The Federal Reserve, Monetary Policy, and Interest Rates

Many factors influence the bond and stock markets, but none as much as monetary policy.  We hear almost daily about the Federal Reserves “the Fed’s” actions regarding economic activity.  So who are they, what is monetary policy, and how does it effect our portfolio’s.

The Federal Reserve System was created in 1913 by an act of Congress to be the nation’s central bank.  It can be viewed as the U.S. Federal Government bank, where it has a checking and savings account.  The Fed consists of the Board of Governors, who resides in DC and twelve branches throughout the U.S.  While the Fed reports to the Congress, their day-to-day operations remain independent from the Federal Government.  

Inside the Fed is the Federal Open Market Committee, the FOMC, which is responsible for monetary policy.  The FOMC is comprised of the seven Board of Governors in DC, the president of the New York Federal Reserve branch, and four rotating Governors from the other branches across the Union.  The committee meets eight times a year to discuss the state of the economy and to evaluate if certain goals are being reached.  

The main two goals of the FOMC are price stability and economic growth.  It is a never-ending balancing act to simultaneously reach these goals.  While at a given point in time, the economy could be experiencing above average growth, the excess growth, above the natural rate, will cause constraint issues and lead to higher inflation.  On the other end of the spectrum is with zero inflation, economic growth will slow and be below the natural rate, which will in turn lead to high unemployment… and social unrest.

The FOMC has three tools it can use to maintain a balance between price stability and economic growth.  They are: open market operations, the reserve requirement, and the discount rate.   The end result of all three is to control how much money is “in the system” and how much money costs (interest rates).  When the economy is growing slower than the natural rate, the Fed will add money into the system to help stimulate activity.  When the opposite is true, the Fed will reduce the amount of money and to slow growth.

Open market operations

This is the tool most often used by the Fed.  It is the process of buying or selling U.S. Government Bonds in the “open market”.  By executing trades, the Fed can either add money into the economy (by buying bonds) or reduce the amount of money in the economy by selling bonds.

The reserve requirement 

Financial institutions are required to maintain a certain percentage of deposits in a “reserve account”.  So when $100 is deposited in a bank, they are required to set aside $10 of the $100 in this reserve account.  The other $90 can be loaned out.  In theory, this $90 could go back into the banking system as a deposit and $9 of it would be set aside.  With the reserve requirement set at 10% for every dollar deposited, it potentially could add ten dollars into the economy ($1 divided by 10%).  By increasing the reserve requirement, the Fed can reduce the amount of money in the system.   By moving from 10% to 11%, one dollar would add $9.09, or $0.91 less.  This is the least used tool in the Fed’s quiver. 

The Discount and Fed Funds Rate

The Fed controls two interest rates; the discount rate and the fed funds rate.  The discount rate is the rate at which qualifying financial institutions can borrow money from the Fed for very short periods of time (overnight).  The Fed funds rate is the rate at which financial institutions can borrow and lend to each other.  These rates are set by the FOMC which meets eight times a year.  

The Fed’s decision on interest rate policy gets much deserved attention.  These rates can be viewed as the gas pedal for the economy.  When they are being lowered, more money will be added into the economy, stimulating growth.  When rates are being raised, money is being pulled out of the system, and the economies natural reaction is to slow.

While corporations and households cannot borrow at these rates, the rates that we can borrow are directly tied to these.      

