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Monetary policy is one of the means that governments have of controlling their 
economy. Governments can influence the speed of their economies by controlling 
the size and rate of growth of their money supply through monetary policy. In the 
U.S., the Federal Reserve, the U.S.’s Central Bank, controls monetary policy.

The Federal Reserve
The Federal Reserve (Fed) was created in 1913 as an independent government 
agency. The Fed has ultimate responsibility to Congress, but is insulated from 
day-to-day politics. The Fed is structured with a Board of Governors, twelve district 
banks and the Federal Open Market Committee (FOMC), its main policy making 
committee. Benjamin Bernanke serves as Chairman of the Board of Governors 
and also chairs the FOMC.

Today, the Fed operates under the dual mandate to promote maximum 
employment and to maintain stable prices. This has been a difficult task given the 
state of the economy in the last five years.

Monetary Policy Tools
The Federal Reserve has many policy tools available to fulfill its mandates. Some 
policy tools are more conventional than others that we have witnessed the Fed use 
during the Great Recession. 

One of the main policy tools that the Fed uses is the federal funds rate. The 
federal funds rate is the interest rate that banks can earn on their reserves held at 
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the Fed. The Fed dictates this rate. In December of 2008, the Fed lowered 
the target federal funds rate to 0.25% where it has stayed since that time. A 
low federal funds rate—like what we have now—is designed to stimulate the 
economy. A low federal funds rate lowers short-term interest rates like the 
London Interbank Offered Rate (LIBOR), the rate that banks charge to lend 
one another for loans, and prime rates, the rate that banks charge their best 
customers. Lower rates then filter into interest paid on deposits and loans. 
In short, a low federal funds rate leads to expanded lending and increased 
spending and demand. The opposite is true for an increase in the federal 
funds rate.

The federal funds rate is determined by the FOMC’s 12 members which 
meet in Washington eight times per year. The FOMC consist of members 
from the Board of Governors, the President of the New York Fed and four 
other regional bank presidents. Markets have long tuned into discussions 
from the FOMC’s meetings; searched their meeting minutes for clues into 
the Fed’s policies because of their potential effects on the economy. The 
FOMC is scheduled to meet next on March 13th.

Quantitative Easing
When the conventional methods of stimulating the economy—like lowering 
the federal funds rate—are not doing enough, the Fed may use more 
unconventional policy tools. Quantitative easing is a good example of 
unconventional monetary policy. If nominal interest rates are already at 
or near zero, as they are now, then quantitative easing can be used to 
effectively further lower interest rates. Quantitative easing typically involves 
buying bonds or other assets from institutions with newly created money 
increasing the money supply and creating liquidity.

Since 2007, the Fed has lowered nominal interest rates through its federal 
funds rate and engaged in a number of quantitative easing programs. The 
programs consisted of buying bonds in the open market with newly created 
money, thus increasing the supply of money and liquidity. Although, any 
monetary stimulus program bears the risk of fueling inflation.

In the Fed’s first round of quantitative easing (QE1), from November 2008 to 
March 2010, the Fed bought mortgage-backed securities to help support that 
ailing market. During QE1 the Fed bought $1.25 trillion in mortgage-backed 
securities and $175 billion of agency debt with newly created money. The 
sheer size of QE1 caused the Fed’s balance sheet to expand considerably. 
The Fed also engaged in a second round of quantitative easing (QE2), from 
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November 2010 to June 2011. During QE2 the Fed bought $600 billion 
of longer-term treasury securities. The Fed’s objective was to promote a 
stronger pace of economic recovery and keep interest rates low. 

The latest monetary program that the Fed is currently engaged in is 
Operation Twist. To make financial conditions more accommodative, 
Operation Twist intends to push down longer-term yields. Lower longer-term 
yields, in a combination with already low interest rates, aims to stimulate 
mortgage and business loans. Unlike QE1 and QE2, the Fed is funding 
Operation Twist with existing funds rather than newly created money so 
that it does not affect the money supply. Through Operation Twist the Fed is 
selling $400 billion of shorter-term treasuries that it holds in its investment 
portfolio and buying longer-term treasuries with the proceeds. These 
transactions place pressure on longer-term interest rates to stay low. The 
program was announced in September 2011 and is schedule to finish in 
June of this year.

Recent Developments
Chairman Benjamin Bernanke has been making efforts to increase the 
transparency of the Fed’s operations. The Fed has recently published its 
economic projections. These new data points were first made available 
through the FOMC’s meetings on January 25th of this year. Through these 
economic projections we see that the Fed doesn’t foresee raising the federal 
funds rate until 2014. This goes further than the Fed’s previous efforts of 
pledging low rates for an extended period. 

The projections published by the Fed give insight into future Fed actions 
and monetary policy. Transparency into the Fed’s operations is important 
because of monetary policy’s profound effect on the economy. After all, 
prudent and transparent monetary policy are paramount to keeping our 
economy healthy.

S&P 500	
3 Month	 5.31%
Year-to-Date	 4.48%
1 Year	 4.19%
3 Year	 19.22%
5 Year	 0.33%

International 
Developed Stocks
3 Month	 -0.65%
Year-to-Date	 5.33%
1 Year	 -9.12%
3 Year	 13.95%
5 Year	 -3.31%

US Aggregate 
Bonds
3 Month	 1.90%
Year-to-Date	 0.88%
1 Year	 8.66%
3 Year	 7.39%
5 Year	 6.69%
As of 1.31.2012	
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Since August 2007, the Fed’s balance sheet has grown from $869 billion to 
over $2 trilllion.                                                          Source: The Federal Reserve

The Federal Reserve’s Balance Sheet
August 2007 to now
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Exchange Traded Funds (ETF), mutual funds and individual stocks are subject to risks and fluctuate in value. 
Neither asset allocation nor diversification assure a profit or protect against loss. International investing involves 
special risks including increased volatility, political risks, differences in auditing and other financial standards. 
Small-cap stocks have historically experienced greater volatility than average. High yield, lower-rated securities 
generally entail greater market, credit and liquidity risks than investment grade securities and may include higher 
volatility and higher risk of default. Bond prices are sensitive to changes in interest rates and a rise in interest rates 
can cause a decline in their prices. Past performance is no guarantee of future results. For more information about 
performance of Idaho Trust Strategies and our performance calculation methodology, please contact us. Actual 
client performance may vary from the performance of model portfolios and/or any strategy. No representation is 
hereby made of the risk and/or return of any particular portfolio. There is no guarantee that any suggested invest-
ment strategy will work in any market. You should fully and carefully consider all objectives, risks, expenses and 
fees before you invest.

Portfolios are illustrative only. Actual LifeNeeds™ Portfolios will vary from time to time as determined by Idaho 
Trust Bank. The Idaho Trust investment strategies will vary from time to time as determined by Idaho Trust Bank. 
The information and analysis expressed herein are for general information only and are not intended to provide 
specific advice or recommendations for any individual or entity. Information contained herein has been obtained 
by sources we consider reliable, but is not guaranteed. Any opinions expressed are based on our interpretation of 
data available to us at the time of the original publication of the report. These opinions are subject to change at any 
time without notice. 
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