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How Does the Federal Reserve's Lowering Interest Rates Affect the Economy?

by Yoshi Fukasawa, Ph.D.

reated by Congress in 1913, the Federal Reserve System is

he central bank responsible for general monetary and credit
conditions in the United States. It is an independent agency
withinthe U.S. government?. Although it serves public interest,
the Federal Reserve Systemisowned by member commercial banks
and supported only by the income generated from various
operationswithinthesystem. The Federal Reservehashbeen given
the nickname of the “Fed” by its many watchers.

Among several functions of the Fed, the most important is the
formation and implementation of the nation’s monetary policy in
pursuit of macroeconomic goals of full employment and price
stability?. Monetary policy is implemented by the 12 voting
members of the Open Market Committee: seven members of the
Board of Governors; the president of the Federal Reserve Bank of
New Y ork, and the presidents of four other Federal Reserve Banks,
who serveon an annually rotating basis. The Committee holdsits
regular meetingin Washington, D.C. approximately every six weeks.

The Fed attempts to achieve its macroeconomic goals by using
mainly threetools, called the monetary instruments: the discount
rate, the reserve requirement, and the open market operations.
Thediscount rateis an interest rate charged on aloan made by a
Federal Reserve Bank to adepository institution. Thisistheonly
interest rate officially set by the Fed, but considered by some
economiststo serve asasignal of amonetary policy to comes.

The reserve requirement represents the obligation of depository
institutions such as commercial banks, savings and loan
associations, and credit unions, to maintain a certain percentage
of their deposit liahilitiesin reserves. Contrary to general public
belief, the main purpose of the reserves is not to safeguard
deposits. A change in the reserve requirement is another tool,
albeit seldom used, for the Fed to change the supply of money in
the economy. Today, the safety of deposits at virtually all
commercia banks is insured by the Federal Deposit Insurance
Corporation (FDIC).

Open market operations, the most frequently used and most
effective tool among the three, are buying and selling of
government securities, mainly U.S. Treasury bills and bonds, in
an open market to change the amount of excess reserves held by
depository institutions. The excess reserves are the actual
reserves over thelegally required amount. Financial institutions
changetheir |oan behavior depending onthe excessreserveshel d:
increasing loan activities when more excess reserves become
available and reducing loans when excess reserves become
exhausted. Financial institutions have an incentive to loan out as
much excess reserves as possible to maximize their income, for
money left idlein their vault does not generate income.

When faced with athreat of recession as a result of a faltering
demand in the economy, the Fed attempts to reinvigorate the
economy by prescribing what many economists call an “easy
money” policy. Aneasy money policy isan action by the Fed to
make more money and credit available so that the cost of using
money, theinterest rate, becomeslower. The Fedtypically employs
an open market operation, buying government securities at the
Domestic Trading Desk of the Federal Reserve Bank of New Y ork.
The Fed' s purchase of government securities immediately raises
the total volume of reserves available in the banking system. A
risein reserveslowersthe short-term nominal interest rates such
asthefederal fundsrate, therate charged on overnight inter-bank
loans. The Fed issaid to set a“target rate” for the federal funds
rateto gaugethelevel of reserves appropriateto agiven monetary
policy. Because prices are slower to change, alower short-term
nominal interest rate reducesitsreal interest rate, theinterest rate
adjusted for inflation.

Lowering of short-term real interest rates, and eventually long-
term rates, can have a broad and deep impact throughout the
economy. Lower real interest rates stimulate businessinvestment
by making more investment projects profitable, alowing for an
expansion of capacity and efficiency. With a reduced cost of
investment, more machines and equipment will be bought, new
factoriesand warehouses built, and additional storesand apartment
buildings opened. Businesses may also increase production
because of alower cost of financinginventories. A fall ininterest
rates thus peps up investment and production.

Lower interest rates may also affect businesses investment in
another way. Becausefixed-rateinvestmentssuch as Certificates
of Deposits (CDs) and other saving accounts now earn a lower
return, the holders of wealth would switch their portfoliosto more
of variable-rate investments such as stocks. This increased
demand for stocks may cause a stock market to rally. For this
reason, investorsin the stock market generally embrace the news
of alower interest rate. Anincreaseinthevalueof stocks, inturn,
makes it easier for businesses to issue more stocks or to borrow
funds to finance additional investment.

Declining real interest rates also induce consumers to increase
their purchase of durable goods by making it cheaper to buy the
goodson credit. Consumerstypically buy automobiles, appliances,
and home furnishings on credit. The impact of alower interest
rate on the economy can be substantial, considering thefact that
consumer spending accountsfor about two-thirds of thenation’s
total expenditures.

Lower interest rates, especially long-term rates, can a so encourage
potential home buyers to purchase or build a new house.
Expectationsof afuture capital gain, ahome pricebeing perceived
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torisefaster thantheinflation rate, can further enticethe purchase
of anew home. A steep, sustained risein residential construction
in the early 1990s, following a monetary expansion by the Fed,
played an important role in the U.S. economic recovery from the
1990-91 recession.

A declineininterest rates also affects government finance. The
nation’s public debt was over $6 trillion in 20025. The most
significant impact of lower interest ratesfor federal governmentis
thereduced cost of servicingthedebt. Unlikefederal government,
most states, like Texas, must balance their budget each year.
Throughout agivenyear, though, astate government often borrows
to finance numerous projects or just to help synchronize its
expenditures with expected revenues. This bond financing,
especialy for capital expenditures, is dependent on the interest
rates. With alower interest rate, it is easier and less costly for a
government to finance building new school s, expanding highways,
and constructing new prisons.

L ower interest rates can a so affect the nation’ sexportsby reducing
thevalueof our currency. A declininginterest rateinthedomestic
economy dampens demand for U.S. dollars in foreign exchange
market, causing adepreciation of our currency. Theweak dollars
make American-made products more competitive in the world
market, promoting U.S. exports.

All the added spending—new investment, additional consumer
spending, more government purchases, and increased exports—
tend to increase the overall demand for goods and servicesin the
nation’s economy. An increase in the total demand stimulates
production, creates more jobs, and generates additional income
through amultiplier effect. An easy money policy thus helpsto
prevent our faltering economy from getting worse and to move
into amore vigorous, expanding economy.

Although most economists agree on the cause and effect
relationship of money policy, some controversy exists involving
the effectiveness and desirability of such apolicy. Thefirst area
of dispute dealswith the actual amount of deposits and reserves
at depository ingtitutions. The Fed can directly control neither:
the amount of deposits is decided by the customers of financial
institutions; the actual use of reservesis determined by financial
institutions. Aneasy money policy islessthanfully effectiveif a
bank with added reservesdeclinesto makeadditional |oans. Fewer
loans imply less borrowing, less money, less spending, and less
economic activities.

The second area of controversy involves a time lag associated
with monetary policy. Sometime usually lapses before monetary
policy beginsto produceits expected result in our economy. Itis
estimated that it takes at |east 6 months and longer for monetary
policy to have animpact on production, employment, income, and

prices® Worseyet, atimelag isvariable and unpredictable. The
lag may causeill timing of monetary policy, producing undesirable
effects. For instance, if the economy recovers sooner than
expected, an easy money policy may begin to produce its
stimulating impact when there is no longer a need for added
spending. Infact, this added spending may magnify the cyclical
movement of the economy. Because of thisuncertainty related to
apolicy lag, some economists have advocated a constant money
growth, arguing for the wisdom of leaving alone the natural
fluctuationsin the economy.

The third area of debate arises from the use of monetary policy
when the economy enters arecession caused by asupply shock,
suchasnatural disasters, agricultural cropfailuresand oil embargos.
Money policy isineffectivein combating adeclineintheaggregate
supply. Aneasy money policy may help recover employment and
output in the short-run, but may eventually rekindle inflation in
our economy.
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