.4 to 3.9 3.5 to 4.4

Unemployment Rate 5.2 to 5.6 8.6 to 8.9 7.8 to 8.2

January 2011 proj. 8.8 to 9.0 7.6 to 8.1

PCE Inflation 1.7 to 2.0 2.3to 2.5 1.5 to 2.0

January 2011 proj. 1.3 to 1.7 1.0 to 1.9

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

Source: Federal Reserve Board of Governors


