
You and your students can visit ett.glencoe.com—
the Web site companion to Economics Today and
Tomorrow. This innovative integration of electronic and
print media offers your students a wealth of opportuni-
ties. The student text directs students to the Web site for
the following options:

• Chapter Overviews • Student Web Activities

• Self-Check Quizzes • Textbook Updates

Answers are provided for you in the Web Activity
Lesson Plan. Additional Web resources and Interactive
Puzzles are also available.

Use the Glencoe Web site for additional resources. 
All essential content is covered in the Student Edition.

ECONOMICS

Reading for the Student
A Day at the Fed, rev. ed. Federal Reserve Bank of New

York, 1998. Takes the reader through a typical day at the
New York Fed.

Reading for the Teacher
Mercantilists and Classicals: Insights from Doctrinal

History. Federal Reserve Bank of Richmond, 1998. Traces
the evolution of rival monetary doctrines.

Additional Resources

Spanish Economic Concepts Transparency 18

Spanish Vocabulary Activity 15

Spanish Reteaching Activity 15

Spanish Section Quizzes for Chapter 15

Spanish Chapter 15 Audio Program, Activity, and Test

Spanish Resources

Vocabulary PuzzleMaker Software

Interactive Tutor Self-Assessment Software

ExamView® Pro Testmaker

NBR Economics & You Video Program (English/Spanish)

Presentation Plus! 

Glencoe Skillbuilder Interactive Workbook CD-ROM,
Level 2

Interactive Lesson Planner 

MindJogger Videoquiz

Interactive Economics! CD-ROM

Audio Program (English or Spanish)

Technology and Multimedia

Assessment and Evaluation

ExamView® Pro Testmaker

PROCEDURE

1. Explain to the class the difference between monetary and fiscal policies, including who makes each policy 
and why.

2. Choose one student to represent the federal government. The student’s job is simply to spin the tongue 
depressor on the poster board with the circle graph and call out the federal policy the depressor points to.

3. Organize the class into three group. Each group will represent one of the following: bankers, consumers, and
businesses. Have the groups first write down the call of the spin on the circle graph and then decide what effect
the call will have on them. (Bankers would be concerned about money available to loan. Consumers would be
concerned with money to borrow and spend and job losses because of economic downturns. Businesses would
be concerned about money to borrow, available cash for consumers, and inventory.)

Assessment

1. Organize the class into six new groups, making certain that each group includes at least one banker, one 
consumer, and one business. Together, they will make a “chain reaction” display illustrating what happened with
each call in the previous round. They can add pictures if they wish, but the display must show the call, then the
effect on the bank, the consumer, and the business, in that order.

2. Each group must display at least three calls.

▼ BACKGROUND

One of the most important responsibilities of
the Federal Reserve is to control the money 
supply through monetary policy, thereby 
influencing economic activity. Fiscal policy,
which is carried out by Congress, is also a 
way to control economic activity.

▼ MATERIALS

One poster board with a large circle graph
that includes the following ten divisions: raise
the reserve requirement, lower the reserve
requirement, raise the discount rate, lower the
discount rate, sell bonds, buy bonds, increase
expenditures, decrease expenditures, raise
taxes, and lower taxes; a tongue depressor
mounted as a spinner on the graph; six other
poster boards; assorted markers

OBJECTIVES

After completing this activity, students will be
able to
• Describe how monetary and fiscal policies 

affect bankers, consumers, and businesses.
• Understand the tools the government uses 

to conduct monetary and fiscal policies.
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F ISCAL AND MONETARY POLICIES

Name Date Class 

RUBRICS
group work, poster,
display, an issue
controversy

20

Performance Assessment 
Activity 20
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Name Date Class 

15, A

13. Which type of institution must belong to the Federal Reserve? 

a. national banks b. thrift institutions
c. all financial institutions d. savings and loans and banks

14. The chairman of the Federal Reserve Board during the 1990s was

a. Robert Rubin. b. Lloyd Bentsen.
c. Alan Greenspan. d. William Rehnquist.

15. Measuring the money supply has become more difficult in recent years because

a. interest rates have been relatively low, and credit has been loose.
b. interest rates have been relatively high, and credit has been tight.
c. the Fed has less control over the money supply than it once did.
d. more investment opportunities exist, and the use of credits cards has changed the way money 

circulates through the economy.

CRITICAL THINKING QUESTIONS

Directions: Answer each of the following sets of questions on a separate sheet of paper. 

16. Synthesizing Information What are the main functions of the Federal Reserve system?

17. Recognizing Ideologies Why do some people believe that the Fed should not engage in monetary policy?

APPLYING SKILLS

Using Graphs Study the chart and answer the questions below.

18. What has happened to the money supply over time?

19. What was the level of M1 and M2 in 1996?

20. Which is larger, M1 or M2?
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Source: Statistical Abstract of the United States, 1997
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Name Date Class 

SCORE

15, A

T HE FEDERAL RESERVE SYSTEM 
AND MONETARY POLICY

RECALLING FACTS AND IDEAS

Multiple Choice: In the blank at the left, write the letter of the choice that best completes
the statement or answers the question.

11. The Federal Reserve can affect the money supply by

a. announcing a new prime rate. b. changing reserve requirements.
c. issuing monthly money supply targets. d. working through the regional Federal Reserve 

banks.

12. The number of regional Federal Reserve banks in the United States is

a. 1. b. 12.
c. 25. d. 2,500.

A
1. Federal Open Market Committee

2. fractional reserve banking

3. discount rate

4. monetary policy

5. prime rate

6. Fed

7. check clearing

8. reserve requirements

9. open-market operations

10. federal funds rate

USING KEY TERMS

Matching: Match each item in Column A with the items in Column B. Write the correct
letters in the blanks.

B
a. Federal Reserve System

b. policy that involves changing the rate of growth of the supply
of money in circulation in order to affect the cost and avail-
ability of credit

c. system in which only a portion of the deposits in a bank is
kept on reserve

d. interest rate the Fed charges on loans to member banks

e. 12-member committee in the Federal Reserve System that
decides how the Fed should control the nation’s money supply

f. rate of interest that banks charge on loans to their best busi-
ness customers

g. interest rate banks charge each other on loans (usually
overnight loans)

h. buying and selling of U.S. government securities by the Fed in
order to affect the money supply

i. method by which a check that has been deposited in one
institution is transferred to the issuer’s depository institution

j. regulations set by the Fed requiring banks to keep a certain
percentage of their deposits as cash in their own vaults or as
deposits in their district Fed banks
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Name Date Class 

15, B

13. Which of the following is not affected by decisions by the Federal Open Market Committee?

a. interest rates b. reserve requirements
c. stock prices d. bond prices

14. A reserve requirement of 20 percent means that

a. banks charge each other 20 percent interest on funds they loan overnight.
b. 20 percent of a bank’s deposits must be kept on reserve.
c. only 20 percent of a bank’s deposits can be lent out.
d. federal funds rate is 20 percent. 

15. If the Federal Reserve adopts an expansionary monetary policy

a. interest rates rise and credit is tight. b. interest rates rise and credit is abundant.
c. interest rates fall and credit is tight. d. interest rates fall and credit is abundant.

CRITICAL THINKING QUESTIONS

Directions: Answer each of the following sets of questions on a separate sheet of paper. 

16. Making Predictions What is likely to happen to interest rates and the money supply if the Federal Reserve
raises the reserve requirement? Why?

17. Sequencing and Categorizing Information List three functions of the Federal Reserve System.

APPLYING SKILLS

Using Graphs Study the chart and answer the questions below.

18. What was the level of M1 in 1987?

19. What was the level of M2 in 1995?

20. Which is smaller M1 or M2?
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Name Date Class 

SCORE

15, B

T HE FEDERAL RESERVE SYSTEM 
AND MONETARY POLICY

RECALLING FACTS AND IDEAS

Multiple Choice: In the blank at the left, write the letter of the choice that best completes
the statement or answers the question.

11. The Federal Reserve is responsible for

a. monetary policy in the United States. b. fiscal policy in the United States.
c. international monetary policy. d. international financial policies. 

12. Which of the following is not a function of the Federal Reserve System?

a. check clearing b. controlling the money supply
c. supervising member banks d. setting the interest rates banks must charge

A
1. monetary policy

2. reserve requirements

3. discount rate

4. federal funds rate

5. fractional reserve banking

6. Fed

7. tight money policy

8. check clearing

9. Federal Open Market Committee

10. open-market operations

USING KEY TERMS

Matching: Match each item in Column A with the items in Column B. Write the correct
letters in the blanks.

B
a. method by which a check that has been deposited in one

institution is transferred to the issuer’s depository institution

b. interest rate that the Fed charges on loans to member banks

c. regulations set by the Fed requiring banks to keep a certain
percentage of their deposits as cash in their own vaults or as
deposits in their district Federal Reserve banks

d. interest rate that banks charge each other on loans (usually
overnight loans)

e. monetary policy that makes credit expensive and in short sup-
ply in order to slow the economy

f. buying and selling of United States securities by the Federal
Reserve in order to affect the money supply

g. system in which only a portion of the deposits is kept on
reserve

h. policy that involves changing the rate of growth of the money
supply in order to affect the cost and availability of credit

i. 12-member committee in the Federal Reserve System that
meets eight times a year to decide how the Federal Reserve
should control the nation’s money supply

j. Federal Reserve System

398B
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Resource ManagerCHAPTER 15
Application and Enrichment

T HE FEDERAL RESERVE SYSTEM AND MONETARY 
POLICY

A NATIONAL BANK

Directions: Alexander Hamilton was George Washington’s secretary of the treasury and an ardent
Federalist. As such, he called for the creation of a national bank. Column 1 lists what Hamilton thought 
the major functions of a national bank should be. Use Column 2 to comment on whether the Federal
Reserve System fulfills Hamilton’s vision, and how it does or fails to do so.
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15

Alexander Hamilton Federal Reserve System

1. It would keep deposits of federal-government money.

2. It would regulate state banks.

3. In an emergency, it would serve as the source of loans 
for the federal government.

4. It would be run by private individuals.

5. The bank, not the government, would have the power 
to issue paper money.

Enrichment Activity 15

Teaching Transparency

Application and Enrichment

Review and Reinforcement

C HAPTER 15 THE FEDERAL RESERVE SYSTEM AND
MONETARY POLICY

Directions: Read each vocabulary clue on the left, and then write the letter of the matching term in the
blank space.
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1. Affects the amount of credit in the economy
by changing the rate of growth of the 
supply of money 

2. Credit is inexpensive and money is plentiful. 

3. Credit is expensive and money is scarce. 

4. The central banking organization in the
United States 

5. The percentage of total deposits a bank
must hold in its vault or in a Federal 
Reserve bank 

6. A bank keeps part of its deposits on hand;
the rest is loaned or invested. 

7. The rate of interest a bank pays the 
Fed on money it borrows to meet 
reserve requirements 

8. Interest rate a bank offers its best 
business customers 

9. Buying and selling United States securities
through regular securities dealers 

10. Decides how the Fed should control the
money supply

a. discount rate

b. Federal Open Market Committee

c. the Fed 

d. fractional reserve banking 

e. open-market operations 

f. loose money policy 

g. monetary policy 

h. prime rate 

i. reserve requirements 

j. tight money policy

Economic Vocabulary
Activity 15

398A
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O UTLINING
Before beginning a writing assignment, most writers find it helpful to create an outline. To
make an outline, begin by listing all the topics you want to include about the subject in the
order in which you want to include them. Then group similar topics together and list impor-
tant details for each topic. Use the standard outline format using Roman numerals, then
capital letters, then Arabic numerals to identify the various sections and subsections of your
report. Remember that you need to have two items for each level of your outline.

Directions: Using the Internet and other resources, research information to create an outline for a short
biography of one of the Nobel prize-winning economists listed below. 

Selected Nobel Prize-Winning Economists

Name Date Class 

28

Robert A. Mundell (1999)

Amartya Sen (1998)

Robert C. Merton (1997)

Gary S. Becker (1992)

George J. Stigler (1982)

Milton Friedman (1976)

Paul A. Samuelson (1970)

Biography Title:
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Name Date Class 

F ACTS AND OPINIONS ABOUT THE FEDERAL
RESERVE SYSTEM

Facts can be proved by evidence such as records, documents, or historical sources. Opinions
are based on people’s differing values and beliefs. 

Directions: In the space before each of the following sentences, write F if the sentence states a fact or O if
it states an opinion. In the spaces below, write an opinion related to two of the facts.

1. “The Federal Reserve cannot put a dollar in anyone’s pocket, provide jobs for very many people, or buy
more than a tiny amount of goods and services that the nation produces.” The Washington Post, February
10, 1999

2. Congress created the Federal Reserve System in 1913 as the central banking organization in the United
States.

3. The operations of the U.S. Federal Reserve system are downright mysterious.

4. The Federal Reserve’s policies have made money too tight in the United States. 

5. Credit is abundant in a country with an expansionary, or loose money, policy.

6. If money becomes too plentiful, too quickly, prices increase and the purchasing power of the dollar
decreases dramatically.

7. The President appoints the members of the Fed’s Board of Governors.

8. Since 1913 the Fed has set specific reserve requirements for many banks. 

9. “Not too many years ago, Federal Reserve officials conducted monetary policy as if they were members of
the Politburo plotting behind the thick walls of the Kremlin.” Business Week, January 11, 1999

10. “The remarkable surge in the availability of real-time information in recent years has sharply reduced the
degree of uncertainty confronting business management.” Alan Greenspan, commencement address at
Harvard, 1999

Opinion 1:

Opinion 2:

2020
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T HE FEDERAL RESERVE SYSTEM AND MONETARY
POLICY

Money, to remain valuable, must remain scarce. In Chapter 15 you learned that the Federal
Reserve, or the Fed, is the institution given the responsibility of controlling just how scarce
money will be. You also learned that the Fed has a number of tools for changing the rate of
growth of the money supply. 

Directions: Indicate what effect each of the actions below has on the growth of the money supply. Beside
each action, mark I for Increase or D for Decrease.

1515

1. raising reserve requirements

2. selling Treasury securities

3. lowering the discount rate

4. buying Treasury securities

5. raising the discount rate

6. reducing reserve requirements

Directions: Put an X beside each item below that is a function of the Federal Reserve System.

7. sets prices for farm commodities

8. clears checks

9. regulates nationally chartered member bands

10. insures deposits up to $100,000

11. regulates all aspects of credit unions

12. holds a checking account for the U.S. Treasury

13. mints coins

14. gives financial advice to the federal government

15. sets standards for truth-in-lending laws

16. sets reserve requirements for all depository institutions

17. prints paper money

18. regulates the money supply

Critical Thinking 
Activity 20 Reteaching Activity 15

Reinforcing 
Economic Skills 28
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T HE FEDERAL RESERVE SYSTEM AND YOU
The time between writing of a check and the debiting of the account is called float time. At
one time float time was four or five days. Due to technology, float time today is much shorter.

Before 1979 one-third of the nation’s checks floated for days between banks while going
through the Federal Reserve System. The system would credit the amount of a check to one
bank before it debited the other bank. This practice was like loaning the banks billions of
interest-free dollars each year. Congress demanded that the Fed cut the float time. Now, 
with the help of technology and jet planes, the Fed clears 97% of its checks overnight. 

The following chart shows the route of out-of-state checks. Use the chart and what you have read to answer the
questions below.

A check from your grandfather in
Hawaii arrives Monday morning.
You deposit it in your bank account
at noon, but you cannot withdraw
the money for three to five days.

Your grandfather's bank uses high-
speed machines to sort checks.
Your grandfather's check is debited
to your grandfather's account by
2 P.M. Tuesday.

On Monday night, your bank ships
the check by truck to the local
district Federal Reserve.

Early Tuesday morning, the local
district Federal Reserve ships the
check by jet to the Federal Reserve
in Hawaii.

The Federal Reserve in Hawaii
delivers the check by noon to your 
grandfather's bank.

Name Date Class 

20

Directions: Use the information above to complete the
following exercises.

1. To a check writer who earns an annual rate of 2.5% on his
or her checking account balance, lost float time has meant
the loss of (pennies, millions) in interest. 

2. To a corporation that makes thousands of transactions
each day, lost float time has meant the loss of (pennies,
millions) in extra interest.

3. Who has the use of your money on the day after it is 
debited from your grandfather’s account? (you, your bank,
or your grandfather’s bank)

4. Do you think the Federal Reserve cut float time to benefit
banks or bank customers? Explain. 

5. Imagine you are a member of Congress eager to please
the people of your district. What additional change to the
check-clearing system might you propose? Why? 
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D ECISION MAKING AT THE FEDERAL RESERVE
BOARD

The Federal Reserve Board uses three major tools to control the nation’s money supply and to
keep the economy running smoothly: reserve requirements, discount rate, and open market 
operations. 

Directions: Predict which tool the board would use in each situation below and explain how the board
would use it.

1. The Federal Reserve Board wants to decrease the money supply by limiting the amount of money that banks
have to loan

2. The Federal Reserve Board wants to increase the money supply by encouraging banks to borrow money from dis-
trict Federal Reserve Banks.

3. The Federal Reserve Board wants to decrease the money supply by having banks raise their prime rate to discour-
age borrowers.

4. The Federal Reserve Board wants to increase the money supply by adding “new” money.

5. The Federal Reserve Board wants to “loosen up” the money sup0ply by encouraging banks to lend more of their
money.

6. The Federal Reserve Board wants to “tighten “ the money supply by removing money from circulation.

Name Date Class 

20

Economic Concepts 18

Amount of Money in Circulation

Date Total Amount of Money
in Circulation (in millions)

Per Capita Amount of Money
in Circulation

June 30, 1940

June 30, 1960

June 30, 1970

June 30, 1980

March 31, 1990

June 30, 1950

$7,847.5

$32,064.6

$54,351.0

$127,097.2

$257,664.4

$27,156.3

$59.40

$177.47

$265.39

$558.28

$1,028.71

$179.03

June 30, 1999 $532,080.0 $1,949.80

M ONETARY POLICY
The amount of money in circulation is controlled by the Federal Reserve Board.

1818

Economic Concepts 
Transparency 18

Consumer Applications
Activity 20

Free Enterprise 
Activity 20

Investment Reserve Amount Amount Loaned
Amount (10%) Out Total Money Invested
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C REATING MONEY

As you can see, the total amount of money generated by your initial $5,000 investment has grown considerably.

Continuing the table would result in an even larger figure. To find out how much money your investment will grow to

altogether, use this formula:

Total of All Investments � Initial Investment � 0.1

The investment above would create money equal to $5,000 � 0.1 or $50,000. 

Use the formula to find the amount of money created by each of these investment amounts.

(9) $200 (10) $25,000 

These examples assume that all money, except the reserve requirement, is put back into the economy as either 

spending or investments. 

The other option available to consumers is to hoard money. Then the hoarded money, as well as the reserve require-

ment, is not available for other consumers to borrow. The reinvested percent goes down. For example, if everyone

tucked 2% of their earnings under a mattress, then neither the 10% reserve requirement nor the 2% that is hoarded

would be reinvested. The initial investment in the first example would grow to $5,000 � 0.12 or (11) .

In 1999, the Federal Reserve anticipated many people would hoard money because of anxiety over the Y2K problem

(a computer bug associated with the year 2000). To counteract this, it put extra money into circulation for the year.

Hoarding also comes into play in the economies of some developing nations where people have little trust in their

banking system.

Name Date Class 

20

Each time you buy a government security, such as a Treasury bill, you are loaning the federal government money to pay
its suppliers. Then these suppliers have money to pay their suppliers, and so on. Since many people are using the same
dollars over and over again, money is created.

Suppose you buy a $5,000 Treasury bill. About how much money would that bill create? Complete the following table
to find out. (Round your figures to the nearest dollar.) Note: The Federal Reserve requires that 10% of the deposit be
kept by each bank as a reserve.

$5,000 0.1 � 5,000 � 500 5,000 � 500 � 4,500 5,000

$4,500 0.1 � 4,500 � 450 4,500 � 450 � 4,050 5,000 � 4,500 � 9,500

$4,050 (1) (2) (3) 9,500 � _____ � _____

(4)

(5)

(6)

(7)

(8)

EXAMINING THE CARTOON

Multiple Choice

1. What do the stocks listed on the board have in common?

a. They are all medicines. b. They are all treatments for symptoms of anxiety.
c. They are all increasing in value. d. all of the above

2. What can you infer about “Greenspan’s comments”?

a. They were positive observations about the economy. b. They encouraged investment in drug companies.
c. They were considered bad news by investors. d. They discouraged investors from panicking.

Critical Thinking

3. Analyzing the Cartoon Do you think the cartoonist is approving, disapproving, or neutral toward
Greenspan’s influence? Explain. 

4. Expressing Your Opinion How firmly based in reality do you think this cartoon is? Explain your opinion.

�

HEN GREENSPAN SPEAKS. . .
As chairman of the Federal Reserve Board, Alan Greenspan is often referred to, after the
President, as the most powerful person in Washington. He has virtual power to raise or lower
interest rates, and investor responses to his comments often move the stock market up or down.

Directions: Study the cartoon below. Then answer the questions that follow.

Name Date Class 
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W

c1997 Jimmy Margulies, The Record, New Jersey reprinted by permission.

40 Primary and Secondary Source Readings

ANALYZING THE READING

1. What is Keynes’s main point?

2. What government influences in the economy does Keynes identify as necessary?

3. Why does Keynes think that the enlargement of government functions is necessary for the successful functioning
of individual liberty?

4. Reread the last paragraph. How does Keynes walk a middle ground between pure socialism and pure capitalism? 

5. Do you think that some government participation in the economy is necessary for individuals to have greater 
economic freedom? Explain your answer.
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Cooperative Learning 
Simulations and Problems 20

Primary and Secondary 
Source Reading 20

Math Practice for 
Economics Activity 20

Economic Cartoons 
Activity 20

C
opyright ©

 by T
he M

cG
raw

-H
ill C

om
panies, Inc.

T HE FEDERAL RESERVE

GROUP PROJECT

The Federal Reserve System, known as the Fed, is a large regulatory unit composed of many
banks. Through its monetary policy, or controlling the expansion and contraction of the
money supply, the Fed maintains an important role in influencing economic activity. In the
following activity, your group will compete with another team in a quiz bowl. The game will
review the Federal Reserve System and monetary policy.

▼MATERIALS: 

3" � 5" index cards

1. Group Work Stage 1: Students work as a class.
The class selects one student to be the moderator,
who will read the questions aloud, and another stu-
dent to be the scorekeeper, who will keep track of
the points scored by each team. The rest of the
class should be organized into two teams (Team A
and Team B) to compete in the quiz bowl.

2. Individual Work Stage 2: Students work as 
individuals. Review the material on the Federal
Reserve System and monetary policy included in
your textbook. Create at least five quiz questions
on the basis of your reading. Write the questions 
on index cards with the answers on the back.
Include a variety of question types such as straight
answer, true or false, multiple choice, and fill-in-the-
blank. Finally, designate a point value from 1 (easy)
to 5 (most difficult) for each question.

3. Group Work Stage 3: Students work in teams.
Review the questions your team members have 
created to remove any duplicates. Edit any ques-
tions that are unclear. Submit the team’s questions
to the scorekeeper.

4. Group Work/Analysis Stage 4: Students work as
a class. The scorekeeper and moderator sort through
all the questions and arrange them in piles accord-
ing to their point value. To begin the game, the first
contestant from Team A selects a level of difficulty
from 1 to 5. The moderator reads a question from

the respective pile. If the player selects level 1, the
moderator reads the first question in the number 1
pile, and so on. The contestant has 30 seconds to
provide an answer. If the correct answer is given,
the point value of the question is added to the
team’s score. Then an additional question is posed
to the next person on the team for a chance to
score additional points before turning to the other
team. If the first contestant provides an incorrect
answer or does not answer within 30 seconds,
the moderator rereads the question for the first 
contestant on the opposing team. If the question 
is answered incorrectly, both teams may discuss 
the question quietly as a group and come to a 
consensus on an answer. After one minute, the 
first team to answer correctly scores two points
regardless of the point value of the question. The
team answering correctly begins the next play. Play
continues until all questions are answered. The
team with the most points wins!

Group Process Questions
Were the goals of the assignment clear?

Did members respect each other’s point of view?

Did members work well together?

Did you find this a helpful way to study? Why or 
why not?

COOPERATIVE GROUP PROCESS:

Name Date Class 
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y] theory is moderately conservative in its implica-
tions. For whilst it indicates the vital importance of
establishing certain central [governmental] controls in
matters which are now left in the main to individual ini-
tiative, there are wide fields of activity that are unaffected.
The State will have to exercise a guiding influence on the
propensity to consume partly through its scheme of taxa-
tion, partly by fixing the rate of interest, and partly,
perhaps, in other ways. Furthermore, it seems unlikely
that the influence of banking policy on the rate of interest
will be sufficient by itself to determine an optimum rate of
investment. I conceive, therefore, that a somewhat com-
prehensive socialization of investment will prove the only
means of securing an approximation to full employment;
though this need not exclude all manner of compromises
and of devices by which public authority will cooperate
with private initiative. But beyond this no obvious case is
made out for a case of State Socialism which would
embrace most of the economic life of the community. . . .

Our criticism of the accepted classical theory of eco-
nomics has consisted not so much in finding logical flaws
in its analysis as in pointing out that its tacit assumptions
are seldom or never satisfied, with the result that it cannot
solve the economic problems of the actual world. But if our
central government controls succeed in establishing an
aggregate volume of output corresponding to full employ-
ment as nearly as is practicable, the classical theory comes
into its own again from this point onwards. . . . Thus, apart
from the necessity of central controls to bring about an
adjustment between the propensity to consume and the
inducement to invest, there is no more reason to socialize
economic life than there was before.

Whilst . . . the enlargements of the functions of gov-
ernment . . . involved in the task of adjusting to one
another the propensity to consume and the inducement
to invest . . . would seem to [some] to be a terrific

encroachment on individualism, I defend it, on the con-
trary, both as the only practicable means of avoiding the
destruction of existing economic forms in their entirety
and as the condition of the successful functioning of indi-
vidual initiative.

It is certain that the world will not

much longer tolerate the

unemployment which . . . is

associated and, in my opinion,

inevitably associated—with present-

day capitalistic individualism.

For if effective demand is deficient, not only is the
public scandal of wasted resources intolerable, but the
individual enterpriser who seeks to bring these resources
into action is operating with the odds loaded against
him. . . .

The authoritarian state systems of today seem to
evolve [avoid] the problem of unemployment at the
expense of efficiency and of freedom. It is certain that the
world will not much longer tolerate the unemployment
which . . . is associated and, in my opinion, inevitably
associated—with present-day capitalistic individualism.
But it may be possible by right analysis of the problem to
cure the disease whilst preserving efficiency and freedom.

Keynes, John Maynard. The General Theory of Employment, Interest and Money.
Harcourt Brace & Company, 1936.
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Name Date Class 

K EYNES ON GOVERNMENT INVOLVEMENT
John Maynard Keynes was well aware that his theories advancing a more active role of 
government in the economy were radical. In the excerpt from his classic General Theory of
Employment, Interest and Money, published in 1936, Keynes emphasizes that government
activities in economic life should not supplant individual initiative and decision making. As
you read the excerpt, think about the worldwide influence his words held for decades. Then
answer the questions that follow.

20
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Block Schedule

Howard D. Merrick, Jr.
Pottsville Area High School
Pottsville, Pennsylvania

Smart Borrowing and Investing
As our society gets ever more complex, students need

to better understand the importance of smart borrowing
and smart investing. Organize students into groups and
have groups visit, phone, or e-mail various banks in the
school district. Students should collect information on the
types of loans available and their rates. They should also
ask about the types of savings or investment plans and
their rates. After students have evaluated the differences
between various borrowing and savings plans, have them
calculate the changes that would occur if the Fed raised or
lowered interest rates.

ACTIVITY
From the Classroom of
ACTIVITY
From the Classroom of

Activities that are particularly suited to use within the block
scheduling framework are identified throughout this chapter
by the following designation: BLOCK SCHEDULING

Block Schedule

Use Glencoe’s Presentation Plus!,
a Microsoft PowerPoint® application, 
to teach The Federal Reserve
System and Monetary Policy. With

this multimedia teacher tool, you can customize ready-made
presentations. At your fingertips are interactive transparen-
cies, on-screen lecture notes, audiovisual presentations, and
links to the Internet and to other Glencoe multimedia.

Interactive Lesson Planner
Planning has never been easier! Organize 
your week, month, semester, or year with all 
the lesson helps you need to make teaching

creative, timely, and relevant—the way it is meant to be. The
Interactive Lesson Planner opens Glencoe’s Chapter 15
resources, helps you build your schedule, and tracks your
progress.

■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■
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Teaching strategies have been coded for varying 
learning styles and abilities.
L1 BASIC activities for all students
L2 AVERAGE activities for average to above-average 

students
L3 CHALLENGING activities for above-average students

ENGLISH LANGUAGE LEARNER activitiesELL

Key to Ability Levels

Voluntary Standards Emphasized in Chapter 15 
Content Standard 11 Students will understand that
money makes it easier to trade, borrow, save, invest, and
compare the values of goods and services.

Content Standard 20 Students will understand that fed-
eral government budgetary policy and the Federal Reserve
System’s monetary policy influence the overall levels of
employment, output, and prices.

Resources Available from NCEE
• Capstone: The Nation’s High School Economics Course
• Civics and Government: Focus on Economics
• United States History: Eyes on the Economy, Vol. 2
• Personal Finance Economics: Wallet Wisdom
• Focus: High School Economics

To order these materials, or to contact your State
Council on Economic Education about workshops and
programs, call 1-800-338-1192 or visit the NCEE Web site
at http://www.nationalcouncil.org

Easy Planning and Preparation!

398D
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Blackline Master

Transparency

Software

CD-ROM
Videodisc

Audiocassette

Videocassette

Reading Objectives Reproducible Resources Technology/Multimedia Resources

Section 1
Organization and Functions of the
Federal Reserve System
• How is the Federal Reserve System in

the United States organized?
• What are the functions of the Fed?

Section 2
Money Supply and the Economy
• What are the differences between

loose money and tight money
policies?

• What is the purpose of fractional
reserve banking?

• How does the money supply expand?

Section 3
Regulating the Money Supply
• How can the Fed use reserve

requirements to alter the money
supply?

• How does the discount rate affect the
money supply?

• How does the Fed use open-market
operations?

• What are some of the difficulties of
carrying out monetary policy?

Reproducible Lesson Plan 15-1
Daily Lecture Notes 15-1
Guided Reading Activity 15-1
Reading Essentials and Study Guide 15-1
Daily Focus Activity 63
Section Quiz 15-1*
Reinforcing Economic Skills 28

Reproducible Lesson Plan 15-2
Daily Lecture Notes 15-2
Guided Reading Activity 15-2
Reading Essentials and Study Guide 15-2
Daily Focus Activity 64
Section Quiz 15-2*

Reproducible Lesson Plan 15-3
Daily Lecture Notes 15-3
Guided Reading Activity 15-3
Reading Essentials and Study Guide 15-3
Daily Focus Activity 62
Section Quiz 15-3*

Daily Focus Transparency 63
Vocabulary PuzzleMaker
Interactive Tutor Self-Assessment Software
MindJogger Videoquiz
Interactive Economics! 
Presentation Plus!

ExamView® Pro Testmaker

Daily Focus Transparency 64
Vocabulary PuzzleMaker
Interactive Tutor Self-Assessment Software
MindJogger Videoquiz

NBR's Economics & You*
Interactive Economics! 
Presentation Plus!

ExamView® Pro Testmaker

Daily Focus Transparency 62

Economic Concepts Transparency 18
Vocabulary PuzzleMaker
Interactive Tutor Self-Assessment Software
MindJogger Videoquiz

NBR's Economics & You*
Interactive Economics! 
Presentation Plus!

ExamView® Pro Testmaker

*Also available in Spanish

Section Resources

http://www.nationalcouncil.org
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Reproducible Masters
Reproducible Lesson Plan 15–1
Reading Essentials and Study Guide 15–1
Guided Reading Activity 15–1
Section Quiz 15–1
Daily Focus Activity 63
Daily Lecture Notes 15–1

Multimedia
Daily Focus Transparency 63
Vocabulary PuzzleMaker
Interactive Tutor Self-Assessment Software

ExamView® Pro Testmaker
MindJogger Videoquiz

Interactive Economics!
Presentation Plus!

SECTION 1 RESOURCE MANAGER

Overview
Section 1 describes the organiza-

tion of the Federal Reserve System
and outlines the Fed’s functions.

Answers to the Reading Objectives
questions are on page 405.

Preteaching Vocabulary
Have students locate the defini-

tion of Federal Open Market
Committee in the Glossary. Then
call on volunteers to explain how
actions by the FOMC might affect
a family’s finances. (These actions
will make it harder or easier to get
loans.)

Vocabulary PuzzleMaker

READER’S GUIDE

398

Introducing
CHAPTER15

398

Chapter Overview
Chapter 15 describes or explains

the organization and functions of
the Fed, how and why the supply of
money in the United States is regu-
lated, and the differences between
tight money policies and loose
money policies.

CHAPTER LAUNCH ACTIVITY

Introducing
CHAPTER15

Use MindJogger
Videoquiz VHS to preview
Chapter 15 content. 

Introduce students to chapter
content and key terms by having
them access Chapter 15—Chapter
Overviews at ett.glencoe.com

Organize the class into small groups, and have groups research local banks’ current
mortgage rates and mortgage rates five years ago. Have groups note by how much the
rates have changed and speculate on why this change occurred. Encourage groups to
share their findings with the class. Conclude by informing students that in this chapter
they will learn about the institution that influences all interest rates in the economy—the
Federal Reserve System.

ECONOMICS 
& YOU

The Federal Reserve System
and Monetary Policy

!99B0" Chapter 22 
Disc 1, Side 2

ASK: What analogy is made
about the American economy
and the Fed? The American
economy is likened to a car—and
the Fed is the driver.

Also available in VHS.

Project Daily Focus
Transparency 63 and have 
students answer the questions.

This activity is also available
as a blackline master.

Daily Focus Transparencies

HO IS MOVING COINS AND CURRENCY?

1. What role of the Federal Reserve is portrayed in this photograph?

2. What qualifications do you think the employee in the photograph
needs to do his job?

6363
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BELLRINGER
Motivational Activity

Daily Focus Transparency 63

Why It’s Important
Who determines how much money
exists in the United States? This 
chapter will explain who’s in charge of 
the money supply and how they decide
what amount to put into circulation.

To learn more
about the money
supply, view the
Economics &

You Chapter 22 video lesson:
The Federal Reserve System
and Monetary Policy

Chapter Overview Visit the 
Economics Today and Tomorrow Web 
site at ett.glencoe.com and click on 
Chapter 15—Chapter Overviews
to preview chapter information.

399

Terms to Know
• Fed
• monetary policy
• Federal Open Market

Committee
• check clearing

Reading Objectives
1. How is the Federal Reserve

System in the United States
organized?

2. What are the functions of
the Fed?

READER’S GUIDE

Congress created the Federal Reserve System in 1913 as 
the central banking organization in the United States. Its
major purpose was to end the periodic financial panics

(recessions) that had occurred during the 1800s and into the
early 1900s. Over the years, many other responsibilities have
been added to the Federal Reserve System, or Fed, as it is called.
In this section, you’ll learn how the Fed is organized to carry out
its functions.

1

Fed: the Federal Reserve
System created by Congress 
in 1913 as the nation’s central
banking organization

THE WASHINGTON POST, FEBRUARY 10, 1999

The Federal Reserve cannot put a dollar in anyone’s
pocket, provide jobs for very many people, or buy more

than a tiny amount of goods 
and services that the nation 
produces. But the 86-year-old
government bank can have 
an enormous impact on how
you spend, invest, or borrow 
money. . . . That is because the

Fed . . . is in charge of the nation’s monetary pol-
icy, taking actions almost daily to help determine
how much money is available, how easily it may be
borrowed, and how costly it will be.

The Federa l  Reserve System and Monetary  Pol icy

http://ett.glencoe.com
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Have students review
Figure 15.1. Ask students to write
captions and caption questions
that will add to and test their
knowledge of the Fed’s organiza-
tion. Have volunteers read their
captions and questions to the
class.

L ECTURE LAUNCHER
In January of 2000 President Bill Clinton announced that he had re-nominated the 73-year-
old Alan Greenspan for a fourth, four-year appointment as Federal Reserve Board Chairman.
Greenspan has been appointed by Republicans and Democrats alike and is one of the most
powerful men to have served in Washington D.C. When was the Federal Reserve first 
created? What is its purpose?

I. Organization of the Federal Reserve System 

A. The Fed is responsible for monetary policy.

B. Monetary policy involves the changing rate of growth of the supply of money in circu-
lation in order to affect the amount of credit, which affects business activity in the
economy.

C. The Board of Governors oversees 12 district Federal Reserve banks and regulates 
activity of member banks and all other depository institutions.

D. The Federal Advisory Council reports to the board of governors on general business
conditions in the country.

E. The Federal Open Market Committee decides what the Fed should do to control
money supply.

F. Twelve Federal Reserve banks are set up as corporations owned by member banks.

G. Member Banks—all national banks, those chartered by the federal government, must

15-1

PAGES 400–404

Daily Lecture Notes 15–1

Attention Deficiency Presenting information in small segments is helpful for students
with attention problems. Ask students to read Section 1 and self-monitor their attention to
task. Then ask them if they think it is easier and more efficient to read through the whole
section and then take notes, or to break the reading into smaller units and vary the activity
with note taking. Point out that there is no “correct” method—the best approach is the one
that works best for each student.

Refer to Inclusion for the Social Studies Classroom Strategies and Activities for
students with different learning styles.

Meeting Special Needs

For use with the textbook pages 399–405

O RGANIZATION AND FUNCTIONS OF THE FEDERAL
RESERVE SYSTEM

OUTLINING

Directions: Locate the heading in your textbook. Then use the information under the heading to help you
write each answer.

I. Organization of the Federal Reserve System

A. Introduction

1. What is the Federal Reserve System?

2. What is the Fed?

3. How does monetary policy affect businesses?

B. Board of Governors––Whom does the Board of Governors supervise and regulate?

C. Federal Advisory Council—What is the responsibility of the Federal Advisory Council?

D. Federal Open Market Committee—What large economic decision does the Federal Open Market 

Name Date Class 

15-1

Guided Reading Activity 15–1

See the Web Activity Lesson
Plan at ett.glencoe.com for an
introduction, lesson description,
and answers to the Student Web
Activity for this chapter.

Organize students into small groups. Have groups prepare a script and storyboards for
a brief documentary about the organization and functions of the Fed. Point out that the
documentary should include visuals explaining the organization and functions of the Fed,
voice-over descriptions of these topics, and “interviews” with members of the Board of
Governors and the FOMC on their roles. Ensure that group members assign tasks among
themselves so that all are fully involved in the activity. Have groups present their scripts
and storyboards to the rest of the class. If audiovisual equipment is available, some
groups may wish to tape their documentaries. BLOCK SCHEDULING

Cooperative Learning

Guided Practice
L2 Illustrating Ideas Refer stu-
dents to Figure 15.4 on page 404
and review with them the functions
of the Federal Reserve System. Then
have students work in pairs to create
posters that illustrate and summa-
rize these functions. Call on pairs to
display their posters and teach the
rest of the class about the functions
of the Fed. ELL

L2 Applying Ideas Tell students
that you have just bought the latest
computer game from Funand
Games.com, and you have sent a
check for $50 to the FunandGames
order center. (Select a city in a Fed-
eral Reserve district other than your
own—see Figure 15.2 on page 402
for possible locations—and tell stu-
dents that is where FunandGames is
headquartered.) Call on volunteers
to describe the process by which
your check would be cleared
through the Federal Reserve System.
Have students use points from these
descriptions to write a paragraph
titled “How a Check Clears.”

monetary policy: policy that
involves changing the rate of
growth of the supply of money in
circulation in order to affect the
cost and availability of credit

CHAPTER 15

Organization of the Fed Since the change in banking regulations in the early 1980s,
nonmember banks are also subject to control by the Federal Reserve System.

Board of Governors
7 members

Federal Open Market
Committee

12 members
(Board of Governors,

head of NY Fed Bank, 4
rotating heads of other

Fed District Banks)

Federal Advisory Council
12 members

Member Banks

Organization of the Federal Reserve System

Federal Reserve Banks
12 District Banks
25 Branch Banks

Organization of the 
Federal Reserve System

The Federal Reserve System is made up of a Board of
Governors assisted by the Federal Advisory Council, the Federal
Open Market Committee, 12 Federal Reserve district banks, 
25 branch banks, and about 5,000 member banks. As its name
states, the Fed is a system, or network, of banks. Power is not
concentrated in a single central bank but is shared by the govern-
ing board and the 12 district banks. See Figure 15.1.

The Fed is responsible for monetary policy in the United
States. Monetary policy involves changing the rate of growth of
the supply of money in circulation in order to affect the amount
of credit, thereby affecting business activity in the economy.

Board of Governors The Board of Governors directs the opera-
tions of the Fed. It supervises the 12 Federal Reserve district banks
and regulates certain activities of member banks and all other
depository institutions.

400

FIGURE 15.1FIGURE 15.1

T he Bank of Amsterdam was estab-
lished in Holland in 1609. At that time,

Amsterdam was a center of world trade.
More than 340 different kinds of silver coins
and about 500 types of gold coins circu-
lated throughout the city. Dutch merchants
had little idea of how much these coins
were worth, so the Bank of Amsterdam 

was set up under a charter from the city to
standardize the currency.

The Bank of Amsterdam operated as
Holland’s central bank for more than 200
years. After making a series of bad loans,
however, it failed and went out of business
in 1819—almost 100 years before America’s
central bank was founded. ■

The First Central BankThe First Central Bank

401The Federa l  Reserve System and Monetary  Pol icy

Economic Connection to... HistoryEconomic Connection to...

Federal Open Market
Committee: 12-member com-
mittee in the Federal Reserve
System that meets 8 times a year
to decide the course of action that
the Fed should take to control the
money supply

The 7 full-time members of the Board of Governors are
appointed by the President of the United States with the
approval of the Senate. The President chooses one member 
as a chairperson. Each member of the
board serves for 14 years. The terms are
arranged so that an opening occurs every
2 years. Members cannot be reappointed,
and their decisions are not subject to the
approval of the President or Congress.
Their length of term, manner of selection,
and independence in working frees mem-
bers from political pressures.

Federal Advisory Council The Board
of Governors is assisted by the Federal
Advisory Council (FAC). It is made up of 12
members elected by the directors of each Federal Reserve district
bank. The FAC meets at least 4 times each year and reports to the
Board of Governors on general business conditions in the nation.

Federal Open Market Committee The 12 members on the
Federal Open Market Committee (FOMC) meet 8 times a year
to decide the course of action that the Fed should take to con-
trol the money supply. The FOMC determines such economic
decisions as whether to raise or lower interest rates. It is this
committee’s actions that have a resounding effect throughout
the financial world. 

Student Web Activity Visit the Economics 
Today and Tomorrow Web site at ett.glencoe.com
and click on Chapter 15—Student Web
Activities to see how the Federal Reserve
System functions.

http://ett.glencoe.com
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L3 Research Report Have students
work individually or in small groups
to research the central bank of
another nation. Encourage students
to research not only European cen-
tral banks, but also those of nations
in Africa, Asia, and South America.
Have them present their findings in
a research report that compares and
contrasts their chosen bank with the
Fed. Call on volunteers to present
their findings to the class. Have the
class identify any practices the Fed
might borrow from other central
banks. BLOCK SCHEDULING

CHAPTER 15
SECTION 1, Pages 399–405

CHAPTER 15
SECTION 1, Pages 399–405
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Independent
Practice
L2 Creating Resource Binders
Have students work in groups to cre-
ate Federal Reserve System resource
binders for the classroom. Encour-
age groups to write to their Federal
Reserve district bank and to the
Board of Governors asking for infor-
mational materials. Suggest that they
also visit the Federal Reserve Board
of Governors Web site at
www.bog.frb.fed.us and various dis-
trict bank Web sites to download
information. Direct groups to collate
information in their binders accord-
ing to subject—organization, func-
tions, recent news, miscellaneous,
and so on. Finally, have groups cre-
ate a cover design for their binders.

BLOCK SCHEDULING

Maps Provide each student with an outline
map of the United States. Then ask students
to study the map in Figure 15.2. Remind stu-
dents that the location and extent of the 12
Federal Reserve districts—and the location of
the district banks—were established in 1913.
Point out that there have been major shifts in
population since that time. Ask students how

they would change the 12 districts and where
they would locate the district banks. Have
them indicate their changes on the outline
maps. Call on volunteers to display their
maps and explain the reasons for their
changes.

Answer: Atlanta, Boston, Chicago,
Cleveland, Dallas, Kansas City,
Minneapolis, New York,
Philadelphia, Richmond, San
Francisco, St. Louis

LESSON 8: MONETARY POLICY
Have students click on “An

Introduction to Monetary Policy.”
After students read the tutorial, ask:
Who makes up the Federal Open
Market Committee? (the Board of
Governors, along with five presi-
dents from the 12 district Fed banks)
What do they discuss at their
monthly meetings? (whether inter-
est rates are too high or too low)

Supplied in both CD-ROM and
disk formats.

Making Judgments On the board, draw a two-column chart with “Responsibility” and
“Description” as column headings. Under the first heading, enter all the functions of the
Fed. Call on volunteers to give a description or an example of each responsibility. Note
student responses in the appropriate place in the chart. Then organize students into
groups of three or four, and have group members discuss which of the responsibilities of
the Fed they think is the most important for the American economy and why. Call on group
representatives to present and explain each group’s decision.

Critical Thinking Activity

Federal Reserve Banks As shown in Figure 15.2, the
nation is divided into 12 Federal Reserve districts, with each dis-
trict having a Fed district bank. Each of the 12 district banks is
set up as a corporation owned by its member banks. A 9-person
board of directors—made up of bankers and businesspeople—
supervises each Federal Reserve district bank.

The system also includes 25 Federal Reserve branch banks
(also shown in Figure 15.2). These smaller banks act as branch
offices and aid the district banks in carrying out their duties.

The Federal Reserve System The 12 Federal Reserve district banks that serve the nation’s banks are distrib-
uted throughout the country. Trillions of dollars a year pass through the Fed as it processes billions of checks. Note that
the Fed is headquartered in Washington, D.C. In what cities are the 12 Federal Reserve district banks located?

Board of Governors
Federal Reserve Bank Cities
Federal Reserve Branch Cities
Federal Reserve 
   District Boundaries

Source: Federal Reserve Bulletin, Board of Governors
             of the Federal Reserve System

Alaska

Hawaii
12

12

The Twelve Districts of the Federal Reserve System

1

2

3
4

6

7

8

9

10

11

12

5

Seattle

Portland

Minneapolis

Kansas City

Dallas

St Louis

Helena

Memphis

Oklahoma
 City

Nashville

Birmingham

Jacksonville

Miami

Atlanta

N

Cincinnati

Pittsburgh

Richmond

Boston

Philadelphia

Washington,
D.C.

Baltimore

New York
Detroit

Cleveland
Buffalo

Omaha

Louisville

Chicago

Charlotte

Salt Lake City

Denver

El Paso
Little Rock

Houston

San Francisco

Los Angeles

San Antonio

New Orleans

FIGURE 15.2FIGURE 15.2

Member Banks All national banks—those chartered by the fed-
eral government—are required to become members of the Federal
Reserve System. Banks chartered by the states may join if they
choose to do so. To become a member bank, a national or state
bank buys stock in its district’s Federal Reserve bank.

In the past, only member banks were required to meet Fed
regulations, such as keeping a certain percentage of their total
deposits as cash in their own vaults or as deposits in their Federal
Reserve district bank. Now all institutions that accept deposits
from customers must keep reserves in their Fed district bank. See
Figure 15.3. Fed services are also available to all depository insti-
tutions—member or nonmember—for a fee.

Today, the major advantage of membership in the Fed is that
member banks, as stockholders in their district bank, receive

FIGURE 15.3FIGURE 15.3

Portland

Chicago
Detroit

San Francisco
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WA
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ID MT
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SD
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WI
MI

OH

VA

PA

ME

NY MA
RI

NC

SC

GA

FL
N

1. Jack has a checking
    account with First
    National Bank of
    Detroit. He sends
    a check for $200.00
    to Gabi in Portland,
    Oregon.

2. Gabi deposits the check
    in City Bank of Portland.
    City Bank credits Gabi’s
    checking account
    +$200.00.

3. City Bank of Portland
    sends the check to
    Federal Reserve Bank
    (FRB) of San Francisco.

4. FRB of San Francisco
    credits City Bank
    +$200.00, then sends
    the check to the FRB
    of Chicago.

5. FRB of Chicago debits
    the reserve account of
    First National Bank of
    Detroit –$200.00, then
    sends the check to the
    First National Bank
    of Detroit.

6. First National Bank
    of Detroit debits
    the checking
    account of Jack
    –$200.00.  

How a Check Clears

KS MO

Check Clearing All depository institutions may use the Federal
Reserve’s check-clearing system. The reserve accounts mentioned in the
diagram refer to a bank’s account in its Federal Reserve district bank.

403The Federa l  Reserve System and Monetary  Pol icy
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Reteach
Have students use information

from Figures 15.1, 15.2, and 15.4
to write questions on the organiza-
tion and functions of the Fed. Call
on three or four volunteers to quiz
the rest of the class with their 
questions.

1. All definitions can be found in the Glossary.
2. The Fed consists of the Board of Governors,

the Federal Advisory Council, the Federal
Open Market Committee, Federal Reserve
banks, and member banks.

3. functions of the Fed: clearing checks, acting as
the federal government’s fiscal agent, supervis-
ing member banks, holding reserves and set-
ting reserve requirements, supplying paper
currency, and regulating the money supply

4. Answers will vary, but most students may
agree that the independence of the board
ensures that it will act in the best interests of
the economy and not in the interest of a partic-
ular region, political party, or business.

5. Summaries will vary. To ensure that all 12 dis-
trict banks are covered, you might want to
assign banks to students.

Have students speculate on what
might happen to the American
banking system if the government
ordered the Fed to stop operations.

Name Date Class 

15, 1

Fed Nickname for the Federal Reserve System (page 399)

monetary policy Actions taken by the Fed to affect the amount of money in circulation (page 400)

Federal Open Market Committee 12-member committee that meets 8 times a year to set monetary 
policy (page 401)

check clearing Method by which a check that has been deposited in one financial institution is trans-
ferred to the check writer’s financial institution (page 405)

KEY TERMS

For use with textbook pages 399–405

O RGANIZATION AND FUNCTIONS OF THE
FEDERAL RESERVE SYSTEM

DRAWING FROM EXPERIENCE

Have you ever received a check as a present from a far-away relative? What do you think happens
after you cash the check at your local bank? After giving you the money, how does your bank get
its money back? Does it mail the check to your relative’s bank and receive the cash by return mail?

This section focuses on how the Federal Reserve System, the central banking organization of the
United States, is organized to carry out check clearing and many other functions. 

ORGANIZING YOUR THOUGHTS

Use the chart below to help you take notes as you read the summaries that follow Think about

Reading Essentials and 
Study Guide 15–1

CHAPTER 15
SECTION 1, Pages 399–405

CHAPTER 15
SECTION 1, Pages 399–405
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Have students review the infor-
mation in Figure 15.4. Then draw
their attention to the point about
banknote code numbers under
the heading “Supplying Paper
Currency.” Have students study
any paper currency they have.
Ask them to identify the Federal
Reserve Bank that issued each
note.

Combating Counterfeiters Paper currency from the Fed was one of the easiest to
counterfeit. As a result, the Fed oversaw a complete overhaul of the design of American
banknotes in the late 1990s.Counterfeiters copied the $20 bill more than any other bill.
The new $20 bill provides a vivid example of the Fed’s anticounterfeiting approach. First,
the portrait of Andrew Jackson is much larger and off-center. Second, a small “20” printed
in the bottom right-hand corner of the bill’s face turns from green to black as the bill is
moved. Holding the bill to the light reveals a watermark portrait of Jackson on the right-
hand side and a watermark line on the left-hand side saying “USA TWENTY.”

Extending the Content

Name Date Class 

15, 1

O RGANIZATION AND FUNCTIONS 
OF THE FEDERAL RESERVE SYSTEM

Multiple Choice: In the blank at the left, write the letter of the choice that best
completes the statement or answers the question. (10 points each)

6. Members of the Board of Governors

a. are elected by the people in each district. b. have no authority to make decisions.
c. are appointed by the President with approval d. serve for two years.

of the Senate.

7. Decisions to raise or lower interest rates are made by the

a. Board of Governors. b. Federal Advisory Council.
F d l O M k t C itt d P id t

SCORE

A
1. Fed

2. monetary policy

3. Federal Open Market Committee

4. check clearing

5. Board of Governors

B
a. method by which a check is transferred to the

issuer’s depository institution

b. policy that involves changing the rate of growth of
the supply of money in circulation

c. Federal Reserve System

d. group that directs the operations of the Fed

e. group that meets eight times a year to decide how
the Fed should control the money supply

Matching: Place a letter from Column B in the blank in Column A. (10 points each)

Section Quiz 15–1

Meeting Lesson
Objectives

Assign Section 1 Assessment as
homework or an in-class activity. 

Use Interactive Tutor Self-
Assessment Software to review 
Section 1.

404

Functions of the
Federal Reserve

Responsibility

Clearing checks

Acting as the federal
government’s fiscal
agent

Supervising member
banks

Holding reserves
and setting reserve
requirements

Supplying paper
currency

Regulating the
money supply

Description

Check clearing is the method by which a check that has been deposited in
one depository institution is transferred to the depository institution on
which it was written. Figure 15.3 explains this process. 

The federal government collects large sums of money through taxation,
and it spends and distributes even more. It deposits some of this money in
the Federal Reserve banks and distributes the rest among thousands of
commercial banks. As the federal government’s fiscal, or financial, agent,
the Fed keeps track of these deposits and holds a checking account for the
United States Treasury. Checks for such payments as Social Security, tax
refunds, and veterans’ benefits are drawn on this account. The Fed also
acts as a financial adviser to the federal government.

The Fed regulates the state banks that are members of the Federal Reserve
System. The Office of the Comptroller of the Currency (OCC) regulates
federally chartered commercial banks. The Federal Deposit Insurance
Corporation (FDIC) regulates state banks that are not members of the
Federal Reserve System.

All depository institutions are required by law to keep a certain percentage
of their deposits in reserve. Each of the 12 Federal Reserve banks holds
reserves of member and nonmember depository institutions in its district.
By raising or lowering the percentage required, within the limits set by
Congress, the Fed can change the amount of money in circulation.

Since 1914 the Fed has been responsible for printing and maintaining
much of the nation’s paper money. All Federal Reserve notes are printed
in Washington, D.C., at the Bureau of Printing and Engraving. Each note,
however, has a code number indicating which of the 12 Federal Reserve
banks issued it. The money is shipped from the bureau to the appropriate
bank to be put into circulation. Much of this money simply replaces old
bills. However, each Fed bank must have on hand a sufficient amount of
currency to meet the demand—especially during holidays when depositors
withdraw large amounts of currency.

The primary responsibility of the Fed is determining the amount of money
in circulation, which, in turn, affects the amount of credit and business
activity in the economy.

FIGURE 15.4FIGURE 15.4

dividends on their stock in the district bank. Member banks also
are able to vote for 6 of the district bank’s 9 board members.

Functions of the Fed
The Federal Reserve has a number of functions, as shown in

Figure 15.4. Among them are check clearing, acting as the fed-
eral government’s fiscal agent, supervising member state banks,
holding reserves, supplying paper currency, and regulating the
money supply. The most important function of the Fed is regu-
lating the money supply, which you’ll learn about in Section 3.
As you already noted in Figure 15.3 on page 403, however,
check clearing—the transferring of funds from one bank to
another when you write or deposit a check—is also an important
and complex function.

Consumer Protection The Fed also sets standards for certain
types of consumer legislation, mainly truth-in-lending legislation. By
law, sellers of goods and services must make some kinds of infor-
mation available to people who buy on credit. This information
includes the amount of interest and size of the monthly payment to
be paid. The Federal Reserve System decides what type of financial
information must be supplied to consumers.

405The Federa l  Reserve System and Monetary  Pol icy

Understanding Key Terms
1. Define Fed, monetary policy, Federal Open

Market Committee, check clearing.

Reviewing Objectives
2. How is the Fed organized?

3. Graphic Organizer Create a diagram like the
one below to explain the functions of the Fed.

Applying Economic Concepts
4. Monetary Policy Explain why you agree 

or disagree with the following statement: 
The independence of the Federal Reserve
System is essential to the health of the 
economy.

Critical Thinking Activity

1

5. Summarizing Information Learn more
about the functions of the Fed district banks.
Choose one of the 12 banks, then use the
Internet to reach its home page. Write a
summary of the information presented on the
bank’s Web site.

Functions of
the Fed

Practice and assess
key skills with

Skillbuilder Interactive
Workbook, Level 2.

check clearing: method by
which a check that has been
deposited in one institution is
transferred to the issuer’s 
depository institution
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Terms to Know
• loose money policy
• tight money policy
• fractional reserve banking
• reserve requirements

Reading Objectives
1. What are the differences

between loose money and
tight money policies?

2. What is the purpose of frac-
tional reserve banking?

3. How does the money sup-
ply expand?

READER’S GUIDE

A s you learned in Section 1, the jobs of the Fed today range
from processing checks to serving as the government’s
banker. As you read this section, you’ll learn that the

Fed’s most important function, however, involves control over 
the rate of growth of the money supply.

Loose and Tight Money Policies
You may have read a news report in which a business execu-

tive complained that money is “too tight.” You may have run
across a story about an economist warning that money is “too

2

BUSINESS CREDIT, JULY–AUGUST 1995

To many people, the operations of the U.S. Federal
Reserve System are more than confusing, they can be
downright mysterious. Sure, our politicians and news-

casters can often
be heard referring
to “the Fed,” but
how many of us
really understand
this complex part 
of the American 
government and
economy?
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CHAPTER 15
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Reproducible Masters
Reproducible Lesson Plan 15–2
Reading Essentials and Study Guide 15–2
Guided Reading Activity 15–2
Section Quiz 15–2
Daily Focus Activity 64
Daily Lecture Notes 15–2

Multimedia
Daily Focus Transparency 64
Vocabulary PuzzleMaker
Interactive Tutor Self-Assessment Software

ExamView® Pro Testmaker
MindJogger Videoquiz

NBR’s Economics & You
Interactive Economics!
Presentation Plus!

SECTION 2 RESOURCE MANAGER

Overview
Section 2 explains the difference

between loose money policies and
tight money policies, and how frac-
tional reserve banking is used to
increase the money supply.

Answers to the Reading Objectives
questions are on page 410.

Preteaching Vocabulary
Have students locate and read

the definitions of the Terms to
Know in the Glossary. Then have
students use each term correctly
in a sentence.

Vocabulary PuzzleMaker 

READER’S GUIDE

Study &
Writing Skills

406

Outlining may be used as a starting point for a writer. The writer begins with the rough shape of the
material and gradually fills in the details in a logical manner. You may also use outlining as a method
of note taking and organizing information as you read.

Study & Writing Skills

Outlining

• Read the text to identify
the main ideas. Label
these with Roman
numerals.

• Write subtopics under
each main idea. Label
these with capital letters.

• Write supporting details for
each subtopic. Label these
with Arabic numerals.

• Each level should have at
least two entries and
should be indented from
the level above.

• All entries should use the
same grammatical form,
whether phrases or com-
plete sentences.

Learning the Skill
There are two types of outlines—informal and for-

mal. An informal outline is similar to taking notes—you
write words and phrases needed to remember main
ideas. A formal outline has a standard format. To for-
mally outline material, follow the steps on the left.

Practicing the Skill
On a separate sheet of paper, copy the following

outline for a main idea of Section 1. Then use your
textbook to fill in the missing subtopics and details.
I. Organization of the Fed

A. Board of Governors
1. Directs operations of Fed

a. Supervises 12 Fed district banks
b. Regulates member banks and depository

institutions
2.

B. Federal Advisory Council
1.
2.

C.
D.

II. Functions of the Fed
A.

1.
2.

B.

Application Activity
Following the guidelines above, prepare an outline

for Section 2 of this chapter.

Practice and assess
key skills with

Skillbuilder Interactive
Workbook, Level 2.

406

Outlining
Help students’ understanding of

the outlining process by asking the
following questions: What is the
relationship of a subtopic to a
main idea? Subtopics support main
ideas. What are supporting details?
They are facts that support subtopics. 

Then point out that main ideas,
subtopics, and supporting details
may be organized in several differ-
ent ways—by chronological order,
by importance, by concept, and 
so on. Work through the Practicing 
the Skill section with students.
Conclude by assigning the
Application Activity.

Glencoe Skillbuilder
Interactive Workbook,
Level 2

This interactive CD-ROM rein-
forces student mastery of essen-
tial social studies skills.

Answers to Practicing the Skill
Answers may be similar to the following:
A2. Appointed by President with approval

of Senate
B1. Assists Board of Governors
B2. Reports to Board on general business

conditions
C. Federal Open Market Committee
D. Federal Reserve Banks

IIA. Acts as federal government’s fiscal agent

A1. Keeps track of deposits
A2. Holds a checking account for the U.S.

Treasury
B. Clears checks

Application Activity Wording of outlines
may differ from student to student. Ensure
that students follow the guidelines when out-
lining Section 2.

O UTLINING
Before beginning a writing assignment, most writers find it helpful to create an outline. To
make an outline, begin by listing all the topics you want to include about the subject in the
order in which you want to include them. Then group similar topics together and list impor-
tant details for each topic. Use the standard outline format using Roman numerals, then
capital letters, then Arabic numerals to identify the various sections and subsections of your
report. Remember that you need to have two items for each level of your outline.

Directions: Using the Internet and other resources, research information to create an outline for a short
biography of one of the Nobel prize-winning economists listed below. 

Selected Nobel Prize-Winning Economists

Name Date Class 

28

Robert A. Mundell (1999)

Amartya Sen (1998)

Robert C. Merton (1997)

Gary S. Becker (1992)

George J. Stigler (1982)

Milton Friedman (1976)

Paul A. Samuelson (1970)

Biography Title:

Reinforcing Economic Skills 28

Project Daily Focus
Transparency 64 and have 
students answer the questions.

This activity is also available
as a blackline master.

Daily Focus Transparencies

ONETARY POLICY

1. What is monetary policy?

2. Who determines monetary policy?

Monetary Policy

The expansion and/or contraction of the money supply in
order to influence the cost and availability of credit. This
is accomplished by:
    • The Reserve Requirement
    • Open Market Operations 
    • Changing the Discount Rate
    • Margin Requirements
    • Moral Suasion
    • Selective Credit Controls

• tight money policy: interest rates increase; consumers
   and businesses borrow and spend less, which slows
   economic growth
• loose money policy: interest rates decrease; consumers
   and businesses borrow and spend more, which 
   accelerates economic growth

• when the Fed determines that slowing or accelerating the
   economy is necessary for overall economic health, or to
   avoid specific economic problems such as recessions and
   excess inflation

WHAT
It Is

WHY
It Exists

WHO
Makes It

HOW
It Affects

the Economy

WHEN
It Is Changed

• to keep the economy functioning as efficiently as
   possible; to help acheive national economic goals

• the Federal Reserve
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these reserves in case one or more banking customers decide to
withdraw large amounts of cash from their checking accounts.
Currently, most financial institutions must keep 10 percent of
their checkable deposits as reserves with the Fed. 

Money Expansion
Currency is a small part of the money supply. A larger portion

consists of funds that the Fed and customers have deposited in
banks. Because banks are not required to keep 100 percent of
their deposits in reserve, they can use these new reserves to 
create what is, in effect, new money. See Figure 15.6.

• The chart shows how $1,000 in new reserves expands to $5,000 by simple loans. In Round 1, the Fed
deposits $1,000 in Bank A. With a 20 percent reserve requirement, Bank A must hold $200 of the new
deposit on reserve. This leaves the bank with $800 of excess reserves.

• In Round 2, Mr. Jones applies to Bank A for an $800 loan to buy a computer. Bank A finds him creditworthy
and credits his account with $800. Mr. Jones writes a check to Computer World, which deposits the money at
Bank B. Bank B’s reserves increase by $800. Of this amount, $160 (20 percent of $800) are required reserves,
and the remaining $640 are excess reserves.

• In Round 3, Bank B—to earn profits—loans its excess reserves to Ms. Wang, who wants to borrow $640. She,
in turn, buys something from Mr. Diaz, who does his banking at Bank C. He deposits the money from Ms.
Wang. Bank C now has $640 in new deposits, of which $128 are required reserves. Bank C now loans $512 
of excess reserves to Mrs. Fontana, who buys something from Mrs. Powers, and so on.

Expanding the Money Supply

Round

1

2

3

4

5

6

Eventual Totals

Deposited by

the Fed (Bank A)

Computer World
(Bank B)

Mr. Diaz (Bank C)

Mrs. Powers (Bank D)

Mr. Santana (Bank E)

All Others

Amount
of Deposit

$1,000

$800

$640

$512

$409.60

$5,000 

Required
Reserves
(20%)

$200

$160

$128

$102.40

$81.92

$1,000

Excess
Reserves
(80%)

$800

$640

$512

$409.60

$327.68

Loaned to

Mr. Jones

Ms. Wang

Mrs. Fontana

Mr. Gibbs

Paid to

Computer
World

Mr. Diaz

Mrs. Powers

Mr. Santana

FIGURE 15.6FIGURE 15.6
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Independent
Practice
L2 Illustrating Ideas Have students
illustrate tight money policy and
loose money policy. As an example,
suggest drawings of Uncle Sam tight-
ening and loosening a vice on a bag
of money. Call on volunteers to dis-
play and explain their images.

CHAPTER 15
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CHAPTER 15
SECTION 2, Pages 407–410

CHAPTER 15

loose money policy: monetary
policy that makes credit inexpen-
sive and abundant, possibly lead-
ing to inflation

tight money policy: monetary
policy that makes credit expen-
sive and in short supply in an
effort to slow the economy

fractional reserve banking:
system in which only a fraction of
the deposits in a bank is kept on
hand, or in reserve; the remain-
der is available to lend 

reserve requirements: regula-
tions set by the Fed requiring
banks to keep a certain percent-
age of their deposits as cash in
their own vaults or as deposits in
their Federal Reserve district bank

loose.” In these cases, the terms tight and loose are referring to
the monetary policy of the Fed. Monetary policy, as you recall,
involves changing the rate of growth of the money supply in
order to affect the cost and availability of credit.

Credit, like any good or service, has a cost. The cost of credit
is the interest that must be paid to obtain it. As the cost of credit
increases, the quantity demanded decreases. In contrast, if the
cost of borrowing drops, the quantity of credit demanded rises.

Figure 15.5 shows the results of monetary policy decisions. If
the Fed implements a loose money policy (often called “expan-
sionary”), credit is abundant and inexpensive to borrow. If the Fed
follows a tight money policy (often called “contractionary”), credit
is in short supply and is expensive to borrow.

A loose money policy is implemented to encourage economic
growth. You may be wondering why any nation would want a
tight money policy, however. The answer is to control inflation. If
money becomes too plentiful too quickly, prices increase and the
purchasing power of the dollar decreases.

Fractional Reserve Banking
Before you can understand how the Fed regulates the nation’s

money supply, you need to understand the basis of the United
States banking system and the way money is created. The banking
system is based on what is called fractional reserve banking.

Since 1913 the Fed has set specific reserve requirements for
many banks. This means that they must hold a certain percent-
age of their total deposits either as cash in their own vaults or as
deposits in their Federal Reserve district bank. Banks must hold

Loose Money Versus
Tight Money Look at
the chart and determine the
differences between loose
money policy and tight
money policy. Which of
these policies can lead to
a recession? Why is this
possible?

1. Borrowing is easy
2. Consumers buy more
3. Businesses expand
4. More people are
    employed
5. People spend more

1. Borrowing is difficult
2. Consumers buy less
3. Businesses postpone
    expansion
4. Unemployment
    increases
5. Production is reduced

Inflation

Loose Money Policy Tight Money Policy

Recession

Balancing Monetary Policy

FIGURE 15.5FIGURE 15.5
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Answer: tight money policy;
because this policy causes business
activity to slow

L ECTURE LAUNCHER
In 1979 inflation had risen to almost 13%. Under the leadership of Paul A. Volcker, the Fed
implemented tight monetary policies. This led to the most severe recession the U.S. had 
experienced since the Great Depression, but Volcker had brought inflation under control.
What are tight monetary policies and how do they work to control inflation? How does the
Fed go about expanding the money supply?

I. Loose and Tight Money Policies 

A. Monetary policy involves changing the growth rate of the money supply in order to
change the cost and availability of credit.

B. Loose money means credit is plentiful and inexpensive; used to encourage economic
growth.

C. Tight money means credit is in short supply and expensive; used to control inflation.

D. The goal of monetary policy is to strike a balance between tight and loose money.

• Discussion Question

Why is striking a balance between loose and tight money important? (It is important
to have a balance because too much money (loose) causes inflation and not enough (tight)
leads to a shrinking economy. The right balance of the two leads to a prosperous economy
with low inflation.)

15-2

PAGES 407–408

Daily Lecture Notes 15–2

ECONOMICS 
& YOU

The Federal Reserve and
Monetary Policy

!99B0" Chapter 22 
Disc 1, Side 2

ASK: Why would the Fed
impose a tight money policy?
to control inflation

Inefficient Readers Students with decoding problems may skip unfamiliar words. Often,
however, they can comprehend words based on the context. Ask students to scan Section
2 for words that are unfamiliar. Have students write these words in their notebooks. Then
encourage students to guess at the meaning of the words based on the context.

Refer to Inclusion for the Social Studies Classroom Strategies and Activities for
students with different learning styles.

Meeting Special Needs

Name Date Class 

For use with the textbook pages 407–410

ONEY SUPPLY AND THE ECONOMY

RECALLING THE FACTS

Directions: Use the information in your textbook to answer the questions.

1. What is monetary policy?

2. What happens to the quantity demanded for credit if the cost of borrowing increases or decreases? 

Increases:

Decreases:

3. What happens if the Fed has a loose money policy?

4. What happens if the Fed has a tight money policy?

5. Why would a nation implement a loose money policy or a tight money policy?

15-2

M

Guided Reading Activity 15–2

LESSON 8: MONETARY POLICY
Have students complete the

“Economics Lab,” which discusses
the fractional reserve system.

Supplied in both CD-ROM and
disk formats.

Organize students into small groups, and have groups review newspapers and maga-
zines for stories about monetary policy. Have groups make copies of the articles they find
and use them to create a collage. For each article, have groups note if it describes a loose
monetary policy or a tight monetary policy. Encourage groups to display their collages
around the classroom. BLOCK SCHEDULING

Cooperative Learning

Guided Practice
L1 Understanding Ideas Draw a
three-column chart with “Deposit,”
“Required Reserves,” and “Excess
Reserves” as column headings. Enter
$100 in the Deposit column, and tell
students that the reserve requirement
is 20 percent. Have students enter the
loans that can be made until the ini-
tial $100 deposit is depleted. 

Assign Section 2 Assessment as
homework or an in-class activity.

Use Interactive Tutor Self-
Assessment Software to review 
Section 2.
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SPOTLIGHT ON THE ECONOMY

Not too many years
ago, Federal Reserve

officials conducted mone-
tary policy as if they were
members of the Politburo
plotting behind the thick
walls of the Kremlin. The
Fed’s reasoning: Secrecy
was essential if central
bankers were to avoid polit-
ical pressure from those
who would like to influence
Fed policy on interest rates.

But for the past five years, Fed Chairman
Alan Greenspan has been dismantling those
Kremlin walls, brick by brick. On May 18, we
saw the results of his efforts. Instead of waiting
six weeks or more to let the markets know what
it thought, the policy-setting Federal Open
Market Committee broadcast the outcome of its
meeting immediately: Yes, the Fed will adopt a
tightening bias in light of rising inflation risks.
The markets, which had reeled on news of a

surprisingly high consumer price index for
April, took the news in stride—relieved to see
that the Fed was not yet ready to raise rates.

It all worked beautifully. Alan Greenspan,
who is a great believer in free markets, loves it
when traders do the Fed’s work—raising and low-
ering bond yields to keep the domestic economy
on course. As the reaction to the Fed’s May 18
announcement shows, the markets are fully
capable of taking direction from the Fed.

. . . Now, everyone from home buyers in
North Dakota to executives in Florida . . . 
gets the same information—and the right 
information—at exactly the same time. 
—Reprinted from January 11, 1999 issue of Business

Week by special permission, copyright © 1999 by
The McGraw-Hill Companies, Inc.

Think About It
1. How did Alan Greenspan

change the way the FOMC
announces its decisions?

2. What are the benefits of 
a transparent monetary
policy?

Check It Out! In this chapter you learned that the
Federal Open Market Committee decides whether to
raise or lower interest rates to control inflation. In this
article, read to learn how the FOMC announces its
decisions.

Why the Fed’s 
Open-Mouth Policy Works

Why the Fed’s 
Open-Mouth Policy Works

Answers to Think About It
1. Greenspan ended the secrecy surrounding FOMC decision making and has cut the

waiting time between making a decision and announcing it.
2. Everyone—from home buyers to business executives—gets the right information at the

same time.

Direct students to read the
excerpt and note how Fed
Chairman Alan Greenspan changed
the way that the Fed announces its
decisions. Then have students dis-
cuss why they think Greenspan
made these changes. Most students
will suggest that by being more open
and prompt in announcing the Fed’s
decisions, Greenspan hopes to stop
businesses and investors from specu-
lating on what the decisions might be
and taking actions that might be
harmful to the economy.

The Internet has helped speed
up the release of information on
the Fed’s actions. Shortly after
decisions have been made, they
are placed on the Press
Releases page of the Federal
Reserve Board of Governors
Web site: www.bog.frb.fed.us

To find up-to-date news and
analysis on the economy, busi-
ness, technology, markets,
entrepreneurs, investments,
and finance, have students
search feature articles and spe-
cial reports on the Business
Week Web site.
www.businessweek.com
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Suppose Bank A sells a government bond to the Fed and
receives $1,000. This is $1,000 in “new” money because the Fed
simply creates it by writing a check. With a 20 percent reserve
requirement, the bank must hold $200 of that money in reserve.
The bank is free to lend the remaining $800.

Suppose a customer asks the same bank for an $800 loan. The
bank creates $800 simply by transferring $800 to the customer’s
checking account. The bank must keep in reserve 20 percent of
this new deposit—$160—but now it can lend the remaining $640.
This $640 is, in turn, treated as a new deposit. Eighty percent of
it—$512—can again be lent. The process continues, with each new
deposit giving the bank new funds to continue lending. The origi-
nal $1,000 becomes $5,000. 

Of course, a bank usually does not lend and receive back the
same money. Its customers will probably withdraw money and
spend it or deposit it in another bank. As the money finds its way
into a second and third bank, and so on, each bank can use the
non-required reserve portion of the
money to make more loans. This
process is known as the multiple
expansion of the money supply.

#

Understanding Key Terms
1. Define loose money policy, tight money policy,

fractional reserve banking, reserve requirements.

Reviewing Objectives
2. Graphic Organizer Create a chart to

describe the effect of loose money and tight
money policies on the actions listed below.

3. What is the purpose of fractional reserve banking?

4. How does the money supply expand?

Applying Economic Concepts
5. Monetary Policy If there is a 10 percent

reserve requirement, by how much does the
money supply expand if the Fed injects $100 of
new money? By how much does it expand if the
reserve requirement is raised to 20 percent?

Critical Thinking Activity

Practice and assess
key skills with

Skillbuilder Interactive
Workbook, Level 2.

2

6. Synthesizing Information Analyze
Figure 15.6 on page 409. Create a similar
scenario showing the expansion of the money
supply. Begin the expansion by depositing
$200 into Bank A. Assume that the reserve
requirement is 20 percent.

Effect on . . . Loose Money Policy Tight Money Policy

Borrowing

Consumer buying

Businesses

Employment

Production

410

Reteach
Have students write two para-

graphs, one explaining the differ-
ence between tight money policy
and loose money policy, the other
explaining how fractional reserve
banking helps to expand the money
supply.

1. All definitions can be found in the Glossary.
2. Loose Tight 

Effect on . . . Money Policy Money Policy
Borrowing Increases Decreases
Consumer Increases Decreases

buying
Businesses Expand Contract
Employment Rises Falls
Production Increases Decreases

3. Banks hold a certain percentage of total
deposits in reserve to meet Fed requirements,
and this helps regulate the money supply.

4. Since banks have to keep only a fraction of
deposits in reserve, they are able to lend the
excess reserves, thus expanding the money
supply.

5. $1,000; $500
6. The money supply will expand by $1,000.

Have students determine
whether a high reserve requirement
or low reserve requirement is desir-
able for economic growth.

Name Date Class 

15, 2

loose money policy Monetary policy that makes credit inexpensive and plentiful (page 408)

tight money policy Monetary policy that makes credit expensive and in short supply (page 408)

fractional reserve banking System in which only part of a bank’s deposits are kept on hand, the rest
being available for loans to borrowers or otherwise invested (page 408) 

reserve requirements Fed regulations that require banks to keep a certain percentage of their deposits as
cash in their own vaults or as deposits in their Federal Reserve district bank (page 408)

For use with textbook pages 407–410

M ONEY SUPPLY AND THE ECONOMY

DRAWING FROM EXPERIENCE

Perhaps you wanted to buy something but did not have the money. When you asked some rela-
tives or friends for a loan, they replied “I’d like to help you, but money is pretty tight right now.”
What effect did their tight money supply have on your ability to satisfy your want? Multiply that
result by countless millions of consumers and you can begin to understand how the size of the
nation’s money supply effects the health of the economy.

This section focuses on the effect of tight and loose money policies on the nation’s money supply,
and on the Fed’s role in managing money policy. 

ORGANIZING YOUR THOUGHTS

Use the chart below to help you take notes as you read the summaries that follow Circle either

KEY TERMS

Reading Essentials and 
Study Guide 15–2

M ONEY SUPPLY AND THE ECONOMY

Multiple Choice: In the blank at the left, write the letter of the choice that best
completes the statement or answers the question. (10 points each)

6. Which of the following is a result of a loose money policy?

a. people are willing to borrow money b. people are unwilling to borrow money
c. consumers hesitate to buy new homes d. businesses postpone expansion

7. Which of the following is a result of a tight money policy?

a. people are willing to borrow money b. businesses cut back production
c. consumers are willing to buy new homes d. businesses expand 

SCORE

A
1. loose money policy

2. tight money policy

3. fractional reserve banking

4. reserve requirements

5. monetary policy

B
a. monetary policy that makes credit expensive and in

short supply

b. policy that involves changing the rate of growth of
the money supply

c. regulations set by the Fed requiring banks to keep a
certain percentage of their deposits as cash

d. monetary policy that makes credit inexpensive and
abundant

e. system in which only a fraction of the deposits in a
bank is kept on hand

Matching: Place a letter from Column B in the blank in Column A. (10 points each)

Name Date Class 

15, 2

Section Quiz 15–2

http://www.businessweek.com
http://www.bog.frb.fed.us
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Figure 15.7 explains how changes in the reserve requirement
affect the nation’s money supply.

As Part C of Figure 15.7 shows, the Fed may raise reserve
requirements. To build up its reserves to meet the new require-
ment, a bank has several possibilities. It can call in some loans,
sell off securities or other investments, or borrow from another
bank or from the Federal Reserve. Obviously, because all banks
would have to increase their reserves, this action would decrease
the amount of money in the economy. Raising reserve require-
ments, then, could be used to help slow down the economy if it
were expanding too rapidly.

Even small changes in the reserve requirement can have major
effects on the money supply. As a result, some believe that this
tool is not precise enough to make frequent small adjustments to
the money supply. In recent years, changing the reserve require-
ment has not been used to regulate the money supply.

Raising and Lowering
Reserve Requirements

Fed Action

Suppose a bank has $1 million in deposits, and
the reserve requirement is 10 percent. The bank
must keep at least $100,000 in reserves.

If the Fed wanted to increase the money supply,
it could lower the reserve requirement to 5 per-
cent, for example. The bank would then need to
keep only $50,000 in reserves. It could lend out
the other $950,000. This additional $50,000
would expand the money supply many times
over as it was lent and redeposited. This could
help pull the economy out of a recession.

Suppose instead that the Fed wanted to decrease
the money supply, or at least slow down its rate
of growth. It could do this by increasing the
reserve requirement from 10 to 15 percent. 
The bank in this example would then need to
keep $150,000 on reserve—$50,000 more than
with a 10% reserve requirement.

$ Amount Bank
May Loan

$900,000

$950,000

$850,000

Reserve
Requirement

10% (10% �
$1,000,000 =
$100,000)

5% (5% �
$1,000,000 =
$50,000

15% (15% �
$1,000,000 =
$150,000)

Bank
Deposits

Part A
$1,000,000

Part B
$1,000,000

Part C
$1,000,000

FIGURE 15.7FIGURE 15.7
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Terms to Know
• discount rate
• prime rate
• federal funds rate
• open-market operations

Reading Objectives
1. How can the Fed use

reserve requirements to
alter the money supply?

2. How does the discount rate
affect the money supply?

3. How does the Fed use
open-market operations?

4. What are some of the diffi-
culties of carrying out mon-
etary policy?

READER’S GUIDE

T he main goal of the Federal Reserve is to keep the money
supply growing steadily and the economy running
smoothly without inflation. As you’ll learn in this section,

the Fed uses several tools to achieve a smoothly running economy.

Changing Reserve Requirements
The Federal Reserve can choose to control the money supply

by changing the reserve requirements of financial institutions.
The lower the percentage of deposits that must be kept in reserve,
the more dollars are available to loan. The reverse is also true.

THE COLUMBUS DISPATCH, JULY 1, 1999

Like a driver applying a quick tap of the brakes, the
Federal Reserve yesterday raised the cost of borrowing
to keep the U.S. economy from
running ahead too fast.

As a result, consumers
can expect to pay a little
more when buying homes,
cars, and other big-
ticket items, as
well as when car-
rying credit-card
balances.

$FED$

Slow
Down

3
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Overview
Section 3 discusses the methods

the Fed uses to regulate the money
supply—the reserve requirement,
the discount rate, and open-market
operations—and explains the diffi-
culties associated with instituting
monetary policy.

Answers to the Reading Objectives
questions are on page 417.

Preteaching Vocabulary
Have students skim the section

to locate the in-text definitions of
the Terms to Know. Then have
them write a brief explanation of
the differences among the terms
discount rate, prime rate, and federal
funds rate.

Vocabulary PuzzleMaker

READER’S GUIDE

Have students review the infor-
mation in Figure 15.7. Then ask
the following questions: Which
action—the one in Part B or the
one in Part C—might the Fed
take to halt a downturn in busi-
ness activity? (the one in Part B)
Which action—the one in Part B
or the one in Part C—might the
Fed take to bring inflation under
control? (the one in Part C)

L ECTURE LAUNCHER
Controlling the money supply is a delicate process. For this reason the Fed rarely utilizes its
most direct and powerful tool, a change in reserve requirements. The last significant change
to reserve requirements was in April of 1992, when the rate on transaction accounts (check-
ing) was reduced from 12% to 10%. What is the primary goal of the Federal Reserve as it
regulates the money supply. What three tools can the Fed use to adjust the money supply?

I. Changing Reserve Requirements

A. The lower the percentage of deposits in reserve, the more money available to loan out.

B. When the Fed raises its reserve requirements, banks can call in loans, sell off 
investments, or borrow from another bank (or the Federal Reserve).

C. Raising the reserve decreases the amount of money in the economy and slows it
down.

D. Because of the extreme effect on money supply, the Fed has not been raising the
reserve recently.

• Discussion Question

Explain the difficulties a bank might encounter when trying to increase its reserves.
(The bank will have to borrow funds from other institutions that may have high interest 
rates. The bank might have to sell off investments at a loss because it needs the funds 
immediately. The bank might have to recall loans and create bad relationships with customers.)

15-3

PAGES 412–413

Daily Lecture Notes 15–3

Mixed Learners Some students learn best visually, while others are auditory learners.
Many are “mixed” learners, who use a combination of visual and auditory cues to learn.
Ask students to look at and then think about the information in Figure 15.7. Have them
read the paragraphs on pages 412 and 413 under the heading “Changing Reserve
Requirements.” Point out that references in the text to Figure 15.7 act as a method of
combining different cues to facilitate learning.

Refer to Inclusion for the Social Studies Classroom Strategies and Activities for
students with different learning styles.

Meeting Special Needs

Guided Practice
L1 Organizing Ideas Write How the
Fed Regulates the Money Supply on the
board. Beneath this title, draw a two-
column chart with “Action” and
“Impact on Money Supply” as col-
umn headings. Call on volunteers to
add actions and outcomes to the
appropriate columns. Have students
copy the completed chart into their
notebooks for review purposes.

Project Daily Focus
Transparency 62 and have 
students answer the questions.

This activity is also available
as a blackline master.

R EGULATING THE MONEY SUPPLY

M1 = Currency (coins and paper money) plus M2 = M1 plus

• Traveler’s Checks • Savings Deposits

• Demand Deposits (checking accounts) • Money Market Mutual Funds 
(MMMFs)

• Other Checkable Deposits (OCDs) • Small Time Deposits (STDs)

1. What is the difference between M1 and M2?

2. Which component of the money supply had the greatest 
percentage increase in 1991?
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Source: Board of Governors of the Federal Reserve System

BELLRINGER
Motivational Activity

Daily Focus Transparency 62
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federal funds rate: interest rate
that banks charge each other on
loans (usually overnight)

Federal Funds Rate The interest rate the Fed is referring to is
the federal funds rate. This is the interest rate that banks charge
each other for short-term loans (usually overnight). Why would
one bank need to borrow from another? Suppose a customer walks
into Bank A late in the day and withdraws a large amount. In order
to provide funds to the customer, the bank must dip into its
required reserves. Before the banking day ends, Bank A must raise
its reserves to the required amount or pay a penalty to the Fed.

Bank A could borrow money from the Fed as discussed 
earlier, but the discount rate may be too high. Instead, Bank A
approaches Bank B for a loan. Bank B happens to have excess
reserves that day, so it loans Bank A the money it needs at
the federal funds rate. This federal funds market is active—
billions of dollars of reserves are borrowed and loaned
each business day.

If the Fed causes the federal funds rate to drop from 
5.25 percent to 5 percent, banks will borrow more and,
thus, lend more. This increases business activity in the
economy. In contrast, the chairman of the Fed may
publicly state the opposite—that the Fed is causing
the federal funds rate to rise from, say, 5.5 percent
to 5.75 percent. At this higher rate, banks will
reduce their borrowing from other banks as well as
raise the interest rates they charge their own customers.
Economic activity will contract. See Figure 15.8.

Federal Funds Rate When the media discusses a rate hike or reduction by the Fed, they are 
referring to the federal funds rate, or the interest rate that banks charge each other for overnight
loans. How does an increase in the federal funds rate affect you as a banking customer?

15.815.8

FOX TROT

415

© 1999 Bill Amend. Distributed by Universal Press Syndicate.
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discount rate: interest rate that
the Fed charges on loans to
member banks

prime rate: rate of interest that
banks charge on loans to their
best business customers

Changing the Discount Rate
Sometimes a bank will find itself without enough reserves to

meet its reserve requirement. This situation may occur if cus-
tomers unexpectedly borrow a great deal of money or if deposi-
tors suddenly withdraw large amounts. The bank must then
borrow funds to meet its reserve requirement. One of the ways
it can do this is to ask its Federal Reserve district bank for a
loan. The district bank, like any other bank, charges interest.
The rate of interest the Fed charges its member banks is called
the discount rate.

If the bank does borrow from the Fed, this newly created
money would then be available for lending to individuals or busi-
nesses, thus increasing the money supply. If the discount rate is
high, the bank passes its increased costs on to customers in the
form of higher interest rates on loans. For example, it might raise
its prime rate—the interest rate it charges its best business cus-

tomers. High discount rates, by
discouraging borrowing, might
keep down the growth of the
money supply.

In contrast, if the discount
rate is low, even a bank with
sufficient reserves might bor-
row money. The loan will raise
the bank’s reserves and
increase its ability to make
loans. Thus, a reduction in the
discount rate may increase the
total money supply.

Changing the discount rate,
like changing the reserve
requirement, is rarely used by
the Fed as a tool of monetary
policy. Rather, either through 
its chairman or its Federal 
Open Market Committee, the
Fed periodically states that it 
is going to change “the” inter-
est rate. Because there are
many interest rates in the 
economy, which one does 
the Fed mean?

Decisions made by the Federal Open Market
Committee (FOMC) may have an impact far beyond
the American economy. Immediately after the FOMC
announces its actions, American financial markets
respond. Traders consider how these actions will affect
the economy, and they buy or sell stocks and bonds
accordingly. As a result, stock and bond prices rise or
fall, sometimes sharply.

By the end of the business day in the United States,
financial markets in Asia are opening. Traders and
investors there read the Fed’s actions and note the
response of the American markets, often following the
example of their American counterparts. A comparable
situation develops a few hours later in Europe, when
financial markets open there. As one American finan-
cial expert has noted, “The Fed has become the domi-
nant central bank in the world.” ■

Worldwide Influence

414 CHAPTER 15
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L2 Understanding Ideas On the
board, write several actions that the
Fed might take—the Fed lowers the
discount rate; the Fed raises the
reserve requirement; and the Fed
sells Treasury bills, for example.
Have students transform each action
into a newspaper headline. In brief
articles to accompany the headlines,
have students outline the impact of
each action on the economy.

For use with textbook pages 412–417

R EGULATING THE MONEY SUPPLY

FILLING IN THE BLANKS

Directions Use your textbook to fill in the blanks using the words in the box. Some words may be used
more than once.

discount rate prime rate securities
federal funds rate open-market operations money supply
economy Federal Reserve deposits
reserve requirement interest rates loans
Treasury bills M1
economy

Introduction/Changing Reserve Requirements
The main goal of the Federal Reserve is to keep the 1 __________________________ growing steadily and the 

2 __________________________ running smoothly without inflation. The 3 __________________________ can 

control the money supply by changing the reserve requirement of financial institutions. The lower the percentage of 

4 __________________________ that must be kept in reserve the more dollars available to loan. The Fed may also raise

the 5 __________________________ for individual banks. 

Changing the Discount Rate
If a bank finds itself without enough reserves to meets its reserve requirements, it can make a loan from a 

6 district bank The rate of interest the Fed charges its member banks is called

Name Date Class 

15-3

Guided Reading Activity 15–3

ECONOMICS 
& YOU

The Federal Reserve System
and Monetary Policy

!99B0" Chapter 22 
Disc 1, Side 2

ASK: What technique does the
Fed use to slow down the
economy, and how does it
work? The Fed attempts to slow
down the economy by raising
interest rates. This makes money
more expensive to borrow and
encourages consumers and busi-
nesses to postpone purchases.

Also available in VHS.

Organize students into groups of four. Have groups investigate and write illustrated
reports explaining how the Fed’s actions affected the overall economy during and immedi-
ately after World War I, during the 1920s, during the Great Depression, and during and
immediately after World War II. Have group members assign time periods among them-
selves. Direct each group to combine its reports into a booklet titled “A History of Federal
Reserve Policies.” BLOCK SCHEDULING

Cooperative Learning

Independent
Practice
L2 Constructing Graphs Have stu-
dents research the average prime
interest rates for the last 25 years.
Direct students to present their find-
ings in graph form. Ask students to
indicate on their graphs the periods
when the Fed might have been fol-
lowing a loose money policy and
when the Fed might have been fol-
lowing a tight money policy.

Answer: Banks raise the interest
rates they charge their own cus-
tomers.

The Fed also makes short-term
hard currency loans to regulate
the money supply. In the last week
of 1999, for example, the Fed
made about $20 billion in short-
term loans to member banks. 
Fed officials wanted to make sure
that banks had enough reserves 
in case customers, uncertain of
the impact of the computer 
“millennium bug,” withdrew 
large amounts of cash.

Remind students that one method used by the Fed to regulate the nation’s money sup-
ply is the purchase and sale of government securities. Ask students to conduct research
on one kind of government security, the Treasury bill (T-bill). Direct them to find out values,
maturities, and interest rates of these securities. Finally, have students examine the
advantages and disadvantages of buying T-bills. Ask students to present their findings in
brief illustrated reports.

Free Enterprise Activity

Project Economic Concepts
Transparency 18 and have students
discuss the accompanying questions.
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Throughout its history, the Fed’s monetary
policies have been criticized. In some instances of
rising inflation, the Fed increased the amount of
money in circulation, thereby worsening infla-
tion. During other periods when the economy
was slowing down and going into recession, the
Fed decreased the money supply. This action
made the recession worse.

To prevent such misjudgments, some critics
of the Fed have requested that the money supply
simply be increased at the same rate every year.
They recommend that the Fed not engage in
monetary policy.

Although the Fed is protected from direct
political pressure, it nonetheless still receives
conflicting advice from many directions. In
addition, the Fed is not the only force working
to affect the economy. The spending and taxing
policies of the federal government are also at
work. The Fed’s task is to consider all of these
factors as it plots a course for the growth of the
economy as well as one that ensures price stability.

Understanding Key Terms
1. Define discount rate, prime rate, federal funds

rate, open-market operations.

Reviewing Objectives
2. How can the Fed use reserve requirements to

alter the money supply?

3. How does the discount rate affect the money
supply?

4. What are some of the difficulties of carrying out
monetary policy?

5. Graphic Organizer Create a diagram like the
one in the next column to show how the Fed
uses open-market operations to change the
money supply.

Applying Economic Concepts
6. Monetary Policy If you were responsible for

controlling the nation’s money supply, which tool
would you use? Why?

7. Synthesizing Information Imagine that
you are the chairman of the Fed. Write a
paragraph to the general public explaining
why you are raising the federal funds rate.
Include the words “inflation” and “recession”
in your explanation.

Critical Thinking Activity

3

Job Description
■ Prepare, ana-

lyze, and verify
financial
reports and
taxes

■ Prepare bud-
gets and man-
age assets

Qualifications
■ Bachelor’s

degree in
accounting

■ Passage of
CPA (Certified
Public
Accountant)
exam often
required

Starting Salary: $29,400

Job Outlook: Average

CAREERS
Accountant

–Occupational Outlook Handbook, 1998–99

Fed Sells Securities

Fed Buys Securities

Practice and assess
key skills with

Skillbuilder Interactive
Workbook, Level 2.
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Reteach
Refer students to the Section

Objectives on page 412. Have them
use information in the section to
answer these questions.

1. All definitions can be found in the Glossary.
2. When the Fed raises the reserve require-

ment, banks must hold more of their
deposits in reserve, and this decreases the
money supply. When the Fed lowers the
reserve requirement, banks must hold less
of their deposits in reserve, and this
increases the money supply.

3. A reduction in the discount rate increases
the money supply, while an increase in the

discount rate decreases the money supply.
4. It is difficult to gather and evaluate informa-

tion on M1 and M2. The Fed often receives
conflicting advice on actions to take. The
Fed is not the only force working to affect
the economy.

5. Diagram should show that when the Fed
buys government securities on the open
market, it increases the money supply by
putting more money into circulation, and

when the Fed sells government securities,
it decreases the money supply by taking
money out of circulation.

6. Some students will suggest the federal
funds rate, since it is the tool that has an
immediate impact on the economy. Others
may suggest open-market operations, since
it is the major tool that the Fed uses to con-
trol the money supply.

7. Have students share their paragraphs.

Call on students to identify and
explain the various methods the Fed
uses to regulate the money supply.

Name Date Class 

15, 3

discount rate Interest rate that the Fed charges on loans to member banks (page 414)

prime rate Interest rate that banks charge on loans to their best business customers (page 414)

federal funds rate Interest rate that banks charge each other on loans (usually overnight) (page 415)

open-market operations The buying and selling of United States securities by the Fed in order to affect
the money supply (page 416)

For use with textbook pages 412–417

R EGULATING THE MONEY SUPPLY

DRAWING FROM EXPERIENCE

Suppose that you have decided to buy a car on credit. A month ago you inquired about financing
and the bank informed you of its interest rate on a three-year auto loan. Today you found the car
you want to buy. However, you discover that the bank’s interest rate is now nearly one percent
higher! You remember a news report a few days ago that the Fed has raised interest rates, but
you did not think the government sets the interest rate on auto loans. What is going on here?
Why has the cost of buying your car suddenly gone up?

This section focuses on the tools the Federal Reserve uses to control the money supply and keep
the economy running smoothly.

ORGANIZING YOUR THOUGHTS

U th h t b l t h l t k t d th i th t f ll Thi k b t

KEY TERMS

Reading Essentials and 
Study Guide 15–3
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open-market operations: buy-
ing and selling of United States
securities by the Fed to affect the
money supply

Open-Market Operations
Buying and selling government securities, called open-market

operations, is the major tool the Fed uses to control the money
supply. As you may remember from Chapter 10, securities are gov-
ernment IOUs such as Treasury bills, notes, and bonds. The term
open market is used because these securities are bought and sold in
the open market through dealers who specialize in buying and sell-
ing government securities. An open market is one that is open to
private businesses and not controlled or owned by the government. 

When the Fed buys securities—such as Treasury bills—it pays
for them by making a deposit in the account of the security
dealer’s bank. This deposit increases the bank’s reserves and
therefore the amount of money it can lend, thus increasing the
money supply. Remember the multiple expansion of money that
you learned about in Section 2? When the Fed adds even a rela-
tively small amount of new reserves into the banking system,
banks can create money by holding on to required reserves and
loaning out the rest.

In contrast, when the Fed sells Treasury bills to a dealer, the
dealer’s bank must use its deposits to purchase the securities.
This action means that banks have fewer reserves to support
loans and must reduce their lending. The multiple expansion of
money works in reverse by taking more money out of circulation
than just the initial withdrawal. 

Difficulties of Monetary Policy
Economists sometimes describe the Fed’s control over the

money supply as similar to a driver’s control over a car. Like a
driver, the Fed can accelerate or brake, depending on what phase
of the business cycle the economy is in. In reality, the Fed cannot
control the money supply as quickly and as surely as a driver can
control a car.

One problem is the difficulty in gathering and evaluating
information about M1 and M2. As you know, the money supply
is measured in terms of M1—currency, traveler’s checks, and
checkable accounts—and M2—which is M1 plus certain near mon-
eys. In recent years, new savings and investment opportunities
have appeared. Keeping track of the growth of M1 and M2
becomes more difficult as money is shifted from savings accounts
into interest-paying checkable accounts or from checkable
accounts into money market deposit accounts. The increased use
of credit cards and electronic transfer funds has also changed the
way money circulates through the economy.
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Name Date Class 

15, 3

R EGULATING THE MONEY SUPPLY

Multiple Choice: In the blank at the left, write the letter of the choice that best
completes the statement or answers the question. (10 points each)

6. If the Fed lowers the reserve requirement,

a. less money is available to loan. b. more money is available to loan.
c. banks lose business. d. fewer people get credit.

7. To decrease the money supply, the Fed can

a. decrease the reserve requirement. b. buy more Treasury bills.
c. increase the reserve requirement. d. request permission from Congress.

8. Which of the following might result if the Fed increases the discount rate?

i i th t t l l b b k b i

SCORE

A
1. discount rate

2. prime rate

3. federal funds rate

4. open-market operations

5. reserve requirements

B
a. buying and selling of U.S. securities by the Fed to

affect the money supply

b. rate of interest that banks charge on loans to their
best business customers

c. percentage of deposits that a bank must keep as
cash

d. interest rate that the Fed charges on loans to banks

e. interest rate that banks charge each other on loans

Matching: Place a letter from Column B in the blank in Column A. (10 points each)

Section Quiz 15–3

LESSON 8: MONETARY POLICY
Have students click on the

Advanced Topic “The Reserve
Requirement.” Then have them
click on “Math Practice” and com-
plete the problems.

Supplied in both CD-ROM and
disk formats.

Varying Discount Rates
Discount rates vary from nation

to nation. At the end of 1999,
when the discount rate in the
United States stood at 4.75 per-
cent, the discount rate in Canada
was 5.0 percent, Great Britain’s
was 6.0 percent, and Japan’s was
0.5 percent.

Buying Treasury Securities Many investors buy Treasury securities directly from com-
mercial banks. To avoid the fee that commercial banks charge on such transactions, how-
ever, some investors buy directly from a Federal Reserve district bank or one of its
branches. Interested buyers must submit an offer for the securities they want to buy. The
submission must be made on the appropriate forms and accompanied by payment—either
cash or certified check. 

Extending the Content

Meeting Lesson
Objectives

Assign Section 3 Assessment as
homework or an in-class activity. 

Use Interactive Tutor Self-
Assessment Software to review 
Section 3.

417
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Organization and
Functions of the Federal
Reserve System

• Congress created the Federal Reserve System, or
Fed, in 1913 as the central banking organization 
in the United States.

• The Fed is made up of a Board of Governors
assisted by the Federal Advisory Council, the
Federal Open Market Committee, 12 district
banks, 25 branch banks, and thousands of 
member banks.

• Among the Fed’s functions are check clearing,
acting as the federal government’s fiscal agent,
supervising member state banks, holding reserves,
supplying paper currency, and carrying out monetary
policy.

Money Supply and 
the Economy

• The most important function of the Fed is monetary
policy, or controlling the rate of growth of the
money supply.

• With a loose money policy, credit is abundant and
inexpensive to borrow. With a tight money policy,
credit is in short supply and is expensive to borrow.

• The banking system is based on fractional reserve
banking, in which banks hold a certain percentage
of their total deposits either as cash in their vaults
or in Fed banks.

• After banks meet the reserve requirement, they
can loan out the rest to create what is, in effect,
new money.

Regulating the
Money Supply

• The Fed can control the money supply by changing
the reserve requirements of financial institutions.
Lowering the requirement allows banks to loan
more, thus increasing the money supply.

• Other tools the Fed can use are changing the discount
rate and federal funds rate, which also affect the
prime rate. By making borrowing more expensive,
banks and consumers are discouraged from spend-
ing, which halts the growth of the money supply.

• The main tool the Fed uses to control the money
supply is open-market operations—buying and
selling government securities. By depositing money
in the banking system (buying securities), the
money supply grows. By withdrawing money from
the banking system (selling securities), the money
supply decreases.

SECTION 3

SECTION 2

SECTION 1

C H A P T E R

Chapter Overview Visit the Economics 
Today and Tomorrow Web site at ett.glencoe.com
and click on Chapter 15—Chapter Overviews
to review chapter information.

15

Use the Chapter 15 Summary to
preview, review, condense, or
reteach the chapter.

Preview/Review
Vocabulary PuzzleMaker Soft-

ware reinforces the key terms used
in Chapter 15.

Interactive Tutor Self-Assess-
ment Software allows students to
review Chapter 15 content.

Condense
Have students listen to the

Chapter 15 Audio Program (also
available in Spanish) in the TCR.
Assign the Chapter 15 Audio Pro-
gram Activity and give students the
Chapter 15 Audio Program Test.

Reteach
Have students com-

plete Reteaching Activity 15 in the
TCR (Spanish Reteaching Activities
are also available).

C H A P T E R 15

ECONOMICS 
& YOU

The Federal Reserve System
and Monetary Policy

!99B0" Chapter 22 
Disc 1, Side 2

If you do not have access
to a videodisc player, the
Economics & You programs are
also available in VHS.

Federal Reserve System Have students track the paper currency that they handle in
one week. Ask them to record the value and issuing Federal Reserve Bank of each note.
At the end of the week, have students collate their data in one table to see from which
Federal Reserve Banks the various denominations originated. Then direct each student to
present the class findings in the form of a bar graph or map of the Federal Reserve
System.

Economics Journal

■ Chairman of the
Federal Reserve
Board since 1987

■ Chairman of the
Council of
Economic Advisers
under President
Gerald Ford

■ Member of the
Economic Policy
Advisory Board
under President
Ronald Reagan

A s Chairman of the Federal
Reserve Board, Alan

Greenspan monitors develop-
ments in the United States 
economy—the impact of new
technologies, for example. In this
excerpt, Greenspan discusses the
economic impact of information
technology.

“The American economy,
clearly more than most, is in the
grip of what the eminent Harvard
professor, Joseph Schumpeter,
many years ago called ‘creative
destruction,’ the continuous
process by which emerging tech-
nologies push out the old.
Standards of living rise when
incomes created by the productive
facilities employing older, increas-
ingly [outdated], technologies are
marshaled to finance the newly
produced capital assets that
embody cutting-edge technologies. 

. . . Of course, large remnants
of imprecision still persist, but the
remarkable surge in the availabil-
ity of real-time information in

recent years has sharply reduced
the degree of uncertainty con-
fronting business management.
This has enabled businesses to
remove large swaths of now unnec-
essary inventory, and dispense
with [redundant use of] worker[s]
and capital. . . . As a consequence,
growth in output per work hour
has accelerated, elevating the stan-
dard of living of the average
American worker. 

. . . Moreover, technological
innovations have spread far
beyond the factory floor and 
retail and wholesale distribution
channels. Biotech, for example, is
revolutionizing medicine and agri-
culture, with far-reaching conse-
quences for the quality of life not
only in the United States but
around the world.”
Checking for Understanding

1. What does Greenspan mean by the
term “creative destruction”?

2. How, according to Greenspan, have
technological innovations fundamen-
tally changed the economy?

Alan Greenspan
ECONOMIST (1926–)
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Background
Point out that Greenspan

assumed control of the Fed shortly
before the stock market crash of
1987. Greenspan has often taken
aggressive action to curb the threat
of inflation. This earned him harsh
criticism from many quarters.
However, the United States has
experienced a period of sustained
growth and low inflation through-
out Greenspan’s tenure at the Fed.

Answers to Checking for Understanding
1. the continuous process by which new technologies push out old technologies
2. Technological innovations have enabled businesses to use workers and capital more

efficiently, accelerating growth in output per work hour and elevating the standard of
living of the average American worker.

Have students search the Internet
for articles on Alan Greenspan and
his policies. Tell students that a
good starting point for their search
might be the Federal Reserve 
Board of Governors Web site at
www.bog.frb.fed.us. By using 
the menu on the left of the page,
they can access speeches made by
Greenspan. Have students write
brief synopses of the articles they
find. Call on volunteers to share
their synopses with the rest of the
class.

http:/www.bog.frb.fed.us
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9. Why is it difficult for the Fed to gather and
evaluate information about M1 and M2?

10. Why do some of the Fed’s critics think
the Fed should not engage in monetary
policy?

Thinking Critically
1. Understanding Cause and Effect Create a

flowchart like the one below to show how
the banking system creates money.

2. Making Comparisons What is the advan-
tage for banks to be members of the
Federal Reserve today? How does this 
differ from the past?

3. Identifying Alternatives How do you think
the Fed would operate differently if it were
under the control of the executive branch?

Applying
Economic Concepts
Monetary Policy Look at Figure 15.2 on
page 402. Use the map to answer the follow-
ing questions.
1. In what federal district do you live?
2. What is the Federal Reserve Bank city of

district 9?
3. What is the Federal Reserve Bank city of dis-

trict 4? What are district 4’s branch cities?
4. What are the branch cities of district 11?
5. To what district bank would checks writ-

ten in Hawaii go first?

Cooperative
Learning Project

Working in groups, imagine that you 
are members of the Federal Open Market
Committee. Eight times a year, you meet to
discuss whether changes in the supply of
money are necessary. The research staff
presents information about the state of 

the economy. Write a list of the different
types of information you think the members
of the FOMC should have during their 
meetings.

Reviewing Skills
Outlining Reread and outline Section 3 
of this chapter, using the following as 
your skeleton: 
I. Regulating the Money Supply

A. Changing reserve requirements
B. Changing the discount rate
C. Open-market operations
D. The difficulties of monetary policy

After outlining the information, develop a
convincing argument in favor of one mone-
tary tool over the use of the other two mone-
tary tools. Summarize your argument and
present that summary in a short speech to
the class using your outline.

Technology
Activity
Using the Internet On the Internet, check 
the most recent issue of the Federal Reserve
Bulletin for the current reserve requirements
and discount rate. Check the same month’s
issue for the last four years to see how often
they have changed and by how much. Track
these data on a chart.

Select a nation and research its central
banking organization. Does the country have
a “central bank”? If so, how does it regulate
the money supply? If not, what controls does
the country have in place to avoid inflation or
recessions? Present your findings to the class.

Reviewing Skills
I. Regulating the Money Supply

A. Changing reserve require-
ments

B. Changing the discount rate
1. Prime rate
2. Federal funds rate

C. Open-market operations
1. Buying government 

securities
2. Selling government 

securities
D. Difficulties of Monetary

Policy
1. Gathering and evaluating

information on M1 and M2
2. Criticism of Fed policies
3. Conflicting advice on 

policies
4. Fed not only force working

to affect economy

Arguments and monetary policy
tools will vary.

Technology Activity
Have students share and com-

pare their charts.

Analyzing the
Global Economy

Encourage students to present
their findings in an illustrated
report.

ASK: When the reserve require-
ment is 5 percent, how much of
a $1,000 deposit will be avail-
able for loans? $950 If the
reserve requirement is 7 per-
cent, how much of this deposit
may be used for loans? $930

Chapter Bonus
Test Question

CHAPTER 15
Assessment and Activities
CHAPTER 15

Assessment and Activities

Identifying Key Terms
Write the letter of the definition in Column B
that correctly defines each term in Column A.

Column A
1. Fed
2. prime rate
3. tight money policy
4. reserve requirements
5. monetary policy
6. open-market operations
7. discount rate
8. loose money policy
9. federal funds rate

10. check clearing

Column B
a. means of changing the growth rate of the

money supply
b. central banking system in the United States
c. purchases and sales of United States

securities by the Fed
d. method by which a check deposited in

one bank is transferred to another bank
e. the interest paid by banks when they

borrow reserves among themselves

f. situation in which credit is expensive to
borrow

g. the interest paid by banks when they bor-
row from a Fed district bank

h. situation in which credit is inexpensive to
borrow

i. the interest rate that banks charge their
best customers for loans

j. rule that banks keep a certain percentage
of their deposits as cash

Recalling Facts and Ideas
Section 1
1. What does the Board of Governors do

within the Fed?
2. How many Fed banks and branches are

there?
3. Which agency of the federal government

supplies paper currency to the economy?

Section 2
4. What are the two basic types of monetary

policies?
5. In a 10 percent fractional reserve banking

system, what happens to the money sup-
ply when the Fed injects $100 of new
money into the American economy?

6. Why do banks have to keep money in
reserve accounts?

Section 3
7. The Fed can change the money supply in

circulation by changing reserve require-
ments. What are two other methods that 
it can use to do this?

8. If the Fed wants to decrease the money
supply, what can it do?

15

Self-Check Quiz Visit the Economics 
Today and Tomorrow Web site at ett.glencoe.com
and click on Chapter 15—Self-Check Quizzes
to prepare for the Chapter Test.

420 CHAPTER 15
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Identifying Key
Terms
1. b 6. c
2. i 7. g
3. f 8. h
4. j 9. e
5. a 10. d

Recalling Facts 
and Ideas
1. It directs the operations of the

Federal Reserve System.
2. 12 Federal Reserve Banks and

25 branch banks
3. Department of the Treasury
4. loose money policy and tight

money policy
5. A fraction of the money is kept

on reserve and the rest is avail-
able for loans.

6. because the Fed sets specific
reserve requirements for banks

7. changing the discount rate and
using open-market operations

8. raise reserve requirements,
increase the discount rate, 
and sell securities on the open
market

9. because money is shifted among
savings accounts, interest-
bearing checkable accounts, and
money market deposit accounts,

and because of the increased use of credit
cards and electronic transfers

10. because sometimes its actions have wors-
ened the situation—either inflation or
recession—they were designed to combat

Thinking Critically
1. The format of flowcharts may vary, but

should resemble the illustration in
Figure 15.6. 

2. Member banks, as stockholders in their
district bank, may vote for bank’s board
members and receive dividends on stock. 

3. Answers may vary but should suggest that
the Fed’s actions would be more influ-
enced by shifting political trends.

Have students visit the
Economics Today and Tomorrow
Web site at ett.glencoe.com to
review Chapter 15 and take the 
Self-Check Quiz.

MindJogger Videoquiz

Use MindJogger to review
Chapter 15 content.

Applying Economic
Concepts
1. Your Fed district
2. Minneapolis
3. Cleveland; Cincinnati, Pittsburgh
4. El Paso, Houston, San Antonio
5. San Francisco

Cooperative Learning
Project

Answers will vary but might include such
items as changes in money supply, discount
rate, reserve requirement, and Treasury secu-
rities issues and trading.

http://ett.glencoe.com
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