
The Federal Reserve and 
Monetary Policy 





What is the Fed? 
•  Central bank of 

the United States 

•  Established in 
1913 

Purpose is to ensure 
a stable economy 
for the nation 



Creation of the Federal 
Reserve 

Woodrow Wilson signed 
the Federal Reserve Act 
at 6:02 p.m. on December 
23, 1913 



Roles & Responsibilities 
•  Conduct the nation’s monetary policy 
•  Supervise and regulate banking institutions 
•  Operate a nationwide payments system 



Federal Reserve System 
Structure 

•  Board of Governors 
 7 members 
   Appointed by the  
     President 
   Confirmed by the Senate 
   Serve staggered 14-year  
     terms 
   Responsible for guiding the 

Federal Reserve’s policy actions. 



Federal Reserve System 
Structure 

  12 Reserve Banks 
Operate payments system 
Distribute currency and 

coins 
Contribute to monetary 

policymaking through 
FOMC 



Federal Reserve Banks 
Boston 
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Richmond 
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12 

12 



Monetary Policy at the 
Grassroots 

•  Each head office and branch of the Federal Reserve 
System has a local Board of Directors. 
–  7–9 individuals 

•  Board members provide various perspectives and 
economic data from different regions and industries. 

•  Boards of directors influence policymaking at the 
national level through “real-world” input.  



Monetary Policy 
•  Policy changes affect 

the nation’s supply of 
money and credit. 

•  Actions have real 
short- and long-term 
effects on the 
economy. 



Goals of Monetary Policy 

Stable Prices 

Sustainable 
Economic  Growth 

Full 
Employment 



Tools of Monetary Policy 

•  Reserve Requirements 

•  Discount Rate 

•  Open Market Operations 



Reserve Requirements 

• Mandatory deposits that Federal Reserve 
member banks must maintain in the form 
of reserves 

    (vault cash and reserve accounts) 

    Very rarely changed 



•  Banks must have the appropriate amount 
of reserves at the end of each business 
day.   

•   If they do not have the necessary 
reserves, banks must borrow in order to 
have them. 



Where to Borrow the Money? 



Discount Rate 
•  The interest rate charged by the Federal 

Reserve Banks that borrow on a short-
term (usually overnight) basis. 
Typically set at 1 percentage point above 
the Federal Fund Rate. 

•   Changes in this rate are considered less 
important than the federal funds rate target 



Open Market Operations 
Fed Funds Rate (Interest Rate) 
•  Rate which banks charge each other on overnight 

loans of their reserve balances held at the Fed. 
•   The Fed adjusts the rate up or down through 

Open Market Operations. 
•   Changes in the Fed Funds Rate generally cause 

other interest rates to change in the same 
direction. 



Open Market Operations 

•  The Federal Reserve buys and sells U.S. 
Treasury securities on the open market in 
an effort to meet its target for the federal 
funds rate. 

  This is the Fed’s primary policy tool. 



Federal Open Market 
Committee 

•  Sets and directs U.S. monetary 
policy 

•  Seven governors 
•  Five presidents (New York and 

four others on a rotating basis) 
•  Nonvoting presidents participate 

fully 
•  Final interest rate decision is 

made by the 12-member Federal 
Open Market Committee 
(FOMC) 





Tight Monetary Policy 
When? 
  The Fed raises interest rates as an 

effective way to fight inflation. 
– Inflation—a sustained rise in the general price 

level; that is, all prices are rising together. 
Action?  
  The Fed sells Treasury securities taking 

money out of the economy. 



Effects of High Interest Rates 
•  Consumers pay more 

to borrow money, 
dampening spending. 

•  Businesses have 
difficulty borrowing; 
unemployment rises. 



Loose Monetary Policy 
When? 
 The Fed is concerned that the economy is slowing down. 
  

–  If inflation is in check, lower rates stimulate economic 
activity, thus boosting economic growth. 

Action? 
  The Fed buys Treasury securities adding money to the 

economy. 



Effects of Low Interest Rates 
•  Generally, low interest 

rates stimulate the 
economy because there is 
more money available to 
lend. 
–  Consumers buy cars and 

houses. 
–  Businesses expand, buy 

equipment, etc. 


