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BANKING SYSTEM
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OVERVIEW
This module is designed to provide a basic background in macroeconomics
for bankers. It is not intended to be a substitute for a complete
introductory course in macroeconomics, but rather an overview of those
macroeconomic concepts most relevant to the banking business. The
module begins with a presentation of key theoretical concepts, including
the role of financial intermediaries, the role of money, money demand and
supply and how monetary and fiscal policies affect the banking system and
overall economy. As part of the discussion of monetary policy, you will be
given an overview of the Federal Reserve System and how that system
relates to the private banking sector, as well as a historical perspective of
banking in the USA. The module concludes with an overview of the current
macroeconomic environment as it relates to those employed in the
banking industry.

LEARNING OBJECTIVES
Following the successful completion of this session, you should be able to:


Explain the difference between saving and investment and how these
activities influence national spending and income



Describe the role of financial intermediaries in facilitating economic
growth.



Explain what money is, what factors influence decisions by people to
hold money and the different approaches taken to measure the
nation’s supply of money.



Describe the relation between the money supply, inflation, GDP,
interest rates, employment, and the value of the dollar in foreign
exchange markets; describe how changes in the business cycle can
impact a bank’s strategies.
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Explain the differences between fiscal and monetary policy, who
implements each type of policy, and how each policy affects the
banking system and national economy; explain the relation between
federal budget deficits, monetary policy, and interest rates



Describe the important changes that have taken place in the banking
industry over the last seventy‐five years and how the financial services
industry has been changing



Describe recent key trends in the performance of the U.S. economy
and its banking system.

DEFINITIONS OF KEY TERMS
Disposable income: Personal income minus tax payments.
Exchange rate: The price of one country's currency in terms of another
country's currency.
Federal deficit: Federal government expenditures minus tax receipts.
Fiscal policy: Actions regarding the level and mix of federal government
expenditures and taxes.
Gross Domestic Product (GDP): A measure of the total value of all goods
and services produced in a country in a given period of time. GDP is
typically expressed in "real" terms, calculated as the value of gross
domestic product in current dollars divided by a relevant price index.
Inflation: An increase in the general level of prices.
Investment: Capital investment equals total expenditures on durable
goods that have a useful life of more than one year. Financial investment
equals the dollar value of loans and securities purchased minus the dollar
amount of borrowing.
Monetary base: Currency in circulation and bank reserves.
Monetary policy: Actions regarding the monetary base, money stock, and
interest rates by the Federal Reserve to meet economic objectives.
Saving: Current income minus the amount spent on consumption goods
and services.
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Trade balance: U.S. merchandise exports minus imports
Unemployment rate: Percentage of the labor force that is looking for work
but is unemployed.

MACROECONOMIC THEORY FOR BANKERS
Macroeconomics is basically the study of how the national economy
functions. This is in contrast to microeconomics, which focuses on studying
the behavior of individual buyers and sellers, the markets that bring them
together and how government policies affect market participants.
Macroeconomics is a very large sub‐discipline and we will only cover those
topics most relevant to bankers:

 The role of the financial system in the economy
 Money, money demand and supply
 Macroeconomic policy; monetary and fiscal
The Role of the Financial System
In any economy, there will be surplus spending units (those who spend less
than they earn) and deficit spending units (those who spend more than
they earn). Surplus spending units are savers, whereas deficit spending
units are borrowers. Financial markets and intermediaries bring surplus
and deficit spending units together by equating the demand for financial
capital with the supply. While aggregate spending must equal aggregate
income, an individual unit will usually find that it spends more or less than
its income. A consumer, for example, earns income from which he or she
pays taxes and buys goods and services. If in some period desired
purchases exceed disposable income, the consumer must borrow, draw on
past savings, or simply do without. The same applies to government.

Saving
Savers in the economy include households (consumers) and government.
When households have something left over after consumption and paying
taxes, they are savers. What is saved by households is called private
saving. For them, saving equals disposable income less consumption
expenditures. Historically, American consumers in the aggregate have
spent less than they earned, so their saving is positive. When government
spends less than it takes in as tax revenues, it will incur a budget surplus
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and also be a saver (the government incurs a budget deficit if it spends
more than it takes in as revenue); what is saved by government constitutes
public saving. State and local governments may operate with a balanced
budget, such that saving equals zero or they may have a surplus, while the
federal budget has consistently been in deficit in the recent past. National
saving is the sum of private saving and public saving. As savers, households
and governments are suppliers of financial capital to the economy. Note
that businesses are also potential suppliers of financial capital if only part
of their profits is retained, i.e. not fully distributed as dividends.

Investment
Where does the supply of the nation’s financial capital (national saving)
go? It goes to demanders of financial capital, who either borrow or engage
in investment. Demanders of financial capital include households who
spend more than they earn, firms who need financial capital for
investment purposes and government when it incurs a budget deficit.
In economics, the word “investment” has a very different meaning than it
has outside of the discipline. Investment is an activity undertaken by
businesses and it involves using resources today in such a way that they
allow for greater production, and hence greater consumption, in the
future. Investment results in additions to productive capacity. For
example, when a business buys new equipment or builds a new factory, it
is engaging in investment because it is increasing its capacity to produce in
the future. This is in contrast to the layperson’s notion of investment,
which often relates to the purchase of stocks and bonds. Those types of
transactions simply represent the transfer of ownership of assets.
However, in economics investment takes place only if there are additions
to productive capacity, not transfers of assets. Specific investment
activities include business purchases of plant, equipment, tools and
information technology. However, economists also regard spending by
households on new residential structures to be investment. The reason is
that new housing represents an addition to our future productive capacity
because a new house can generate housing services in the future.

What is The Role of the Financial System?
The role of the financial system is to ensure that the supply of investment
capital by savers equals the demand for financial capital by borrowers and
investors. For any given period, an economic unit can have a balanced
budget where income equals spending and saving is zero, a surplus where
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income exceeds spending and saving is positive, or a deficit where
spending exceeds income and saving is negative.
Think of the financial system as a gigantic market for loanable funds. It’s
the market that supplies credit and financial capital to those who need
them, as well as a place for savers to obtain a return on their unused
income. There are two important components to the financial system:
(i) Financial markets are institutions where the supply of capital from
savers directly meets the demand for capital by borrowers and
investors. Savers in these markets are individual households, firms and
government. These institutions include the bond market (where debt
instruments are bought and sold) and the stock market (where shares
of ownership in companies are bought and sold);
(ii) Financial intermediaries are an alternative way in which suppliers and
demanders of funds can be brought together. Intermediaries include
depository institutions (banks and thrift institutions), stock and bond
brokerage firms, mutual funds and life insurance companies.
Intermediaries are middlemen that come between suppliers and
demanders; they raise funds from savers and make them available to
those who need them. For example, some individuals put excess cash
in time and savings deposits at banks, which then make car and home
loans to other individuals. A life insurance company obtains cash from
writing insurance policies and uses the proceeds to make mortgage
loans.
Financial intermediaries differ by the nature of their liabilities and assets.
Commercial banks, savings institutions, and credit unions raise funds
primarily in the form of checkable deposits and time or savings deposits.
They concentrate their financial assets in consumer and commercial loans,
mortgages, and government securities. Insurance companies receive
premiums from writing insurance policies and buy longer‐term bonds and
mortgages. Mutual funds issue shares in the fund and buy stocks, bonds,
or short‐term securities.
The mechanism that ensures the equality of the supply of loanable funds
with the demand is the interest rate, which is the market price of loanable
funds. If financial markets are well‐functioning (meaning that there are no
controls on interest rates, no regulations that hamper the decision‐making
of savers, investors and borrowers, and all market participants are well
informed), then the market will establish an equilibrium interest rate that
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equalizes the demand for loanable funds with the supply (i.e. matches
savings and investment). It is a vital feature of any competitive financial
system that savings in the aggregate equal investment.

The Specific Role of Depository Institutions
Commercial banks play a unique role in the U.S. economy, because they
create money in the form of demand deposits. The Federal Reserve
System (Fed) attempts to control how much money can be created, by
requiring banks to hold cash reserves against their deposits. The Fed can
thus alter the growth rate of the money stock and the level of interest
rates, by increasing or decreasing the availability of reserves to banks. By
changing the growth rate of the money stock, the Fed influences the rate
of inflation, the rate of unemployment, growth in real GDP and the change
in the value of the dollar relative to other countries' currencies.

MONEY, MONEY DEMAND AND MONEY SUPPLY
What exactly is Money?
Money can be defined as a good which is used as a means of payment,
where the prices of other goods are in units of the money good. Money’s
major functions are to serve as a medium of exchange, a unit of accounting,
a store of value and a standard of deferred payment. As a medium of
exchange, money is anything that is generally accepted by society as a
customary means of payment; it is what merchants will accept for their
goods and services, and how we are paid for our labor services. In order
for money to serve this function well at any point in time, it must be liquid.
That is, it must be easy and inexpensive to turn the money good into cash
which can be used to make a payment. In order for money to serve this
function over time, it must also serve as a store of value. In times of high
inflation, various assets that serve best as a medium of exchange may not
serve well as a store of value, and vice versa. Generally, assets with greater
liquidity function better as a medium of exchange, while less liquid assets
tend to earn higher rates of return, and thus serve better as a store of
value.
What’s the alternative to having a medium of exchange? The alternative
would be barter, a system of exchange where people trade goods and
services for other goods and services. A barter system has two great
limitations, however: (1) it requires that there be a dual coincidence of
wants between parties (meaning that if person A wants to sell something
©2021, Schools of Banking, Inc.
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to person B, person B must also want what person A has to sell); and (2)
each good in the economic system will have many different prices, in terms
of all the other goods. In fact, if N is the number of commodities, there
must be N (N‐1)/2 prices. A money system is much less costly; because it
does not require a dual coincidence of wants and there need be only N‐1
prices in terms of the money good (the price of money is itself, of course).

What Influences the Demand for Money?
We all use money; hence we all demand to hold it, at least to varying
degrees. Unlike other goods, the demand for money is universal. As
members of society, there is a social contract among us that: (1) all prices
will be expressed in common money units, which in the USA is dollars and
cents; and (2) we will use the money good as a medium of exchange for
market transactions. Economists generally agree that there are three
motives for holding money:
(i)

A transactions motive. According to this motive, people want to hold
money so they can transact in the marketplace. The amount of
money people want to hold due to this motive will depend on their
incomes, and on the prices of goods and services. Since a person’s
spending tends to rise with his income and/or the price level, the
demand for money with respect to this motive will be positively
related to peoples’ incomes and the general price level.

(ii)

A precautionary motive. According to this motive, people want to
hold money to hedge against uncertainty. We all can face
unexpected expenses due to the loss of a job, health problems,
unexpected house or car repairs, etc. According to this motive, the
demand for money will vary positively with the amount of
uncertainty and the level of income, but inversely with the interest
rate. The interest rate is the opportunity cost of holding money. If it
rises, it will be more costly to hold liquid balances for precautionary
purposes; hence money demand will be lower.

(iii) A speculative motive. According to this motive, people want to hold
money in order to be able to take advantage of attractive future
investment opportunities. For example, suppose investors anticipate
that interest rates on bonds will rise in the future. They will stock up
on cash balances now and wait until interest rates rise, at which time
their cash will be invested in bonds. According to this motive, people
will hold more cash balances today if they expect higher future
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interest rates. On the other hand, people will hold less cash balances
today if there are higher current rates of interest, since interest is the
opportunity cost of holding cash. Thus, current rates and money
holdings will be negatively related.
Given the three motives above, there will be three components to the
nation’s demand for money; a transactions demand, a precautionary
demand and a speculative demand. The sum of the three demands
constitutes the total demand for money.

How is the Supply of Money Determined?
The nation’s supply of money consists of currency, coin and bank deposits,
with most of the supply comprised of bank deposits. The U.S. Treasury,
with its power to print paper money and mint coins, can directly control
the size of the money supply. However, it is really the banking system that
primarily determines how big the money supply is. As we will see later,
while the Federal Reserve System can influence the size of the money
supply by implementing its tools of monetary policy, the Fed uses the
banking system to increase or decrease the stock of money in the USA.
The Federal Reserve has established several definitions of the nation’s
money supply. These range from narrower definitions that are restricted
to assets with higher liquidity, to broader definitions that include less liquid
asset categories.
M1

=

coins and currency, demand deposits, other liquid deposits,
consisting of OCDs and savings deposits (including money
market deposit accounts)

M2

=

M1 + small‐denomination time deposits (time deposits in
amounts of less than $100,000) less IRA and Keogh balances at
depository institutions; and (2) balances in retail MMFs less IRA
and Keogh balances at MMFs.

These measures above are based on different theoretical approaches to
the measurement of money. M1 is based on the approach that the money
supply should include any assets used as a medium of exchange. It
contains funds that are most liquid, and thus most readily used for day‐to‐
day transactions.
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In contrast, M2 is based on the approach that the money supply should
include the most liquid assets in M1, plus some assets that are highly liquid
and thus very easily converted into the funds included in M1. Accordingly,
M2 includes more assets that have an extremely high degree of liquidity.
Over time, growth in the nation’s stock of money is related to business
activity, employment, and the general strength or weakness of the U.S.
economy. In general, loan growth follows money growth with a lag.

How Can the Banking System Create Money?
When banks are required by the Federal Reserve to hold only a fraction of
their deposits as reserves (a system called fractional reserve banking), a
new deposit (withdrawal) in the system can lead to an increase (decrease)
in the money supply that is a multiple of the original deposit (withdrawal).
Before we develop an example of this process, let us distinguish between
the different types of bank reserves and analyze the balance sheet of a
depository institution:
(i)

Total reserves – these are anything that the law permits banks to
claim as reserves. They can be held either in the form of vault cash
or reserves held at the district Federal Reserve Bank.

(ii)

Required reserves – these are reserves that a depository institution
must hold in the form of vault cash or deposits at the Federal
Reserve. Required reserves are set by the Federal Reserve according
to a required reserve ratio, which is the percentage of total deposits
that the Federal Reserve requires depository institutions to hold. The
ratio is r, where r = (Required reserves/Total deposits);

(iii) Excess reserves – these are any reserves banks voluntarily hold above
the legal minimum. Many banks choose to hold reserves above the
legal minimum because daily outflows of deposits will sometimes
exceed the level of required reserves. Under such conditions, excess
reserves serve as a buffer.
It follows from the above that:
Total reserves = Required reserves + Excess reserves.
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The balance sheet of a depository institution will typically look like this:
Assets

Liabilities

Total Reserves
(i) Required
(ii) Excess

Deposits
(i) Checkable
(ii) Non‐checkable

Loans
Securities

Net Worth

Securities held by a depository institution are usually highly liquid,
including mostly government bonds or very high grade blue chip corporate
bonds. The net worth of the institution is its stockholders’ claims to the
institution’s assets.
Now we have the tools necessary to develop an example of how the
banking system can expand the money supply. In the following example,
assume that the required reserve ratio (r) is 0.2 (meaning that banks must
hold a minimum 20% of deposits on reserve). Furthermore, assume that
checkable deposits are the bank’s only liabilities, there are no restrictions
on lending, all loan proceeds are deposited into checkable accounts, banks
are on average always “fully lent out” (meaning that on average they hold
no excess reserves) and banks have zero net worth.
Below is the balance sheet of Bank 1:
Assets
Total Reserves $2,000,000
(i) Required $2,000,000
(ii) Excess $0

Liabilities
Deposits $10,000,000

Loans $8,000,000

One way in which the money supply can rise or fall is if the Federal Reserve
engages in Open Market Operations, which is the purchase or sale of U.S.
government securities from or to the commercial banking system. We will
discuss how such purchases and sales affect the overall economy later, but
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for now we will focus on how such transactions can result in a bigger or
smaller money supply.
Suppose the Federal Reserve purchases $500,000 in U.S. government
securities from Mr. Brown, who holds an account at Bank 1 above. The
Federal Reserve will start the process by writing a check on itself to Mr.
Brown, who deposits the check in his account at Bank 1. The bank will send
the check to the district Federal Reserve Bank, who then credits the bank’s
account by $500,000. At this point, the money supply has increased by
$500,000 because there is a new deposit in the system of that amount.
Below is the bank’s balance sheet following these activities:
Assets
Total Reserves $2,500,000
(i) Required $2,000,000
(ii) Excess $500,000

Liabilities
Deposits $10,500,000

Loans $8,000,000

Since deposits are up by $500,000 the bank must immediately increase its
required reserves by 20% of that amount, or $100,000, leaving it with
$400,000 in excess reserves. Here is the balance sheet following this
reallocation of reserves:
Assets
Total Reserves $2,500,000
(i) Required $2,100,000
(ii) Excess $400,000

Liabilities
Deposits $10,500,000

Loans $8,000,000

What happens at this point? Because Bank 1 has excess reserves, it can
now create a loan in that amount. When a bank creates a loan on its asset
side, it also creates a new deposit on its liability side; either a new checking
account is created in the borrower’s name or, if the borrower is an existing
depositor, the funds will be placed in that person’s account. Suppose that
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Bank 1 creates a $400,000 loan for Mrs. Johnson. Here is the bank’s
balance sheet after the loan has been extended:
Assets
Total Reserves $2,500,000
(i) Required $2,100,000
(ii) Excess $400,000

Liabilities
Deposits $10,900,000

Loans $8,400,000

Next suppose that Mrs. Johnson uses her borrowed funds to purchase a
small business in town from Mr. Weaver. Suppose also that Mr. Weaver
banks at Bank 2. Here is what Bank 1’s balance sheet looks like after Mrs.
Johnson has purchased the business and her loan proceeds are in Mr.
Weaver’s hands:
Assets
Total Reserves $2,100,000
(i) Required $2,100,000
(ii) Excess $0

Liabilities
Deposits $10,500,000

Loans $8,400,000

When Mrs. Johnson spent her loan, Bank 1’s deposits fell by $400,000, as
did its excess reserves; excess reserves fell when Mr. Weaver cashed his
$400,000 check from Mrs. Johnson. However, note that total deposits in
the banking system don’t fall back to the original level of $10,000,000
because Mr. Brown, the seller of the government securities to the Federal
Reserve, still has his funds on deposit at Bank 2. The important thing to
note is that so far, the money supply (in the form of bank deposits) has net
increased by $500,000.
The story is by no means over. The $400,000 received by Mr. Weaver
makes its way over to Bank 2, showing up as a new deposit. From now on,
we’ll only consider changes in balance sheets of other banks analyzed.
Below is the change in Bank 2’s balance sheet following Mr. Weaver’s
deposit:
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Assets

Liabilities

Total Reserves +$400,000
(i) Required +$80,000
(ii) Excess +$320,000

Deposits +$400,000

At this point, the money supply has gone up by an additional $400,000
because there is a new deposit in Bank 2. After satisfying the reserve
requirement, Bank 2 will have excess reserves of $320,000. What will it
do? It will lend out these excess reserves. Suppose the $320,000 is lent to
Mrs. Bates, who uses them to build a new home in the area. Suppose also
she writes a check for the loan proceeds to Mr. Waverly, a local contractor
who will build her house. Mr. Waverly banks at another bank, Bank 3.
After Mr. Waverly has received his funds; here is Bank 2’s balance sheet:
Assets
Total Reserves +$80,000
(i) Required +$80,000
(ii) Excess

Liabilities
Deposits +$400,000

Loans +$320,000

The important thing to note above is that Bank 2’s assets and liabilities are
net up by $400,000 because Mr. Waverly’s $400,000 deposit is still with
the bank.
You can probably guess the next sequence of events. The $320,000
received by Mr. Waverly is deposited in Bank 3. Now the money supply is
up by another $320,000. Bank 3 uses these funds to create a loan equaling
80% of that amount, or $256,000. Suppose these funds ultimately make
their way to Bank 4, who in turn creates a loan of 80% of that amount, or
$208,800. The process continues, rippling through the banking system
with each bank along the way receiving a new deposit that is 80% of the
previous bank’s new deposit. Every time there is a new deposit the money
supply rises by that amount.
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How much has the money supply increased over the long run? The
following formula approximates the long run change:
Long run change in the money =
supply

(money multiplier) x (initial
new deposit or withdrawal)

The money multiplier equals the reciprocal of the required reserve ratio,
or (1/r). In this case, since r = 0.2, the multiplier is 5. In other words, the
initial new deposit of $500,000 (the check written by the Federal Reserve
to Mr. Brown) will multiply itself by five times over the long run, resulting
in a $2,500,000 increase in the money supply. This increase consists of the
initial new deposit plus $2,000,000 in additional new deposits that were
created by all the lending activity triggered by Mr. Brown’s deposit.
The long run change in the money supply will depend on the size of the
money multiplier, which depends on the required reserve ratio. If the ratio
was 0.1, the money multiplier is 10 and the money supply would have risen
by $5,000,000 in the long run. On the other hand, if the required reserve
ratio was 0.25, the money supply would have risen by only $2,000,000. As
an extreme example, if there was a 100% reserve requirement (r = 1), there
would be no multiple expansion of banking deposits and the money supply
would only rise in the long run by the amount of the initial new deposit.
A very important practical matter is that the money multiplier is not
expected to be exactly 1/r. In reality, the multiplier depends not only on
the required reserve ratio, but other factors such as the amount of
currency drain in the system and if banks choose to hold any excess
reserves. Currency drain occurs when a portion of a newly created loan is
held as cash or coin. For example, suppose that Mr. Waverly, the
contractor who was paid $320,000 by Mrs. Bates, decides to hold 10% of
his funds in cash. Then his bank cannot create a loan of $256,000, but only
90% of that, or $230,400. If all persons receiving funds in this story held
10% of their proceeds as cash, the money multiplier would actually be
(1/(r+c)), where c is the percentage of deposits held by the public as cash
or coin. If c=0.1, the multiplier would fall to 3.33 and the money supply
would rise in the long run by only $1,665,000. Also, if banks choose to hold
excess reserves, then the money multiplier would fall further to
(1/(r+c+e)), where e is the percentage of deposits held by banks as excess
reserves. As a result, real‐world money multipliers are usually lower than
the reciprocal of the required reserve ratio.
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The above is, of course, a simplified example of how the system actually
works. It illustrates the following, however:
1. Banks must have excess reserves or be able to obtain additional
reserves as necessary, in order to make loans or buy securities;
2. The Federal Reserve can attempt to control the money stock by
changing the amount of reserves that banks hold; and
3. The amount of deposits outstanding (and thus the money stock) is
equal to some multiple of the amount of reserves at banks.

MACROECONOMIC POLICY
There are two types of macroeconomic policy, monetary policy and fiscal
policy. Each type of policy is implemented with general goals for the
performance of the U.S. economy in mind. These goals have been set
down by the Congress of the United States in the Employment Act of 1946
and again in the Full Employment and Balanced Growth Act of 1978. The
primary goals are:
1. Stability and growth of the economy;
2. A high level of employment;
3. Stability in the purchasing power of the dollar, and;
4. A reasonable balance of payments in transactions with foreign
countries.
The Federal Reserve seeks to promote these goals in its conduct of
monetary policy, along with other responsibilities for regulating financial
institutions in the interest of safety and soundness of the financial system.
Other objectives, which are secondary in the sense that they lead to the
achievement of the primary goals, include the stabilization of exchange
rates, a high rate of capital investment, a continuing increase in
productivity, and a balanced federal budget. The last item is a matter of
fiscal rather than monetary policy and thus is not the direct responsibility
of the Fed.

Policy Objectives
Below we discuss each of the above policy objectives in further detail.
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Stability and Growth of the Economy
Economic growth is measured in terms of real Gross Domestic Product
(GDP), which is the inflation‐adjusted value of total spending on final
(meaning finished, i.e. ready to use) goods and services in the nation. GDP
is measured as the sum total of personal consumption expenditures,
business investment (formally called gross private domestic investment),
government purchases of goods and services, and net exports (exports
minus imports). The economy grows whenever the percentage change in
real GDP is positive from one quarter to the next. When the percentage
change in GDP is negative for at least two consecutive quarters (six
months), the U.S. economy is said to be in a recession. Our standard of
living improves, on average, when real GDP is continuously growing faster
than the growth of our population. As long as the growth in real GDP is
positive, the economy is said to be expanding. When the rate of real GDP
growth is declining, the economy is said to be contracting. The term
business cycle refers to changing economic conditions as determined by
the percentage change in real GDP. Each facet of the economy has its own
pattern of swings in relative strength and weakness, however. Interest
rates, prices, employment, and the value of the dollar vary in conjunction
with changes in real GDP, but the precise magnitudes of these variations
are not reliably predictable.

High Level of Employment
A primary objective of policy makers is to have a high percentage of people
who are able, and want to be, gainfully employed. Employment goals are
typically stated in terms of an unemployment rate.
The civilian
unemployment rate, for example, is defined as the percentage of the
civilian labor force that is currently looking for work, but unable to find it.
When the unemployment rate is high, more unemployed workers and
their families suffer. Without work, individuals have less to spend so total
spending declines as businesses produce less.

Stability in Purchasing Power of the Dollar
Inflation is evidenced by rising general price levels, sometimes
continuously for extended periods of time and occasionally with rapid
acceleration. When inflation is high, a dollar held and not invested loses
purchasing power as goods and services increase in price. Inflation
presents problems because most individuals and businesses enter into
contracts in nominal (not inflation‐adjusted) dollars. Laborers, for
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example, are paid in nominal wages and salaries that often adjust slowly
relative to price changes. Likewise, banks enter loan agreements with
consumers and businesses that may be fixed in terms of the nominal
interest rate earned. Such agreements are costly to adjust or re‐price
when inflation changes unexpectedly. In this light, unless inflation is fully
anticipated, it distorts the normal flow of transactions. The more inflation
is unanticipated, the more it is likely to accelerate and distort the flow of
transactions.
Inflation may be caused by several phenomena including: business and
labor pricing policies, government income and trade policies, excessive
growth in the money supply, increased government spending, declining
productivity, and structural problems with supply, such as with agricultural
production during droughts, or oil production during OPEC efforts to
control energy prices, or natural disasters.
Government policy makers attempt to reduce the problems of inflation by
restricting funds flows and lowering inflation expectations. Low rates of
inflation do not distort business transactions nearly as much as high rates
of inflation do, but they still weaken the structure of the economy.
Consider, for example, the case of an oil bust in the Southwest or a real
estate crash in the northeast. Business is often based on unrealistic
expectations of continued price increases. No banker should make a loan
that requires a price increase for repayment.

Balance in Trade with Foreign Countries
International economic policy objectives are normally stated in terms of
influencing the value of goods, services, and financial transactions among
countries, as well as the value of the U.S. dollar versus other countries’
currencies. The exchange rate indicates the value of one country’s
currency in terms of another country’s currency. Stable exchange rates
are critical to a country’s ability to market its goods internationally, since
volatile exchange rates represent uncertainty that dampens trade and
investment internationally. For example, if the domestic currency
becomes stronger (more valuable relative to foreign currencies), this
makes it more expensive for foreign consumers to buy a country’s export
goods, while at the same time making it less expensive for a country’s own
consumers to buy foreign goods. The outcome is a decrease in exports
combined with an increase in imports, and deterioration in the trade
balance. One long‐term goal of U.S. policy makers is therefore to maintain

©2021, Schools of Banking, Inc.

17

Macroeconomics and the Banking System
Notes
stable exchange rates with respect to the dollar, in order to stimulate
healthy international trade.
Over time, trade policy objectives vary depending on the prevailing
economic conditions in the U.S. versus its trading partners. In general, the
U.S. attempts to coordinate its macroeconomic policies with those of other
democratic nations. Occasional developments in economic trade may call
for policy actions. For example, if U.S. imports from Japan increase at too
high a rate relative to U.S. exports to Japan, the U.S. might pursue policies
to increase exports and/or decrease imports. These policies could involve
attempts to weaken the value of the dollar relative to yen, or perhaps
threats of “protectionist” policy actions involving direct trade restrictions
that would limit Japanese exports (such as tariffs, quotas, or embargos).
As an example of international political battles related to trade problems,
U.S. concerns about violations of intellectual property rights by Chinese
manufacturers have led to U.S. threats to impose trade sanctions against
certain sectors of Chinese export markets.
Analysts monitor variations in U.S. exports and imports, to determine what
kinds of international trade problems emerge or disappear and what
policies affecting trade seem to be required. Analysts also monitor capital
flows into and out of the U.S, to assess the extent of foreign investment in
U.S. assets relative to investment by U.S. wealth holders in the assets of
other countries.

Balanced Federal Budget
The federal budget surplus or deficit refers to the difference between
government expenditures and tax receipts. The size of and growth rate in
the surplus or deficit are important because they influence economic
conditions. Any deficit must be financed by additional U.S. Government
borrowing in the Treasury bill and bond markets. Additional problems
arise from the way the deficit is financed, particularly in the case of large
foreign funds flows and Fed monetization of the debt.
Recent debate has focused on the merits of a balanced federal budget.
Whether budget deficits are bad, as many observers believe, depends on
whether the deficits adversely affect employment, inflation, the value of
the dollar, and the economies of other countries.
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Safety and Soundness of Financial Institutions
The federal government has established regulatory agencies whose
responsibility is to ensure the safety of financial institutions and the
soundness of our financial markets. Problems arise when institutions are
in danger of failing, and customers lose confidence in the system. At such
times, troubled financial institutions may experience a liquidity crisis in
which investors either hesitate to provide capital to meet the institution’s
ongoing borrowing needs, or seek to withdraw their investments, or both.
A number of events over the past 35 years have threatened the liquidity,
and therefore the safety and soundness, of the financial system. Such
events include the stock market crash of October 1987, the currency crisis
of 1997, the Russian debt crisis of 1998 and the resulting problems for the
Long Term Capital Management hedge fund, and most recently, the
meltdown of the mortgage markets in 2007 and 2008. In each case, the
Fed struggled to find ways to provide liquidity to the financial system, so
that funds could flow to meet commitments.
Bank regulators, such as the Federal Reserve, FDIC, and Office of the
Comptroller of the Currency, regularly examine individual banks to
monitor their level of risk and verify that they operate within regulations.
The Fed in particular has powers to determine what lines of business
financial institutions can enter and to establish broad terms of lending,
including margin requirements and other credit controls.

Conflicting Goals
Unfortunately, the goals discussed above are not always compatible and
policy makers must prioritize policy objectives. For example, if policy
makers focus on controlling inflation, traditional policies will often
simultaneously slow economic growth and increase unemployment.
Alternatively, efforts to lower interest rates to stimulate capital
investment and real economic growth may increase inflation and inflation
expectations, and thus lower the value of the dollar and U.S. exports. The
difficulty is thus to pursue macroeconomic policies that balance growth
with other objectives.

©2021, Schools of Banking, Inc.

19

Macroeconomics and the Banking System
Notes

The Federal Reserve System
The Federal Reserve System (Fed) was created in 1913 to maintain the
soundness of the banking system and to ensure an adequate level of
liquidity in the economy. The System is often referred to as our Central
Bank and today has broad responsibilities to regulate banks and
implement monetary policy.

Structure
The Fed has three components: the Board of Governors, the district
Federal Reserve Banks, and the member banks. The first two are
responsible for implementing monetary policy and other regulations that
guide the conduct of depository institutions. Exhibit 1 illustrates the
structure and policy responsibilities of the Fed.
Board of Governors: This group of seven individuals (as of March, 2021,
one seat is open) is primarily responsible for the conduct of monetary
policy. The members comprise a majority of the Federal Open Market
Committee (FOMC). As such, the Board sets policy for determining bank
reserve requirements, changing the discount rate, and setting the pace at
which the Fed buys or sells government securities, labeled open market
operations. The seven members are appointed by the President of the U.S.
and serve staggered 14‐year terms, with one member's term expiring
every other year. This staggered expiration of terms ensures that the
Board is somewhat independent of the President. The chairman of the
Board of Governors traditionally carries great influence in the conduct of
the Fed’s policy. The current chairman is Jerome Powell.
Federal Open Market Committee (FOMC): This committee of 12
individuals establishes the policies for open market operations, the
primary tool of day‐to‐day monetary policy actions. The FOMC issues
policy directives that provide target ranges for desired growth of monetary
and reserve aggregates and short‐term interest rates. These directives are
closely monitored by the public because they provide documentation of
how the Fed views current economic conditions and serve as a basis for
speculating how the Fed will likely influence bank reserves, interest rates,
and the availability of credit.
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Federal Reserve Banks: There are 12 regional Federal Reserve districts,
each with a lead Federal Reserve Bank. The general duties of each bank
are listed in Exhibit 2. The primary functions of the regional Federal
Reserve Banks are to:
1) supervise, examine, and regulate member depository institutions;
2) make discount window loans to depository institutions;
3) provide payment services, such as check clearing and currency
exchanges; and
4) act as the fiscal agent for the U.S. Treasury
The regional Fed banks are also involved in monetary policy in several
direct and indirect ways. Five of the 12 bank presidents serve at any one
time on the Federal Open Market Committee (FOMC). The president of
the Federal Reserve Bank of New York is always on the FOMC, because Fed
securities transactions are handled through the New York Fed and many of
the nation's largest banks are located in the New York district. The
remaining four slots on the FOMC are filled on a rotating basis by the other
11 presidents of the regional Fed banks. Member banks hold required
reserves at the regional Fed banks and have the privilege of borrowing
reserves at the discount window.
Member Banks: Banks with state charters may choose not to be members
of the Fed. Because most of the largest banks are members of the Fed,
member banks control a higher percentage of total bank assets. The Fed’s
staff formally supervises these member banks. Even though many banks
are nonmember state banks, they must still keep required reserves at the
Fed and have access to Fed services in the form of discount window loans
and check processing.

Tools of Monetary Policy Used by the Federal Reserve
Refer back to the way in which a change in reserves results in a multiple
expansion of the money stock:
Long run change in the money stock = (change in bank reserves) x (1/r)
This relationship shows that the Federal Reserve System can influence the
supply of money, by conducting any policy which affects either the reserve
requirement ratio or the supply of bank reserves. In this light, the Federal
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Reserve uses three main tools for conducting monetary policy: changing
reserve requirement ratios, changing the discount rate, and open market
operations. Each has strengths and weaknesses.
Reserve Requirements: As indicated earlier, banks must hold required
reserves equal to a specified percentage of certain deposit liabilities.
Banks are not required to hold the minimum reserves each day but may
average their reserve holdings to meet the requirement over a 14‐day
maintenance period.
The Fed can use required reserves as a monetary policy tool in three ways:
1. The Fed can change the reserve requirement ratio. When the Fed
increases the ratio, banks must hold more reserve assets against the
same dollar amount of deposits. In this case, excess reserves decline
and banks can make fewer loans with their existing reserves. An
increase in the ratio thus reduces credit availability and slows the
growth in bank deposits and the money stock. When the Fed lowers
the ratio, the opposite occurs. Then banks are required to hold fewer
reserves, excess reserves increase, and credit is more readily available.
This action increases the growth rate in the money stock.
2. The Fed can change the types of deposit liabilities that are subject to
required reserves. If the list is expanded, the impact is similar to
increasing the reserve ratio. If fewer liabilities are subject to reserves,
excess reserves and credit availability will increase.
3. The Fed can alter the types of assets that qualify as reserves. The
impact depends on whether banks have to change their asset
composition. If they already hold any new qualifying reserve assets,
the impact will be negligible. If they can substitute earning assets for
vault cash and deposits at the Fed, credit availability will improve.
Changing required reserves has the advantage of affecting all banks quickly
and equally. There is also an “announcement effect” whereby market
participants immediately know that the Fed is either increasing or
decreasing credit availability. A disadvantage is that it is difficult for the
Fed to change reserve requirements to obtain small or temporary changes
in credit availability. Also, once reserve requirement ratios are changed it
is difficult to reverse the policy in the near term. A change in reserve
requirement ratios is usually accompanied by a temporary reserve change
in the opposite direction with other policy tools, to soften the impact. For
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instance, the impact of raising reserve ratios might be at least partly offset
by the Fed buying securities in the open market (see below).
Discount Rate: Federal Reserve Banks periodically make reserve loans to
depository institutions. The mechanism for lending reserves is the
discount window, and the applicable interest rate is the discount rate. A
bank that borrows $1 million in reserves via the discount window, for
example, evidences the following balance sheet impact:
Assets

Liabilities

Deposits at Federal
Reserve Banks
$1,000,000

Borrowing from the
Federal Reserve
$1,000,000

The bank pays the prevailing discount rate on the borrowing. The Fed can
change the amount of reserves banks borrow by changing the discount
rate.
The Fed makes three types of discount window loans:
1. Short term adjustment credit is a reserve loan to a bank that has
experienced a temporary deficiency in reserves, usually due to
unanticipated deposit withdrawals. The loan must be repaid within 14
days to ensure that it is not used as a permanent source of funds.
2. Seasonal credit refers to reserve loans at banks that demonstrate a
predictable, seasonal loss of reserves. Banks with agriculture loans and
banks in resort communities, for example, experience predictable loan
demand and deposit outflows associated with seasonal planting
requirements and the seasonal influx and out flux of tourists,
respectively. There is no set maturity for such seasonal loans. Each
bank must document seasonal patterns in its loans and deposits, then
apply for seasonal credit. The seasonal borrowing privilege is being
phased out for most banks.

©2021, Schools of Banking, Inc.

23

Macroeconomics and the Banking System
Notes
3. Emergency credit represents reserve loans for special problems. A
failing bank may experience a large deposit outflow because customers
have lost confidence, or banks may need additional liquidity to meet
temporary borrowing needs resulting from a financial crisis or a natural
disaster. For example, during the recent credit crisis in the mortgage
market, the Fed made reserves readily available through the discount
window so that Wall Street firms generally had access to bank credit to
meet ongoing commitments and customer needs.
The Fed can influence discount window borrowing by changing the
discount rate or simply by denying credit to banks. Because the discount
rate represents a cost of obtaining reserves, an increase in the rate raises
interest expense at borrowing banks while a rate decrease lowers interest
expense. The key, however, is how the discount rate compares to the
federal funds rate – the interest rate on overnight reserve loans between
banks. The Fed normally sets the discount rate below the federal funds
rate, which is determined by prevailing supply and demand conditions.
To prevent banks from systematically borrowing reserves at the discount
rate and lending reserves at the federal funds rate, the Fed normally
restricts bank access to the discount window. The Fed will deny a discount
loan request when it perceives that banks are taking advantage of the
profit opportunity.
Discount rate policy has the obvious weakness in that it is imprecise. The
Fed cannot accurately predict how banks will respond when the rate is
changed, so the impact on bank reserves and the money supply is
uncertain. The chief advantage is that the Fed can signal a change in policy
by announcing a discount rate change. In recent years, however, discount
rate changes have lost some of their "announcement effect." Frequently,
discount rate changes have been delayed and implemented only in
response to movements in short‐term interest rates, with no well‐defined
policy implications.
Open Market Operations: Open market operations, the most powerful
Fed tool, are Federal Reserve Bank purchases or sales of government
securities. When the Fed buys or sells government securities in the open
market, bank reserves change because the Fed is exchanging funds that
qualify as bank reserves for government securities. All transactions are
implemented by the trading desk of the New York Fed with securities firms
based in New York City and other financial centers across the United
States. Open market transactions may be conducted with ease and in
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precise amounts, and thus they represent the primary monetary policy
tool.
When the Fed buys securities, called an open market purchase, bank
reserves increase dollar for dollar because the Fed essentially pays for the
government securities with a check drawn on itself, and the selling
institution receives a deposit balance at a Federal Reserve Bank. The
following T‐account demonstrates the impact where the seller of
government securities is assumed to be a commercial bank.
Commercial Bank
Assets
Deposit balance at Fed
+$100

Liabilities

Government securities
‐$100
It doesn't really matter who the seller is because bank reserves increase
when the Fed's check clears throughout the banking system. In general,
an open market purchase increases the banking system's excess reserves
and thus the banking system’s ability to make new loans so that the money
stock increases.
With an open market sale, the Fed sells securities and takes reserves out
of the banking system. Private sector buyers of securities pay the Fed with
checks drawn on their banks. When those checks are collected, the Fed
reduces the deposit balances (reserve accounts) of the banks on which the
checks are drawn.
The major advantage of open market operations is that they represent a
flexible policy tool. Purchases or sales can be executed in any amount, at
virtually any time. If the Fed wants to change its policy, it can do so quickly
and precisely. Reserves change dollar for dollar with the amount of
securities directly bought from or sold to a commercial bank. On the other
hand, the relation is not necessarily one‐to‐one for transactions with non‐
bank dealers in government securities. In any event, the Fed can
accurately predict what the ultimate impact will be on bank reserves, and
to a lesser degree predict the impact on the money stock. A disadvantage
is the lack of any announcement effect. Open market transactions may be
conducted daily and do not receive much public scrutiny.
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The Fed has used a variety of policy targets throughout its history.
Recently, it has framed its operating targets in terms of prevailing interest
rates and growth. The federal funds rate serves as the interest rate
measure that is typically targeted by the Fed. (Federal funds are effectively
collected balances held at the Fed or other depository institutions. They
are loaned between institutions at the federal funds rate.) The monetary
base equals currency in circulation and bank reserves and serves as an
indicator of aggregate potential reserves. These policy targets have been
increasingly administered loosely to the frustration of Fed watchers.
During intervals when interest rates represented the primary target, the
monetary base and money stock exhibited considerable volatility. In
contrast, during periods when the Fed targeted the monetary aggregates,
such as 1979‐1983, interest rates exhibited considerable volatility.

SUMMARY OF MONETARY POLICY TOOL
EFFECTS ON BANK RESERVES
Tool

Impact on
Reserves

Impact on
Money Stock

Raise reserve
requirement ratios

Decrease excess
reserves

Slow growth

Lower reserve
requirement ratios

Increase excess
reserves

Increase growth

Increase discount rate

Little or none

Slow growth slightly

Decrease discount rate

Little or none

Increase growth
slightly

Open market purchase

Increase reserves

Increase growth

Open market sale

Decrease reserves

Slow growth
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Money Velocity: Who Keeps It and Who Spends It?
Most people prefer to spend money rather than hold it. Thus, money
moves through the economy from spenders to recipients. The rate of
movement plays an important role in determining economic growth and
serves to link the money stock to total spending. Formally, the velocity of
money is defined as total spending (GDP in current dollars) divided by the
money stock:
Velocity = Gross Domestic Product / Money Stock.
It measures the rate of turnover of money, that is, the number of times
that the average dollar is spent on buying goods and services during a given
period.

IMPACT OF MONETARY POLICY ON THE ECONOMY
Money and Inflation
It is widely believed that a continued increase in the nation's money stock
will lead to continued inflation. Some monetarist observers argue that
money growth, by itself, determines the fundamental rate of inflation on
the explicit assumption that money velocity is constant or predictable over
long periods of time. However, increases in the money supply do not
necessarily increase inflation, however, especially in the short run. For
example, if the economy is in recession, an increase in the money stock
may increase output and employment without pushing prices higher. On
the other hand, when the economy is nearer full employment, price
changes generally follow money growth and total expenditures more
closely.

Money and Gross Domestic Product
Many monetarist economists point to a predictable relation between
money growth rates and economic growth as evidence of money's primary
role in influencing economic conditions. Of all the money measures, M2
exhibits the closest relation with GDP.
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Money and Interest Rates
On many occasions we have seen politicians clamor for the Fed to increase
the money stock so that interest rates will decline. Is this the normal,
expected relation between money growth and interest rates? There are,
in fact, several factors that influence the relation and may produce
different results.
Liquidity Effect: A sudden increase in the money stock immediately lowers
interest rates because individuals and businesses suddenly find
themselves holding more money than they desire at prevailing rates. As
individuals convert money balances to interest‐bearing assets, they bid
interest rates lower. Consider the case where the Fed buys securities from
a bank (open market purchase). The bank now has more excess reserves
than it can use to make new loans or buy securities. This increased bank
demand for loans and securities should lower interest rates. The impact
will fall immediately on the federal funds market where banks trade
reserves among themselves. In contrast, with an open market purchase
banks will have more excess reserves. Thus they will either lend more
reserves (federal funds) to other banks, or, if they were previously a
borrower of reserves, they will borrow less. Both of these actions should
lower the federal funds rate.
Price Level and Expected Inflation Effect: An increase in the money stock
in excess of the increase in the stock of goods and services will generally
raise prices over time. Many market participants recognize this and
incorporate the impact of changes in the money stock into their inflation
forecasts. Any increase in actual and/or expected inflation will then put
upward pressure on interest rates, because investors require a higher
return to compensate themselves for the anticipated loss of purchasing
power. If these price effects dominate the rate‐reduction (liquidity) effect
of money growth, the level of interest rates will increase.
Recent experience suggests that the liquidity effect dominates in the short
run but that persistent high money growth is generally associated with
higher inflation and interest rates over time. For example, money growth
rose sharply during the 1970s, and inflation and interest rates rose
coincidentally. This outcome is consistent with investors demanding
higher yields when inflation is expected to increase.
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Money and International Trade
Monetary policy influences U.S. international trade through exchange
rates, prices of goods and services, and relative interest rates at home and
abroad:


First, in the short term, when the Fed increases the U.S. money stock
faster than other countries increase their money stocks, the dollar
typically declines in value relative to other currencies. A depreciating
dollar makes foreign goods more expensive (in terms of U.S dollars)
relative to domestic good. The direct effect would be an increase in
U.S. exports and a parallel decline in U.S. imports, and thus an increase
in the trade balance.



Second, over time, excess money growth relative to the growth in
goods and services available puts upward pressure on U.S. prices
relative to prices in foreign countries. Higher relative prices, in turn,
make U.S. goods less attractive to foreigners and foreign goods more
attractive to Americans, resulting in an increase in imports relative to
exports and a decline in the trade balance.



Finally, financial capital will flow to the U.S. if real interest rates in the
U.S. rise above rates abroad. Of course, if U.S. rates fall relative to
rates abroad, capital will flow outside the U.S. The final impact on the
value of the dollar depends on the relative magnitudes of the
merchandise trade flows and financial capital flows.

The Impact of Fiscal Policy on the Economy
Fiscal policy refers to the federal government's use of taxation and public
spending to influence economic conditions. Lowering taxes increases the
disposable income of consumers and the profits of businesses so that more
income is available for spending. An increase in government spending
similarly increases the income of those who receive the government's
outlays. Both types of policies expand nominal GNP and employment,
unless offset by autonomous effects in the private sector. The latter
occurs, for example, when investor uncertainty jumps due to
misunderstood public policy. Higher taxes and reduced government
spending, in turn, lower national income and reduce inflation pressures
with similar caveats.
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Federal Budget Deficits and Surpluses
Increased government spending can be financed either by raising taxes or
by borrowing. If the government borrows to finance a deficit, the Treasury
must issue Treasury bills, notes, and bonds. The impact of fiscal policy on
the economy depends on the amount of spending, how the spending is
financed, and the distribution of the tax and spending recipients. For
example, a balanced budget may still stimulate aggregate expenditures if
taxes are drawn from otherwise idle funds and spending goes to recipients
with high propensities to spend.
Additional stimulus is provided when the government spends borrowed
funds as well as its tax receipts. Such stimulation occurs whether a federal
deficit stems from increased expenditures or lower taxes, or both. In
general, every dollar that is spent in excess of tax receipts must be
borrowed from various sources. The various sources relied on by the
government, in turn; make a difference in the economic impact of the
deficit. The implications of borrowing to finance federal spending can be
best understood in terms of the relation cited on the next page.
Specifically, the amount of deficit spending must equal the change in the
amount of government bonds owned by the public (Bonds) plus the
change in the monetary base (MB):
Deficit = Bonds + MB
where MB equals the sum of currency in circulation and bank reserve
balances.
This relation suggests four important points:


If increased government spending is financed with increased taxes, the
deficit is unaffected and no new borrowing is required.



If a deficit exists and is financed solely by issuing bonds to the public,
the amount of securities outstanding increases, but bank reserves (and
the monetary base) is not affected. Thus the money stock will not
change as a direct result of the deficit.



If a deficit exists and is financed by issuing bonds purchased by the Fed,
bank reserves and the monetary base increase so that the money
supply rises with the deficit. This is referred to as monetizing the debt.
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If a deficit exists and is financed by issuing bonds purchased by banks
with excess reserves, the money stock increases.

If the ultimate lender is the non‐bank public (private individuals and
nonbank institutions), some of the government spending may be offset by
restrained spending on the part of the private sector. If the bonds are sold
directly to the Fed or if the Fed purchases more government securities in
the open market than it normally would in the absence of a deficit, then
the money stock increases and more spending stimulus will occur. If the
ultimate lender is the commercial banking system using previous excess
reserves, the debt is again effectively “monetized” and there is no direct
offsetting spending constraint. This is comparable to when the Fed directly
increases the money stock through an open market purchase.
Monetary Policy and the Deficit
The relationship between Fed monetary policy and the federal deficit is
quite controversial. Most economists argue that the effect depends on
whether the Fed chooses to buy additional securities simply because the
federal deficit is positive or large, thus offsetting any impact the deficit
might otherwise have on interest rates. If the deficit is large and interest
rates are rising, the Fed may buy additional securities to keep interest rates
lower. As such, the deficit indirectly causes an increase in bank reserves
(the monetary base) and potentially influences expected inflation. If
instead the Fed does not alter its money growth targets as a result of
changing deficits, then it will not alter its open market operations and
deficits are not monetized via Fed activity.
An alternative view that is popular among some supply side economists
argues that deficits do not matter. The impact of fiscal policy results from
government expenditures. The method of financing is unimportant.
Individuals essentially recognize that all expenditures must ultimately be
financed by taxes. If bonds are issued today instead of the government
raising taxes, people save more to cover the expected increase in taxes
later on. If this occurs, the public buys all of the bonds issued by the
Treasury and the monetary base is determined independently from the
deficit. In this scenario, deficits do not affect the money supply or real
interest rates.
Because the normal budget process failed to reduce the federal deficit for
many years, Congress passed legislation in 1985 (Gramm‐Rudman‐
Hollings) which automatically imposed spending cuts whenever the budget
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is expected to exceed predetermined targets. In the years immediately
following 1985, the actual deficit exceeded the target. Gramm‐Rudman‐
Hollings was supposed to discipline Congress when establishing the
budget. In actuality, it merely produced creative budgeting to meet the
mandated targets in form, but not substance.
In 1998, the government experienced a budget surplus for the first time in
approximately thirty years. Congress then shifted the debate to how to
structure tax policy along with spending cuts to manage future obligations
of the Social Security System, as well as the size of the Federal debt. Prior
to the onset of the 2001 recession, the near term projections indicated
growing budget surpluses through 2010. On the other hand, projections
further in the future indicated dramatic increases in spending on
entitlement programs, federal interest payments on the debt, and a return
to sizable federal deficits. Recent debate has focused on efforts toward
cutting spending, particularly in entitlement areas, such as Medicare and
Medicaid where expenditures have grown much faster than the U.S.
economy.
The 2001 recession led to decreased tax revenue and increased Federal
spending, and thus changed all these projections toward lower future
Federal surpluses and bigger deficits. The federal budget picture was
further weakened with the increases in defense spending following the
terrorist attacks of September 11, 2001, and the war with Iraq. Thus the
debate once again shifted away from what to do with the surplus, to the
problems associated with a large and growing deficit.
In 2007 and 2008, the financial system experienced severe stress as the
housing market collapsed, causing a credit and liquidity crisis in the
mortgage market. At the same time, energy prices rose dramatically,
resulting in upward pressure on inflation. This severe market stress
weakened the economy to the point that many economists agreed that
the United States was in a recessionary period from 2008 to late 2009.
Since the third quarter of 2009, most economists agreed that the United
States economy was slowly starting to recover from this period.
The Fed’s response to this economic weakness was to attempt to increase
bank reserves and lower interest rates, providing liquidity to the financial
markets. In such times, a focus on the long term health provided by an
environment of low inflation is often dominated by concerns about
unemployment and recessionary fears that call for more Federal spending
and easy monetary policy.
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Whether Congress is ultimately serious about implementing plans to pay
down the federal debt remains to be seen. All members of Congress agree
on one thing; the federal debt is too high and deficit budgets cannot
continue indefinitely. However, finding a solution that all members can
compromise on and agree to seems to be even a larger obstacle than the
debt itself.
The Statutory Pay‐As‐You‐Go Act of 2010 required that new legislation
changing governmental receipts or mandatory spending or collections
must be enacted on a “pay‐as‐you‐go” (PAYGO) basis; that is, that the
cumulative effects of such legislation not increase projected on‐budget
deficits. While this could be seen as a start to the solution, the future
actions of Congress and the Fed will ultimately determine the size of the
federal deficit and future growth rates in total spending in the U.S.

Measuring the Deficit
While the reported deficits are large, they may be inaccurate. In particular,
many analysts believe the federal budget deficit figures are biased and
misleading for the following reasons:


The federal deficit ignores state and local government budget
surpluses, as well as deficits.



All expenditures on capital assets are included in government
spending, rather than just depreciation charges, in contrast to how
most businesses and foreign governments report capital expenses.



Many government expenditures are excluded from official budget
figures because they are “off budget.”



Reported deficits are not inflation adjusted; that is, they are not
reported in real terms. Inflation decreases the value of all fixed
income federal debt outstanding, so that the real value of federal debt
outstanding is overstated.
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Implications of Macroeconomic Factors for Commercial Banks
It is one thing to read about macroeconomics and another to put the
knowledge into practice. Understanding basic relations is critical to
knowing how government policy affects economic conditions and how this
all affects an individual bank. As most bankers have observed, however,
these relations are not always predictable in the short run. How then
should a banker use macroeconomic information?
Focus initially on common mistakes:


When setting strategic plans and eventually budgets, bankers often
specify unrealistic growth targets. If, for example, the economy is
expected to grow at a 3 percent real rate, what does it mean if your
bank expects to grow loans at 10 percent? In general, either your bank
will grow at the expense of other lenders, or your bank will have to
lower asset quality to meet its growth targets. Management should
formulate realistic growth expectations in light of regional economic
growth or the lack thereof.
When determining the size of loan and investment portfolios, bankers
often follow the business cycle at inopportune times. Interest rates
generally follow the business cycle. At the peak of economic activity
when loan demand is high, interest rates are at their cyclical peak and
short‐term rates are above long‐term rates. Many bankers substitute
loans for securities rather than ration loans. If they buy securities, they
buy short‐term instruments for liquidity and because the rates are
relatively high. In fact, after the peak economic activity slows, the loan
quality deteriorates in general. Thus loan losses will eventually rise.
Interest rates also fall from their cyclical peaks such that the banks roll
over their short‐term security holdings into lower yielding instruments.
At the peak, contracyclical investments are most profitable over time.
The same holds for the economic trough. In the middle of a recession
when loan demand is weak, many banks buy long‐term or higher risk
securities in search of yield. As the economy moves out of the trough,
interest rates rise and loan demand picks up, but the bank may be
locked in to low yielding, long‐term securities. Again, a contracyclical
strategy may be best.



When making investment and/or pricing decisions, bankers often
believe that they can forecast interest rates or that the yield curve
accurately forecasts interest rates. It is highly unlikely that bankers
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can systematically forecast rates correctly. It is well documented that
forecasts based on the yield curve are systematically incorrect as well.
This is not to suggest that yield curve information is not useful. Relative
rates and rate changes provide a valuable guide as to where the
economy is in the business cycle. The successful banker, however,
views interest rate forecasts as a means to conduct simulations that
assist in risk assessment and risk management decisions.

HISTORICAL PERSPECTIVE ON THE U.S. BANKING
INDUSTRY
Because of the unique role of banks in the implementation of monetary
policy, and hence the importance of banks to the health of the economy,
the U.S. banking industry has evolved within a highly regulated
environment.
In 1929 the existing structure and nature of the banking industry
contributed to the depth of the crash and the great depression. There was
intense competition among banks, there was no formal separation of
commercial and investment banking activities, and there was no Federal
Deposit Insurance protecting customers. As a result, the crash of 1929 saw
many banks fail and a great deal of wealth destroyed. Following the crash,
Congress enacted legislation (Glass‐Steagall) that restricted bank activities
and competition and created the Federal Deposit Insurance Corporation
(FDIC) to insure customer deposits. The major goal of this legislation was
to maintain the safety and soundness of the banking system.
Under this and subsequent legislation, banks and thrift institutions were
prohibited from competing with one another through various kinds of
branching activities, through paying higher interest rates for deposits, or
through offering financial services beyond the basic bank‐related activities
of accepting deposits and making loans. Over time, other financial
institutions evolved to fill the gaps in services that businesses and
consumers desired, but banks could not offer. As time passed, U.S. banks
and thrift institutions came to be at a competitive disadvantage with other
financial institutions in the U.S. and abroad. Enterprising bankers spent
much energy devising means to get around the regulations in order to
compete in the ever‐changing world of financial services.
During the 1970s, the U.S. economy suffered poor performance in the
form of two recessions, growing inflation, and rising and increasingly
volatile interest rates. The U.S. banking industry faced increasing pressure
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from innovation and competition throughout the broader financial
services sector. Because they could not compete effectively within their
regulatory environment, U.S. banks were losing market share to other
providers of financial services.
This situation spawned deregulation of the banking industry in the 1980s.
This deregulation represented a dramatic change in the environment in
which banks and thrift institutions could operate. It meant that banks and
thrifts could suddenly pay higher rates of interest to compete for deposits;
it opened the door for branching activities across state borders; and it
paved the way for a future in which banks could offer services beyond the
traditional activities of accepting deposits and making loans.
As the 1980s arrived, therefore, banks were suddenly confronted with
competition from other banks and thrift institutions, as well as from other
segments of the broader financial services sector. In this environment, it
is not surprising that the 1980s witnessed turmoil in the banking industry.
Bank profitability suffered, not only from intensified competition at home,
but also from global economic events that hampered the ability of less
developed countries to repay their extensive debt to U.S. banks. Bank and
thrift failures accumulated at alarming rates throughout the 1980s,
prompting Congress to enact further legislation that created agencies (the
OTS and RTC) to deal with problem institutions and their troubled balance
sheets.
This legislative action helped to cleanse the economy of the illness
embodied in a growing number of sick banking and thrift institutions
(although at great cost). But it took the recession of the early 1990s to
lower interest rates in the U.S. economy, thereby reducing banks’ cost of
funds and helping remaining institutions to regain profitability. The 1990s
then progressed as a healthy decade for the banking sector.

The Changing Financial Services Industry
The deregulation and stress experienced in the U.S. banking industry
during the 1980s offered an opportunity for profitable banks to expand
their operations through acquisitions. Laws against interstate banking
were relaxed, resulting in consolidation across state boundaries, and the
growth of large regional banks.
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Behind this evolution has been the overwhelming force of economies of
scale in the banking business, which tends to favor banks that can expand
their operations. If the high fixed costs associated with a bank’s operations
can be spread over a larger amount of banking business, the bank can
operate with lower average cost and greater profitability. Furthermore,
geographic expansion enhances a bank’s ability to diversify its loan
portfolio across economic sectors (agriculture, real estate, energy, etc.),
thus lowering its exposure to the risk that a downturn in any single sector
might cause the bank to fail.
Another important outcome of the ebbs and flows in stress and volatility
that have characterized financial markets since the 1970s, is the evolution
of derivative markets (forwards, futures, options, swaps, and so forth).
These derivative markets have evolved as a response to meet the needs of
market participants (including banks) who must manage their risk
exposure in the face of increasing uncertainty embodied in market
volatility. While these derivative instruments offer flexible, cheap, and
powerful tools to manage various forms of risk, they can also be
misunderstood, difficult to value, and misused. Some of the biggest
problems in the financial services industry in the last 30 years have
involved the misuse of derivatives.
For example, the crisis in the mortgage market and the liquidity problems
at major financial institutions starting in mid‐2007 all involved difficulties
in valuing and managing portfolios of complex derivative products. Much
of this industry involves over‐the‐counter trading of these products among
major financial institutions which are counterparties. When the markets
underlying these derivatives experience volatility, huge sums of money can
be won or lost in a short period of time. It is not surprising that the
market’s response to such stress is to hesitate in providing the vast sums
of liquidity that have recently been required to meet the short term
borrowing needs of financial institutions involved in these complex trades.
One problem is that these over‐the‐counter derivative markets have
avoided the normal scrutiny of Federal regulators that is routinely placed
on the operations of commercial banks and on exchanges. The recent
severe and lingering liquidity problems at major financial institutions have
sparked fears of a here‐to‐fore hidden systemic risk that could threaten
the safety and soundness of the financial system. One result of these
recent developments has been a growing chorus of calls for expanded
regulatory control over nonbank financial institutions which manage the
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huge portfolios of complex over‐the‐counter derivatives that have gone
largely unregulated.
The banking industry faces many challenges and opportunities. These
include intensifying competition throughout the financial services sector,
continued consolidation, the opening of new markets in the U.S. and
globally, continued occasional liquidity crises and recessions that require
dramatic policy actions, and ongoing evolution in derivative markets that
will enable banks to manage exposures to various new forms of risk and
opportunity, but will also require continued vigilance.

THE ECONOMY’S PERFORMANCE:
AN OVERVIEW
After eight consecutive years of economic growth accompanied by
moderate inflation and low unemployment from 1982 through 1990, the
U.S. economy fell into a recession late in 1990. This recession was forecast
some time in advance, given the numerous indicators that suggested it was
forthcoming. For example, money growth rates in the preceding years
were relatively low; the federal budget deficit was still quite large in terms
of current dollars; and the U.S. had experienced a substantial trade deficit.
In late 1989 Congress approved the thrift bailout legislation which added
to government spending and borrowing needs and brought about the
closing of many failed institutions. Real estate markets throughout the
U.S. were hampered by the amount of foreclosed property that regulators
controlled and were trying to sell. The yield curve for Treasury securities
inverted.
By late 1991 the recession had ended as real GDP growth again became
positive. Over the next two years the U.S. economy was expanding, albeit
at a very slow rate. This recovery was atypical because economic growth
often accelerates sharply following a recession. The experience in 1992‐
1993 differed because employment was relatively stable and real spending
was up, but at historically low levels. Thus unemployment rates remained
relatively high and only in late 1993 started to decline. There are several
reasons for the relatively slow growth immediately following the 1991
recession:


Consumer confidence was relatively low. Many of the nation's largest
and best known corporations were downsizing. The list of companies
who announced substantial reductions in employees included IBM,
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Boeing, Westinghouse and Sears as well as virtually all large
commercial bank holding companies. Consumers who had jobs were
generally apprehensive about the security of their jobs.


There was no sector of the economy that was robust enough to lead
the nation into high growth. Housing and real estate were adversely
affected by demographic trends and the overhang of existing property.
Even declining interest rates did not stimulate much consumer or
business spending.



Other nations around the world had also recently experienced the
economic difficulties that the U.S. felt during the early 1990s.
Specifically, many of the industrialized nations experienced recessions
or slow growth in 1994‐1995. As a result, U.S. exports did not spur the
U.S. economy.



Finally, there was continuing concern regarding the U.S. federal deficit,
and a feeling that something must be done about it. Most Americans
assumed that cutting the deficit in the short run would require
spending cuts and/or tax increases. It was feared that such fiscal policy
actions would serve to reduce aggregate demand and slow growth.

On the positive side, these economic conditions following the 1991
recession set the stage for businesses to cut costs and become more
efficient and productive. Immediately after the 1991 recession, companies
contained and slowed the growth in employment costs. Furthermore,
nominal interest rates were low and declining over much of the 1990s, and
inflation only averaged approximately 2‐3 percent annually.
As a result, the decade of the 1990s experienced healthy economic growth,
along with relatively mild inflation and interest rates. On the negative side,
asset inflation was rather dramatic throughout the 1990s. Stock market
valuation grew to levels that reflected unrealistic expectations for
continued business health. It became more commonplace for major U.S.
businesses to practice questionable accounting practices, to dress up their
balance sheets and try to sustain the illusion of continued earnings growth,
in an attempt to meet the unrealistic expectations of investors. Given the
rapid increases in stock prices, wealth‐holders acted on their increased
paper net worth by accelerating their spending. Consumer spending
through this wealth effect rose to very high levels and sustained the
economic expansion of the late 1990s into the twenty‐first century.
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As the unrealistic expectations for continued business success inevitably
failed to be met, the stock market unraveled during 2000 and 2001,
resulting in the loss of much wealth that had appeared on paper. As
wealth‐holders cut back their spending in response to their declining paper
wealth, the wealth effect worked in reverse to slow down the economy.
Consumers in general felt less confident in their jobs and also cut back
spending. Businesses suffered, and also cut back their spending and laid
off workers. The result culminated in negative growth in real GDP in late
2001.
In terms of real GDP, U.S. real GDP growth (annualized) has averaged 3.3
percent since 1947, with a high quarterly rate of 17.2 percent in Q1 of 1950
and a quarterly low rate of ‐10.40 percent in Q1 of 1958. Q4 2020 real GDP
growth was ‐3.5 percent (estimated), the lowest since 1946. (Exhibit
3) Going forward, GDP growth is expected to be below trend growth of
2.5 to 3 percent (Exhibit 4).
The inflation picture has also recently become a source of concern. Exhibit
5 shows recent growth rates in the Consumer Price Index (CPI) with and
without food and energy prices since 2004. During 2005 and 2006, the CPI
excluding food and energy stayed within the 2‐2.5% range, but the
complete CPI broke out of its band and moved into the 3.5% range. While
all CPI measures returned to the 2‐2.5% range during most of 2007, the
complete CPI ended 2007 with an upward spike, largely because of the
escalating costs of energy and other commodities. It then plummeted in a
correction in 2009 before a steep climb back to the 2.5‐3% range in 2010.
It continued to climb in 2011 to right at 3.1% before decreasing steadily in
2012‐2015, due to an overabundance of energy resources due to new
technology, and declining prices in other commodities. In 2016‐17,
increases in manufacturing, wages, and stimulus from the Trump
administration resulted in a climbing CPI. In 2020, it dipped once again,
due to the COVID‐19 pandemic. (Exhibit 6).
Exhibit 7 shows the civilian unemployment rate since 1950. In the early
21st Century, the rate peaked at over 6% of the labor force around the
beginning of 2003, then the unemployment rate declined over the next
three years, reaching a low of approximately 4.4% during 2006. However,
in 2007 this downward trend in the unemployment rate reversed, and the
unemployment rate steadily increased before skyrocketing to right at 10%
in late 2009. From 2010 to early 2020 the economy slowly recovered, and
the unemployment rate steadily dropped. The unemployment rate was
under 4% as of December 2019.
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However, when the COVID‐19 pandemic hit in early 2020, many business
sectors had huge layoffs due to business closures. There was a huge spike
in unemployment during the second quarter of 2020, hitting 14.8%. As
businesses started to reopen, the unemployment rate dropped to 6.7% by
December 2020.
How have conditions in the banking industry interacted with general
economic conditions? Exhibit 8 focuses on the federal fund rates. The
federal funds rate was trending steadily upward to just over 5% until the
last half of 2007, when the Fed began a series of rate reductions in
response to the liquidity crisis in the mortgage market. The federal funds
rate has sat at nearly zero since late 2008. The Fed started to raise rates
in late 2016, and through 2019, the effective federal funds rate was 2 –
2.50%. (Exhibit 9) However, in March 2020, in response to the economic
impact of the COVID‐19 pandemic, the Fed dropped rates back to down to
0.00‐0.25%, where it still stands as of March 2021. Similar to short‐term
interest rates, long‐term interest rates have also fallen to historically low
levels.
Let us now turn to evaluating the recent performance of the banking
industry. Exhibit 10 shows the percentage of FDIC‐insured institutions with
gains in quarterly profits during the 2017‐2020 period. For a historical
perspective, this percentage had gains above 40% in early 2013, and
continued in that range until the fourth quarter of 2017, when bank
earnings fell to 25.2 billion. This was a one‐time hit due to the passing of
the 2017 Tax Cuts and Jobs Act. The decline was due to lowered values of
deferred tax assets because of the cut in the corporate tax rate. The
repatriation of income from foreign subsidiaries also had a negative effect
on earnings. However, in 2018, quarterly gains soared, led by higher net
operating revenue and lower income tax expenses. 54.5% of insured
institutions reported quarterly gains at the end of 2019. However, the
COVID‐19 pandemic affected quarterly net income greatly in the first two
quarters of 2020. (Exhibit 11).
Exhibit 12 shows quarterly movements in the annualized return on assets
(ROA) and return on equity (ROE) for depository institutions since 2010. In
2008, (not shown) there was a dramatic drop in ROA/ROE for the banking
sector, with the arrival of the problems in the housing market, and 2008
had an overall negative ROA. 2009 and 2010 signaled a return to positive,
although still extremely low ROA figures. In 2011‐2019, there was a steady
increase back to right around 1.3‐1.4% ROA and 12% ROE, with the
exception of the 4th Quarter of 2017, again due to the tax legislation. As
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Exhibit 13 shows, noncurrent loan rates at banks were soaring in 2009. Late
in 2009, a decline began and continued through 2019. In 2020, there was
a slight increase due to the COVID‐19 Pandemic, but once federal aid
started to flow to the business sector noncurrent rates started to stabilize.
As Exhibit 14 shows, the number of FDIC‐insured “problem” institutions
was extremely high in late 2009, peaked in 2010, and since then has
decreased significantly.
Other indicators of the U.S. economy show slow but steady growth until
the 2020 COVID‐19 Pandemic. The U.S. inflation rate appeared to be
edging up in 2019 but then decreased in 2020. In 2020, COVID‐19 stimulus
spending combined with slightly declining revenue resulted in more than
$3.1 trillion added to the federal debt. Thus, it is no surprise that the gross
federal debt and federal deficit continue to climb (Exhibits 15 and 16).
Finally, Exhibit 17 and Exhibit 18 show the nation’s money supply M1 and
M2. It should be noted in May 2020, savings deposits were added to M1,
due to the deletion of the six‐per‐month transfer limit on savings deposits
in Regulation D. This significantly changes the amounts in M1.
Going forward, the health of the banking sector and the overall economy
will depend upon whether the problems in the credit markets, and the
balance sheets of the nation’s major financial institutions, can be shored
up without too much stress on the economy.

Current Issues
There are several key issues currently confronting the U.S. economy. The
future rate of economic growth will depend on how these issues are
addressed.
Federal Deficit/Surplus
Early in 1993 the federal budget deficit was forecast to exceed $300 billion
and appeared likely to persist for years, unless fundamental structural
changes were made in federal spending and revenues. However, the
economic expansion of the 1990s, along with changing demographics in
the U.S., led to steadily increasing government revenues that ate into the
deficit. By the end of 1998 the deficit had turned into a surplus. The
debate then turned to how to manage the surplus projected for the near
future, in order to meet the immense but more distant future demands for
Social Security and for future interest payments on the Federal debt.
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One major political debate of the late 1990s centered on whether the
President, Congress, and U.S. taxpayers were willing to make the difficult
choices to meet the future demands on the Federal budget. Key questions
included the following: Should we lower or raise taxes, buy down the
federal debt, or finance new spending? A major theme of the Bush budget
involved proposed tax cuts and limits on spending. However, federal
spending continued at a rapid pace throughout the Bush and Obama
administrations, and continues with the Trump administration.
The 2001 recession, combined with the terrorist acts of September 11,
2001, and the war with Iraq, changed the focus of this debate. Both the
recession and the U.S. military response to the terrorist acts required
dramatic increases in Federal spending. President Bush and Congress
implemented substantial increases in military spending in the federal
budget, along with substantive tax cuts. These developments once again
changed the projections to indicate large and growing Federal deficits.
Following the 2001 recession, the economy experienced somewhat
sluggish growth in economic activity, and mild but increasing rates of
inflation. At the same time, asset markets continued to attract substantial
amounts of financial investment, and experienced significant gains. In
2007 and 2008, however, energy prices increased dramatically while the
housing market collapsed. These factors combined to weaken the
economy, as homeowners felt less wealthy and act on this decline in
wealth by spending less. At the same time, the prices of energy and other
commodities spiraled upward, intensifying the stress on the consumer and
the health of the economy.
The economy slowly strengthened in 2013‐2016, and in 2017, the newly
elected Trump Administration and a Republican‐controlled Congress
worked to make their mark on the economy, with varying degrees of
success. The Trump Administration made it a legislative priority to
eliminate or amend the Affordable Care Act (ACA) in 2017, which was
unsuccessful. Any change to the ACA would have had significant economic
implications, as the health sector represents over 15% of total GDP.
However, Congress passed the 2017 Tax Cuts and Jobs Act, in which the
immediate impact was relatively straightforward. It left more money in
the private sector, which in turn would encourage economic growth.
Many economists argued that inflation would increase due to the tax cuts,
which did not materialize. Meanwhile, after the 2018 midterm elections,
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the Republican party controlled the Senate, and the Democratic party
controlled the House. The environment in Washington, D.C. was not one
conducive to compromise and progress.
From 2016 – 2018, the Federal Reserve raised interest rates eight times,
an indicator that the Fed believed that the economy was improving. In
2019, they cut rates three times down to 1.5‐1.75%, responding to market
trends.
The effect of the COVID‐19 Pandemic of 2020 on the economy in the short
term, and the federal deficit in the long term, cannot be overstated. The
Federal Reserve immediately went into action in March 2020, dropping
interest rates back down to historic lows, and implementing a $700 billion
round of quantitative easing. The Federal Government passed enormous
stimulus relief packages designed to help both businesses and individuals
affected by the pandemic.
Now, in early 2021, these unprecedented monetary and fiscal policy moves
are helping the U.S. economy recover in many sectors much more quickly
from the pandemic that originally anticipated. However, there are still
many question marks in the U.S. economy. The long term implications of
these decisions remain to be seen.
There are many other unresolved issues related to the federal deficit as we
look to the future. Consider the following questions:
1. What impact will changing marginal tax rates have on spending?
2. As baby boomers continue to retire, how will these changing
demographics affect consumer spending and saving patterns, social
security and Medicare entitlement expenditures, tax policies, and the
overall economy?
3. Does the progressive income tax regime currently in place need
overhaul? Aren't sin taxes, taxes on energy use, and a broad‐based
consumption tax regressive? What are the pros and cons of a flat tax
system? What type of tax policy is best?
4. What federal spending programs should be cut? Is it possible to reduce
spending enough without cutting social security benefits? Should social
security be altered either by changing the age at which retirees claim
benefits or taxing payments to high income/wealthy individuals (a
means test)?
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5. Should the government attempt to pay down the federal debt? This
could drastically reduce the projected future increases in government
interest expense. Along another vein, should Social Security tax
revenues be set aside to pay for future expenses? If so, should part of
these government funds be invested in the stock market in an attempt
to increase the future funds available to support the system? Would
the creation of private Social Security accounts alleviate the impending
future budget problems associated with the Social Security System?
What are the costs and impacts of such a program in the near term?
6. Why should the deficit be cut at all? Shouldn't we just focus on
managing the size of the deficit relative to GDP?
Rolling Recessions
The U.S. economy is prone to experiencing “rolling recessions” in which
specific geographic segments of the country suffer. Consider, for example,
the 1980s when the steel industry suffered its problems in the Northeast,
the farm crisis in the Midwest, the energy crisis in the Southwest, the real
estate crisis along the Eastern and Western states, and California's
economic slump in 1993. Has the U.S. economy changed structurally so
that recessions will be alternately felt in various regions across the U.S.?
What roles do banks play in influencing regional and national economic
conditions?
The ‘Great Recession’
The economic recovery following the slowdown of 2001 led to several
years of increasing valuation in asset markets until the last half of 2007.
Then the housing market collapsed and brought with it a decline in equity
markets as well. This collapse in asset values led to a reverse wealth effect,
as homeowners felt the pinch of their declining net worth and translated
those declines into less consumer spending. This stress on the economy
was exacerbated in 2008 by the continuing spiral in commodity prices in
general, and energy prices in particular.
From late 2007‐2009, the Dow Jones lost over 50% of its value, which
resulted in devastating losses for many Americans who had the majority of
their lifetime savings invested in the stock market. The net worth of
American households dropped more than 20% during this time. This
period of time is now widely known as the ‘Great Recession’. It was the
longest recession in U.S. history since World War II.
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The Federal Reserve jumped into action, reducing interest rates from
5.25% in the fall of 2007 to 0.00% by the end of 2008. The Fed also
implemented quantitative easing (QE), buying $600 billion of mortgage
backed securities in late 2008 in hopes of adding liquidity and reserves to
the United States financial system. This was the start of three rounds of
quantitative easing, from 2008 – 2014. The Fed went from $900 billion to
carrying over $4.5 trillion on its balance sheet at the peak of QE. The Fed’s
actions, while widely questioned at the beginning, are now considered one
of the pillars of the economic recovery starting in 2010.
Links between Global Economies and Financial Markets
In the current environment, economic conditions in one country have an
immediate impact on economic conditions in other countries. Thus, if
interest rates and prices change in the U.S., these changes affect interest
rates and prices in Japan, China, the U.K., Germany, etc., and vice versa.
The 1994 Mexican crisis, the 1997 Asian currency crisis, and the 1998
Russian debt crisis offer dramatic examples of how reliance on capital
inflows to finance trade deficits can eventually cause problems for a
country and its trading partners. All these international crises contributed
to strengthening in the U.S. dollar until the recession of 2001. This
recession, combined with falling real interest rates and stock markets in
the U.S., caused a reversal in capital flows that resulted in a weakening
dollar since 2002.
The European Community embarked on Monetary Union in January 1999.
What are the implications of success or failure of the European Monetary
Union for Europe, the U.S., and the rest of the world? What effect will the
exit of Great Britain have on the EU? Over a longer time horizon, all
countries will have to coordinate economic policies to stabilize growth
across national boundaries. Is this a reasonable goal?
While economic activity steadily improved from 2010 – 2019, the 2020
COVID‐19 pandemic brought economic activity to a standstill around the
world. Now, in early 2021, with the U.S. economy recovering due in large
part to both monetary and fiscal policy decisions, it will be interesting to
see what long term consequences may occur for both the banking sector
and the United States economy.
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SUMMARY
1. The economic role of financial institutions is to facilitate the transfer of
funds from savers to dissavers. Savers are willing to lend, while
dissavers want to spend more than their current earnings and are
willing to borrow.
2. Money is anything that is generally accepted as a means of payment.
The Federal Reserve distinguishes among three categories of money:
M1, M2, and M3 representing the most liquid types of assets.
3. The demand for money is driven by three specific motives –
transactions, precautionary and speculative. The money supply is
determined by the U.S. Treasury and commercial banking system.
4. The Federal Reserve influences the money stock by providing reserves
to banks. Banks use these reserves to make loans and buy securities,
but they must retain minimum reserves indicated by reserve ratios to
meet regulatory requirements.
5. The Federal Reserve implements monetary policy to help promote the
nation's primary economic goals: real economic growth, high
employment, price stability, and a stable exchange rate combined with
balanced international trade. In many cases, these objectives cannot
be achieved simultaneously with existing policy tools.
6. The Federal Reserve uses three main tools for conducting monetary
policy. Increases (decreases) in reserve requirement ratios force banks
to hold more (less) non‐earning reserve assets against the same dollar
amount of deposit liabilities, and thus reduce (increases) credit
availability. Increases (decreases) in the discount rate serve to raise
(lower) the cost of banks borrowing reserves at the discount window.
Discount rate changes have little direct impact on reserves activity in
the current environment. Finally, the Federal Reserve buys or sells
securities in the open market. An open market purchase adds to the
banking system's reserves and credit availability, while an open market
sale has the opposite impact.
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Notes
7. Positive growth in the money stock is typically associated with an
increase in total spending. It can also contribute to inflation if the
money stock (times money velocity) increases at a faster rate than the
supply of goods and services. Interest rates often decline in the short
run with increases in money growth, but they may increase over time
with increases in expected inflation. Global capital flows to the U.S.
tend to decrease with falling interest rates and rising inflation relative
to those factors in other countries. As a result, the value of the dollar
in foreign exchange markets tends to move in the same direction as
global capital flows to the U.S., at least in the short run.
8. In the late 1990s, the federal budget switched briefly from a deficit to
a surplus, but it has now been in a deficit since 2002. Increases in
government spending beyond tax revenues must be financed by
Treasury borrowing and may lead to excessive money growth and
inflation if the Federal Reserve buys more securities than that intended
in the absence of a deficit. Increased spending may also be monetized
if banks buy the Treasury securities with previous excess reserves.
9. Following the economic slowdown of 2001, like most other economic
downturns, the U.S. economy experienced subsequent growth in
employment and upward pressure on prices. These pressures were
intensified by the terrorist attack of September 2001, and the
continuing war in Iraq. In 2007, the trend toward increasing valuation
in the housing sector and stock market came to an abrupt halt. The
subsequent declines in asset prices led to a reverse wealth effect that
has slowed economic activity as homeowners spent less in response to
their declining net worth. In addition, the declining housing sector led
to a bloodbath in the mortgage market and resulted in a lingering
liquidity crisis for major Wall Street firms.
10. At the same time, increases in the prices of energy and other
commodities continued to put upward pressure on inflation. As a
result, the Fed was faced with the difficult task of providing sufficient
liquidity to ensure the safety and soundness of the financial system,
while at the same time refraining from providing too much liquidity
that would promote increased inflation and a continuing decline in the
value of the dollar.
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Notes
11. The ‘Great Recession’ of 2007‐2009 forced the Fed to take dramatic
action. They dropped interest rates to 0.00% for the first time in U.S.
history, and began an extensive quantitative easing program, which
extended until 2014 and helped stabilize the U.S. financial industry.
12. In 2019, the United States was in a period of extended slow but steady
economic growth. However, the 2020‐21 COVID‐19 pandemic changed
everything. The Fed has now once again lowered interest rates to 0.00‐
0.25% and started another round of quantitative easing. How the
financial markets react to this, and how the Fed continues to deal with
multiple challenges, will determine the health of the banking sector
and the economy going forward.
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Exhibit 1
STRUCTURE & RESPONSIBILITY OF THE FEDERAL
RESERVE SYSTEM
The Federal Reserve System is the central bank of the United States. It was founded by
Congress in 1913 to provide the nation with a safer, more flexible, and more stable monetary
and financial system. Over the years, its role in banking and the economy has expanded.
https://www.federalreserve.gov/aboutthefed/bios/board/default.htm

Members of the Board
Jerome H. Powell took office as Chairman of the Board of Governors of the
Federal Reserve System on February 5, 2018, for a four‐year term. Mr. Powell
also serves as Chairman of the Federal Open Market Committee, the System's
principal monetary policymaking body. Mr. Powell has served as a member of
the Board of Governors since taking office on May 25, 2012, to fill an unexpired
term. He was reappointed to the Board and sworn in on June 16, 2014, for a
term ending January 31, 2028.

Richard Clarida began a
four‐year term as Vice
Chair of the Board of
Governors of the
Federal Reserve System
on September 17, 2018
and took office as
Board member to fill an
unexpired term ending
January 31, 2022.

Randal Quarles took
office as a member
of the Board of
Governors of the
Federal Reserve
System on October
13, 2017, to fill an
unexpired term
ending on January
31, 2018. He was
sworn in as Vice
Chairman for
Supervision on
October 13, 2017.
His term as Vice
Chairman for
Supervision ends on
October 13, 2021.
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Lael Brainard took
office as a member of
the Board of Governors
of the Federal Reserve
System on June 16,
2014, to fill an
unexpired term ending
January 31, 2026.

Michelle Bowman took
office as a member of
the Board of Governors
of the Federal Reserve
System on November
26, 2018, to fill an
unexpired term ending
January 31, 2020. She
was reappointed to the
Board on January 23,
2020, and sworn in on
January 30, 2020, for a
term ending January 31,
2034.

Christopher Waller
took office as a
member of the Board
of Governors of the
Federal Reserve
System on December
18, 2020, to fill an
unexpired term
ending January 31,
2030.
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Exhibit 2
ROLE OF THE 12 REGIONAL FEDERAL RESERVE BANKS

Board of Governors of the Federal Reserve System, Washington, D.C.
Federal Reserve Bank city:
Atlanta, Boston, Chicago, Cleveland, Dallas, Kansas City, Minneapolis, New York,
Philadelphia, Richmond, San Francisco, St. Louis
Federal Reserve Branch city, by District:
(2)
Buffalo
(4)
Cincinnati, Pittsburgh
(5)
Baltimore, Charlotte
(6)
Birmingham, Jacksonville, Miami, Nashville, New Orleans
(7)
Detroit
(8)
Little Rock, Louisville, Memphis
(9)
Helena
(10)
Denver, Oklahoma City, Omaha
(11)
El Paso, Houston, San Antonio
(12)
Los Angeles, Portland, Salt Lake City, Seattle
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Exhibit 3

Source: Bureau of Economic Analysis http://www.bea.gov
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Exhibit 4
YIELD CURVE PREDICTED GDP GROWTH

https://www.clevelandfed.org
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Exhibit 5
CONSUMER PRICE INDEX MEASURES
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Exhibit 6
CONSUMER PRICE INDEX FORECAST

U.S. CPI Forecast
U.S. Consumer Price Index Forecast Values
Consumer Price Index, CPI-U. 1982-1984=100. NSA.

Month

Date

Forecast Value

Avg Error

0

Feb 2021

263.014

±0.000

1

Mar 2021

264.54

±0.21

2

Apr 2021

264.94

±0.29

3

May 2021

264.93

±0.34

4

Jun 2021

265.82

±0.38

5

Jul 2021

266.52

±0.40

6

Aug 2021

267.10

±0.43

7

Sep 2021

267.08

±0.44

8

Oct 2021

266.98

±0.46

Modified: March 8, 2021

Source: http://www.forecasts.org/cpi.htm
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http://research.stlouisfed.org

Exhibit 7
UNEMPLOYMENT RATE
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Exhibit 8
EFFECTIVE FEDERAL FUND RATE

Source: http://research.stlouisfed.org
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Exhibit 9
LONG TERM INTEREST RATES

Source: http://research.stlouisfed.org
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Exhibit 10
QUARTERLY NET INCOME
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Exhibit 11
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Exhibit 12
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Exhibit 13
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Exhibit 14
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Exhibit 15
GROSS FEDERAL DEBT

©2021, Schools of Banking, Inc.

67

Macroeconomics and the Banking System

Exhibit 16
FEDERAL SURPLUS OR DEFICIT

.
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Exhibit 17
MONEY STOCK – M1

Before May 2020, M1 consists of (1) currency outside the U.S. Treasury, Federal Reserve Banks, and the vaults of
depository institutions; (2) demand deposits at commercial banks (excluding those amounts held by depository
institutions, the U.S. government, and foreign banks and official institutions) less cash items in the process of
collection and Federal Reserve float; and (3) other checkable deposits (OCDs), consisting of negotiable order of
withdrawal, or NOW, and automatic transfer service, or ATS, accounts at depository institutions, share draft
accounts at credit unions, and demand deposits at thrift institutions.
Beginning May 2020, M1 consists of (1) currency outside the U.S. Treasury, Federal Reserve Banks, and the vaults of
depository institutions; (2) demand deposits at commercial banks (excluding those amounts held by depository
institutions, the U.S. government, and foreign banks and official institutions) less cash items in the process of
collection and Federal Reserve float; and (3) other liquid deposits, consisting of OCDs and savings deposits (including
money market deposit accounts). Seasonally adjusted M1 is constructed by summing currency, demand deposits,
and OCDs (before May 2020) or other liquid deposits (beginning May 2020), each seasonally adjusted separately.
SOURCE: Board of Governors of the Federal Reserve System (US), M1 Money Stock [M1SL], retrieved from FRED,
Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/M1SL, March 30, 2021.
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Exhibit 18
MONEY STOCK – M2

Before May 2020, M2 consists of M1 plus (1) savings deposits (including money market deposit accounts); (2) small‐
denomination time deposits (time deposits in amounts of less than $100,000) less individual retirement account
(IRA) and Keogh balances at depository institutions; and (3) balances in retail money market funds (MMFs) less IRA
and Keogh balances at MMFs.
Beginning May 2020, M2 consists of M1 plus (1) small‐denomination time deposits (time deposits in amounts of less
than $100,000) less IRA and Keogh balances at depository institutions; and (2) balances in retail MMFs less IRA and
Keogh balances at MMFs. Seasonally adjusted M2 is constructed by summing savings deposits (before May 2020),
small‐denomination time deposits, and retail MMFs, each seasonally adjusted separately, and adding this result to
seasonally adjusted M1.
SOURCE: Board of Governors of the Federal Reserve System (US), M2 Money Stock [M2SL], retrieved from FRED,
Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/M2SL, March 29, 2021.
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