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The American Financial System

LO15-3

Specify how the Federal Reserve Board manages the money supply and regulates the American banking syster.

The US. Snncial system fels our economy by storing mones, sterng ivestment opportasites, and making loges for e “poge 337
‘businesses and business expansion as well as for homes, cars, and college educations. This amazingly complex system includes

‘benking institutions, nonbanking finencial institutions such as finance companies, and systems that provide for the electronic transfer of
funds throughout the world. Over the past 20 years, the rate at which money turns over, or changes hands, has increased exponentially.
Different cultresplace unique valuesoa saving,speading, borroving, and investing. The combination of this increased urmoverrate and
increasing interactions with people and organizations from other countries has created a complex money system. First, we need to meet
the suardion o thiscomplex sster.

The Federal Reserve System

The guardian of the Americen financial system is the Federal Reserve Board, o “the Fed.” as it is commonly called, an. T
independeat agency ofthe federal government established in 1913 to regulatethe nation’s banking end Sasncielindustry. The ———
Federal Reserve System is organized into 12 regions, each with  Federal Reserve Bank that serves ts defined area (& Figure 15.2). All
e Federal Reserve basks except those in Boston and Philadelphia have regional branches. The Cleveland Federal Reserve Baak, for
‘xample, s espossibie for branch offces in Pittsburgh end Cincinnati
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‘The Federal Reserve Board s the chief economic policy arm of the United States. Working with Congress and the president, the Fed tries
o create a postive economic eavizonment capable of sustaining low inflation, high levels of employment,a balance in international
‘payments, and long term economic growth. To this end, the Federal Reserve Board has four major responsibilities: (1) to control the
supply of money; or monetary policy: (2) to regalate banks end other financial institutions: (3) to manage regional and national checking
‘account procedures, or check clearing: and (4) to supervise the federal deposit insurance programs of banks belonging to the Federal
Reserve System.
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‘The Federat Reserve Board s the chief economic poficy arm of the United States. Working with Congress and the presideat, the Fed tries
o create a postive economic eavizonment capable of sustaining low inflation, high levels of employment,a balance in international
‘payments, and long term economic growth. To this end, the Federal Reserve Board has four major responsibilities: (1) to control the
supply of money; or monetary policy: (2) to regalate banks end other financial institutions: (3) to manage regional and national checking
‘account procedures, or check clearing: and (4) to supervise the federal deposit insurance programs of banks belonging to the Federal
Reserve System.

Monetary Policy. The Fed conteols the ssmouat of money avlble i the economy through monetary policy, Withos tis inervention,
the sapply of and demand for money might ot balance. This could resl i ithe sapi price increases (iaflation) becase oftoo e
money o economic recesion and a slowdovn of price increases (disnflation) because of to lte growth i the mosey supply: I very
azecases (the depression o the 19305), the Usited Sates has sufered from deflation, whes the sctual purchasig powe of the dollar
s incressed a prices declined. To efecively costol the supply of money i the economy, the Fed must have a sood idea of ow much.
money i in circulation a any given time. Tis has become increasingly challengin because the siobal nature of ur economy meass that
more aad more US. dolars are cirulating overseas. Using severl iffecent measuresof the money supply,the Fed establishes specific
axowth targets that,presumably; ensuze & close balance betveen money supply and mosey demand The Fed finetunes money growth by
‘using four basic tools: open market operations, reserve fequirements, the discount rate, and credit controls (see (%) Table 15.3). There is
senesall a g of 6 o 18 months before the efct of these charges shows up n economie sctvity:

TABLE153 Fed Tools for Regulating the Money Supply

ctity Efecton the Money Supply and the Economy.
‘Buy government ecurites The money supply facrease; economi ctiviy increaes

Sell government secusites The money supply decreass: conomic activity slows dowm.

‘Raise tiscount rate Tnterst sats increase: the money suppty deceeases: economic activiy slows dova.
Lower discount ate Interstrates cecrease; the money spply inceeases; sconomic aciviy increases.
Increase eerve requirements Bk make fever loans; the money supply declines; economic actiiy slows dovn.
Decrease reserve equirements Basks make more Ioans: the money supply inceeases; economic actisy increase.
‘Retax credit controls More peopie are eaconraged to make major PuEchases increasing economic Sctvy.
Ressict eedit controls Peopte are discouraged from making major purchase, decreasing sc0nTmiC BCEVEY

‘Open market operations refe to decisions to buy o sell LS. Treasury bills (shorttermn debt issued by the USS. government;  “page 336
siso called Tbils) and other iavestments in the open market. The actual purchase or sle of the investments s performed by

the New York Federal Reserve Bank This monetary tocl, the most commonly employed of ll Fed operations, is performed almost daily
in 2n effrt to control the money supply.

‘When the Fed buys securites, it writes a check on ts own accouat to the seller of the investments. When the seler of the investments.
(asually a farge bank) deposits the check, the Fed transfers the balance from the Federal Reserve account into the seler’s sccouat, thus
increasing the supply of money in the economy and, hopefuly, fusling economic grovwth. The opposite occurs whea the Fed sells
investments. The buyer writes a check to the Federal Reserve, and when the funds are transferred out of the puzchaser's account, the
‘amount of money in cizculation fals, slowing economi grovwth to a desired level
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Need help understanding how the Federal Reserve tries to stabllize the economy? Visit your Connect ebook
Video tab for a brief animated explanation.

‘The second major monetary policy too! i the reserve requirement,the percentage of deposits that baniking institutions must hold in
reserve (“in the vault” as it were). Funds so held are not available for lending to businesses and consumers. For example, a bank holding
10 million in deposits, with a 10 percent reserve requirement, auust have reserves of $1 millin. Ifthe Fed were to reduce the reserve
requirement to, say, 5 percent, the banik would need to keep only $500,000 in reserves. The bank could then lend to customers the
$500.000 cifference between the old reserve level and the new lower reserve level, thus increasing the supply of money. Becanse the
reserve requirement has such a powerful effect on the money supply, the Fed does not change it very often, relying instead on open
‘market operations most of the time.

‘The third monetary policy tool, the discount rate, i the rate of interest the Fed charges to loan money to any banking insttution to meet
seserve requirements. The Fed is the lender of lastresort for these banks. When a bank borrows from the Fed, it is said to have borsowed
at the *discount window” and the interest rates charged there are often higher than those charged on loans of comparable risk elsewhere
in the economy: This added interest expense, when it exists, serves to discourage benks from borrowing from the Fed.

‘When the Fed wants to expand the money supply, it lowers the discount rate to encourage borrowing. Coversely, when the Fed wats to
decrease the money supply, it raises the discount sate. The increases in interest ates that occurred in the United States from 2003
through 2006 were the result of more than 16 quarterpoit (0.25 percent) increases in the Fed discount rate. The purpose was to keep.
inflation under control and to raise rates to @ more normal level as the economy recovered from the recession of 2001. The Fed lowered.
interest ates to combat the 2007 secession, end they have remained historically low for the past 10 years as the Fed tried to stimulate &
slowgrowing economy. As the economy showed improvement, the Fed began to raie rates in 2017, Not surprisingly, economists watch
changes in this sensitive interest ate as an indicator of the Fed's monetary policy.

‘The final toolin the Fed's arsenal of weapons i eredit controls~the authority o establish and enforce credit rules for financial “pge 337
institutions and some private iavestors. For example, the Fed can determine how large a down payment individusls end
‘businesses arust make on credit puschases of expensive items such as axtomobiles, and how smuch ime they have to fnsh paying for the
puschases. By raising and lowering misimum dovn payment amounts and payment periods, the Fed can stimulate or discourage credit
‘parchases of *big ticket” tems. The Fed also has the authority to set the mininum down payment iavestors must use for the credit
‘parchases of stock. Buying stock with credit—"buying on margin’—is a popular investment strategy among individual speculators. By
aitering the margin requirement (curreatly set at 50 perceat of the price of the purchased stock), the Fed can effectively controlthe total
‘amount of credit borrowing in the stock market

Regulatory Functions. The second major responsibility of the Fed i to regulate banking institutions that are memmbers of the Federal
Reserve System. Accordingly, the Fed establishes and enforces banking rules that affect monetary policy and the overall level of the
competiion between different banks. It determines which nonbaniing activiies such as brokerage services, leasiag, and insurance, are
appropriate for banks and which should be prohibited. The Fed also has the authority to approve or disapprove mergers befween banks.
nd the formation of bark holding companies. In an effort to ensure that all rules are enforced and that correct accounting proceduses
are being followed at member banks, surprise bank: examinations are conducted by ban examiners each year
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(Check Clearing. The Federal Reserve provides national check processing on a huge scale. Divisions of the Fed known as check
ctearinghouses handle almost al the checks written against a bank in one city and presented for deposit 0 a banitin a second city: Any
‘banking instifution can present the checks it has received from others sround the country to ts regional Federal Reserve Basi. The Fed.
‘passes the checks to the appropriate regional Federal Reserve Bank, which then sends the checks to the issuing bank for payment With
the advance of electronic payment systems and the passage of the Check: Clearing for the 21st Century Act (Check 21 Act), checks can
o be processed in a day: The Check 21 Act allows basiks to clear checks electronically by presentiag en electronic image of the check.
‘This elminates mail delays and time-consuming paper processig

Deposttory Insurance. The Fed i als sesponsiblefor supervising the federa insurance funds that protect the deposis of member
instintions. These insurance funds will e discussed in preater detal i the folowing sction




