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Regulation, Economics, and Corporate 
Finance 101 

 
This report – as you can probably tell from the title – is not aimed at giving you a brief 
run down on any one desk. However, that doesn’t make it less important to read through. 
 
The reality is that modern banks – like GS, JPM, BAML, etc. – have strict regulations 
governing them that shape the nature of the trading floor. The most obvious example of 
this is the introduction of the Volcker Rule – under Dodd Frank – that began to become 
fully in effect in 2015/16.  
 
This rule prohibits most forms of “proprietary trading” in areas such as credit and as a 
result many of the most profitable credit desks were wound down with traders then 
leaving to go to hedge funds.   
 
Before picking any desk, you should think about the desk in terms of the regulatory 
environment it operates within. In fact, one of the best questions you can ask people – 
while networking or on the job – is how they think about their desk in the context of the 
new regulatory regime governing the trading floor over the past five years.  
 
This report will also cover some basic economic indicators you should be keeping your 
eye on, that may come in an interview or be relevant to watch on the job, along with some 
very basic corporate finance background knowledge. 
 
What I’m really trying to do here is fill in the gaps on more general items that aren’t 
explicitly covered in the other product/desk-specific reports. Obviously, regulations, 
economics, and corporate finance are large topics! However, hopefully while reading 
through this you can see what areas you may need to fill in further.  
 
For an interview, it’ll be rare that you get asked any of these questions directly. However, 
having the contextual understanding of how regulations have shaped the floor, what 
economic indicators are important, and what the basics of corporate finance are is 
important to have in the back of your pocket.   
 

Primers 
 
Attached are seven short and sweet primers covering the most important elements of 
banking regulation for the trading floor and general economic definitions and trends.  
 
Regulation: 
 

• Financial Reform: Overview of the Volcker Rule 
• Introduction to Bank Regulation: Leverage and Capital Requirements  
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Economics: 
 

• Introduction to U.S. Economy: GDP and Economic Growth 
• Introduction to U.S. Economy: Inflation 
• Introduction to U.S. Economy: The Business Cycle and Growth 
• Introduction to U.S. Economy: Fiscal Policy 
• Federal Reserve: Monetary Policy Actions in Response to COVID-19 

 
Regulation & Risk Q&A 

 
How does a bank balance sheet compare to that of a traditional company? 
 
The primary difference is that the assets of a bank will be made up of the securities they 
hold; either primary issuance (loans) or bought on the secondary market (such as 
securities bought for trading purposes). 
 
On the liabilities side there will be a mix of equity, debt, and deposits. Deposits refer to 
retail deposits made by consumers (e.g. if I put $100,000 in my savings account, that is 
a liability on the banks’ balance sheet).  

 
 

What does marked-to-market refer to? 
 
Lots of regulations around banks surround marked-to-market accounting. Simply put, this 
is where every day certain securities held by the bank (assets) are valued at their fair 
market value (what they are trading at in the market).  
 
As you can imagine, during volatile periods this can create the appearance of stress. For 
example, if you have credit assets fall in value across the board by 5% - due to some large 
negative event that caused the market to crash broadly – all of a sudden your “assets” 
side of the balance sheet has shrunk quite a bit and the bank could appear stressed 
(because liabilities would stay roughly the same). 
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This was a large issue in the financial crisis. Mortgage backed securities fell significantly 
in value – even though many viewed them as being much safer securities over the long-
run than the market was pricing – but nevertheless banks were forced to sell them off at 
cheap prices in order to stay “solvent”.  
 
What is marked-to-model? 
 
For securities that are more complex in nature and aren’t actively traded, sometimes 
priced will be determined by marked-to-model where an agreed upon model will be used 
to price the securities after purchase (regulators will closely scrutinize these models). 
 
How do banks make money? 
 
This is actually sometimes asked in interviews and is a good question. It shows that you 
understand (roughly!) how a bank works. For a retail bank – one that actively takes 
deposits and lends to consumers – with an investment banking side the following 
streams exist. This would include banks you’ll likely apply to like J.P. Morgan, BAML, and 
even now Goldman Sachs (since they are now taking retail deposits via Marcus). 
 

• Trading / Investing profits 
o Profits from issuance of securities and from the trading of securities in the 

secondary market 
o This can include proprietary investments (where possible) and investments 

in credit or PE funds started by the firm itself 
• Fees from Services 

o In investment banking (M&A, ECM, DCM) and asset management, banks 
earn a fee from doing an activity, rather than warehousing risk like in 
trading  

o For ECM and DCM there is some element of warehousing risk, however it 
is distinct from how risk is warehoused by traders 

• Net interest income 
o The difference between what you are paying depositors and what you are 

earning on money lent out  
o Inclusive of this are interest payments earned from securities held by 

traders 
 
You should briefly take a spin through the 10-K or 10-Q documents of the bank you’re 
interviewing at to get an idea of the mix of income they have. Every bank will be different. 
For example, Goldman earns little net interest income and roughly equal amounts from 
trading and investment banking fees.  
 
JPM and BAML on the other hand are incredibly large banks – with lots of retail 
customers – who will earn lots of net interest income (in conjunction with trading profits 
and investment banking fees). This makes them more sensitive to lower rates as less net 
interest income is earned all things being equal. 
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What are the two major regulatory changes that have affected S&T over the last decade? 
 
The two major regulatory changes are the full implementation of Basel 3 (2019) and 
Dodd-Frank (came into effect in 2015-2016). Note that both of these were long forecast 
by regulators and slowly introduced. 
 
While both regulations are very complex and lengthy, the best way to boil them down is 
that Basel 3 is focused in on capital controls (keeping banks sufficiently liquid, in their 
view) and Dodd-Frank is focused in on trading controls (keeping banks from doing risky 
things).  
 
Dodd-Frank is a U.S. based law with the most relevant portion – for S&T – being in the 
form of the Volcker rule, which lays out rules surrounding taking proprietary positions as 
a trader. These positions are defined as those that are not taken in order to facility client 
transactions, but rather purely to speculate.  
 
Here’s a good flow chart on Dodd-Frank: 
https://www.davispolk.com/files/DavisPolk_Final_Volcker_Rule_Flowcharts_Prop_Tradi
ng.pdf 
 
Basel 3 comes out of the Bank for International Settlements (BIS) and has had a number 
of iterations going back to the 1990s.  
 
So, Basel 3 is about capital controls, what do we mean by that? 
 
Basel 3 further solidifies the minimum levels of risk-weighted-assets and how much 
capital the bank must have set aside (in the event of market volatility that leads to losses).  
 
Banks now must keep a minimum of 8% capital to RWA. What this means practically is 
that more riskier assets require more balance sheet (capital) set aside for it. So, a bank 
needs to choose between holdings lots of liquid, relatively stable assets or a smaller 
amount of illiquid, volatile assets (like distressed debt).  
 
Capital must also be increased beyond the 8% for banks that are Global Systemically 
Important Financial Institutions (GSIFIs) by 2.5%. 
 
What Basel 3 does practically is reduce down the possible ROE (return on equity) of banks 
because the amount of equity a bank must hold is higher than it has been in the past and 
regulations skew toward incentivising banks to hold trading asset that allow for less 
returns as well (because less volatile assets obviously produce lesser potential returns).  
 
You can learn more about Basel 3 here, from the BIS: 
https://www.bis.org/bcbs/basel3.htm 
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What are the two major ratios introduced in this new round of regulation? 
 
The Liquidity Coverage Ratio (LCR) and Net Stable Funding Ratio (NSFR). Both of these 
are meant to test whether a bank can stay solvent during a downturn and are continually 
calculated.  
 
The LCR is roughly defined as the amount of high-quality liquid assets (that can be 
converted into cash in less than 30 days) divided by the net cash outflows that are likely 
to occur over a 30-day period (the ratio must exceed 1).  
 
High Quality Liquid Assets (HQLA) essentially refer to cash-like assets such as treasuries 
or AAA securities with a quasi-sovereign guarantee.  
 
The NSFR is a bit less straight forward. The purpose of the ratio is to illustrate how assets 
and liabilities are matched in duration; meaning that you aren’t funding the bank in the 
overnight market, while lending out money at 30-years, for example.  
 
If a bank were to do this – as some did to a certain degree during the great financial crisis 
– you would expose the bank to have funding / liquidity risk if the short-term funding 
market seized up due to not being able to liquidate your long dated maturities quickly.  
 
The NSFR is just: Stable Funding Available / Stable Funding Required, where the amount 
available and required is carefully calculated based off of the maturity profile of assets 
and liabilities of the bank and the ratio must be in excess of 1.  
 
What is value-at-risk? 
 
VaR is one of the ways in which risk is thought of on trading desks. VaR is an estimate of 
the maximum loss that can be had on any given day from holding a given set of products 
with a confidence interval of 95% or 99% usually.  
 
For example, assuming a normal distribution of returns on a set of products held, a 99% 
degree of confidence would mean a standard deviation of 2.32 (95% would be 1.645). If 
we had a 95% one-month VAR over a given month there is a 95% chance we’ll lose no 
more than, for example, $100,000 (but a 5% chance we’ll lose more than $100,000). 
 

Economics Q&A 
 
What are some of the major central banks and who are their chairmen / governors? 
 

• The Federal Reserve – Jerome Powell 
• The European Central Bank – Christine Lagarde 
• The Bank of England – Andrew Bailey 
• The Bank of Japan – Haruhiko Kuroda 
• The Bank of Canada – Tiff Macklem 
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What is the purpose of a central bank? 
 
Central banks have different mandates. The most prominent central bank – the Fed – has 
a so-called dual mandate of price stability (inflation of 2%) along with maximum possible 
employment.  
 
Most central banks also have a regulatory and supervisory role of the banking system. 
 
What is the primary tool via which central banks conduct monetary policy? 
 
Central banks primary role – the one most talked about in the media – is setting an 
overnight interest rate. This rate – for the Fed, the Fed Funds rate – is the interest rate 
banks pay for overnight borrowing in the federal funds market.  
 
Setting a lower Fed Funds rate permeates the entire financial system, bringing down 
interest rates on government debt across the yield curve (usually) along with mortgage 
rates.  
 
As you can imagine, the Fed Funds rate doesn’t necessarily translate into lower credit 
costs across the board invariably. For example, credit card interest rates don’t go down 
in lockstep with the overnight rate. 
 
What are other major policy tools of a central bank? 
 

• Reserve Requirements 
o Amount of deposits a bank must keep at a central bank. If reserve 

requirements are increased, banks need to hold more at the central bank 
thus shrinking the credit extension of the bank to their clients 

• Open Market Operations 
o The process by which the Fed purchases securities in the open market from 

banks – most notably treasuries and MBS – which gives the banks more 
cash that they then lend out at lower rates (this is used to help stabilize the 
fed funds rate) 

 
What are some Fed facilities that exist? 
 

• Commercial Paper Funding Facility (CPFF) 
• Term Auction Facility (TAF) 
• Term Auction Lending Facility (TALF) 
• Primary Dealer Credit Facility 
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What are two Fed reports that are useful to understand Fed policy and how the economy 
is doing? 
 
The Monetary Policy Report, which is used to brief Congressional members as to the state 
of the economy: https://www.federalreserve.gov/monetarypolicy/mpr_default.htm 
 
The Beige Book is a collection of economic indicators and anecdotes collected by Federal 
Reserve governors across the country:  
https://www.federalreserve.gov/monetarypolicy/mpr_default.htm 
 
What’s GDP and its components? 
 
Gross domestic product measures the goods and services created within an economy 
during a given time.  
 
The equation – via the expenditure approach – is C + I + G + NX. 
 

• C = Consumer 
o Personal Consumption Expenditure 
o Durables 
o Non-Durables 
o Services 

• I = investment 
o Investment and change of inventories 

• G = Government 
o Federal spending 
o State and local spending 

• Net Exports 
o Net exports of both goods and services 

 
The U.S. economy – like most major economies – is driven primarily (around 65-75%) by 
consumer spending, followed in roughly equal measure by investment and government 
depending on the year. Net exports can often be negative for developed economics.  
 
What are the two primary measures of inflation? 
 
CPI, which is the change in price (quarter-over-quarter or year-over-year) of a basket of 
goods and services that a “standard individual” would buy in a given year. 
 
Core CPI is this same basket, stripped of food and energy given the historical volatility of 
those.  
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What is a market measure of inflation commonly utilized? 
 
The 5Y5Y swap rate, which is an actively traded swap of a five-year maturity that doesn’t 
begin until five years from now. This swap rate indicates what the market expects 
inflation to be over a five-year period beginning in five years.  Usually it is around 2% given 
that 2% is the Fed target for inflation. 
 
What are the two major US employment numbers that market participants will watch? 
 

• Initial jobless claims 
o Every Thursday at 8:30EST, which shows the number of people claiming 

unemployment over the previous week 
• Non-Farm Payrolls 

o First Friday of every month at 8:30EST, which shows the change month-
over-month of the number of people employed 

o This is an employment measure, while initial jobless claims is an 
unemployment measure 

 
What is PMI? 
 
PMI stands for the purchasing managers index and is conducted in a number of countries 
/ regions monthly. It asks purchasing managers whether conditions (including output, 
forecasts, etc.) have improved or not. If 100% of respondents say improvements are 
being seen than the PMI would be 100. If 0% of respondents say there are improvements, 
the PMI would be 0.  
 
If only 50% of respondents say conditions are improving, the PMI would be 50. Generally, 
whenever PMI dips below 50 that raises alarm bells as it is indicating the majority of 
respondents are not seeing improving conditions relative to prior periods.  
 

Corporate Finance Q&A 
 
What are the future value and present value formulas? 
 
FV = PV(1+r)^n where r is the interest rate and n denotes the number of periods.  
 
PV is just the rearranged formula, or: PV = FV/(1+r)^n. Note that the denominator of the 
PV formula operates as a discounting mechanism; the more periods that go by (the higher 
the n value) the smaller the PV will end up being as the denominator will be growing.  
 
If we have $1,000 in starting capital, growing at 6% a year, over 10 years (with interest 
compounded annually), what is the future value? 
 
$1,790.85 
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What is Net Present Value (NPV)? 
 
NPV is simply the present value of cash inflows minus the present value of cash outflows.  
 
What is IRR? 
 
Internal rate of return is the discount rate at which NPV equals zero.  
 

 
 

 
What are the three financial statements? 
 

• Income Statement 
o Takes into account information from the current period that affects taxes 

• Balance Sheet 
o The balance sheet represents a snapshot of the assets, liabilities, and 

shareholders equity of a company at a given time 
• Cash Flow Statement 

o The CFS has three distinct sections: cashflow from operations (CFO), 
cashflow from investing (CFI), and cashflow from financing (CFF). 

o Unlike the income statement that will show non-cash expenses – like 
depreciation – the cash flow statement purely shows what affects the 
underlying cash balance of the company 

 
How do the three statements tie together? 
 
The primary ways are as follows.  
 

• Net income (on the income statement) will flow into retained earnings within the 
shareholders equity section of the balance sheet 

• Net income will also flow to the top of the cash flow statement  
• The ending cash balance on the cash flow statement will flow to the top of the 

balance sheet 
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What is EBITDA? Why is it important? 
 
EBITDA (earnings before interest, tax, depreciation, and amortization) is a common 
multiple used in company valuation and in the covenants that govern debt documents.  
 
EBITDA can be found by taking net income then adding back interest expense, tax 
expenses, depreciation, and amortization. EBITDA is a normalizing metric that strips the 
company of capital-structure or company-specific choices in expensing and thus allows 
for better comparison between companies.   
 
What are some common equity rations? 
 

• P/E = (Current Share Price) / ( EPS) 
• PEG = (P/E) / (Earnings Growth) 
• Dividend Yield = (Dividend per Share) / (Current Share Price) 

 
What are the three primary ways to value a company? 
 
In M&A banking – as you may know – there are three primary valuation techniques that 
will be utilized to narrow in on an appropriate valuation range for a company: precedent 
transaction analysis, comparables analysis, and discounted cash flow analysis. A LBO 
analysis may be done as well to set a floor on the valuation of a company (if a sponsor – 
meaning private equity fund – were to buy it).  
 
A very brief overview of each is as follows. These are good to know, but you shouldn’t 
expect traditional investment banking technicals in your S&T interview. 
 

• Precedent Transaction Analysis 
o Looking at past M&A transactions and applying the purchase EV/EBITDA 

multiple to the company you are looking at 
• Comparables Analysis 

o Looking at current publicly traded companies that are comparable to the 
one you’re looking at, finding the EV/EBITDA multiple of each, averaging 
them out, and applying the multiple to the company you’re looking at 

• Discounted Cash Flow Analysis 
o Forecast the FCF of the company for five years and discount it back to 

today, then apply a terminal multiple to year five FCF and discount that back 
as well. The summation of these discounted cashflows and terminal value 
will yield an enterprise value (what the company is hypothetically worth) 

• LBO Analysis 
o Complete a LBO model that shows the maximum amount that a private 

equity fund would likely pay for the company; private equity funds will pay a 
lower EV/EBITDA than traditional buyers so this sets a floor on valuation 
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What is enterprise value conceptually? 
 
Enterprise value is the value of the company if one were to buy it outright. While EVs can 
get quite involved; the most basic formula is EV = equity value + preferred stock + 
outstanding debt + minority interest – cash and cash equivalents   
 
What’s the difference between enterprise value and equity value? 
 
Equity value is simply the market value of the company; the amount of fully diluted shares 
outstanding times the share price.  
 
When we talk about valuation multiples for a company, what are we almost always 
referring to? 
 
Enterprise Value (EV) / EBITDA. Sometimes EV/revenue or EV/EBIT will be utilized. 
However, EBITDA is almost always the norm as it eliminates D&A variability across 
companies. If for some reason a company has a distorted EBITDA – perhaps because 
they are a young, fast growing tech company – a different multiple like EV/revenue or 
EV/users will be utilized. 
 
What is the primary difference between a DCF and the other major valuation techniques 
of precedent transactions and comparables analysis? 
 
A DCF projects forward free cash flows – which are derived from projections of financial 
statement line items – so is untethered to current market prices or past transactions. 
Precedent transactions and comparables are tied to the market, however, as they involve 
either past transactions (precedent transactions) or equity value in the enterprise value 
formula (in the case of comparables analysis). 
 
How do we arrive at free cash flow utilized in a DCF? 
 
In a DCF unlevered FCF is utilized, not levered FCF (levered takes into account debt 
payments).  
 
FCF will simply be: 
 

• EBIT (1-tax rate) 
• + Non-Cash Expenses like depreciation and amortization 
• - changes in working capital  
• - capex (capital expenditures) 
• = Unlevered FCF 
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How are FCFs discounted in a DCF? 
 
All FCFs – including the terminal value – will be discounted at the weighted average cost 
of capital (WACC).  
 
WACC = (percent of equity in capital structure x cost of equity) + (percent of debt x cost 
of debt)(1-t) + (percent of preferred stock x cost of preferred equity). 
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Financial Reform: Overview of the Volcker Rule

Background 
Legislators and regulators have long grappled with whether 
restricting the types of activities banks can engage in, or 
reforming banks’ structures, might reduce the risk of large 
bank failures and the risk of systemic financial instability, 
such as that seen in the 2008 financial crisis. The Volcker 
Rule is an example of a means of addressing this issue.  

The statutory basis of the Volcker Rule is Section 619 of 
the Dodd-Frank Act, enacted in 2010 following the crisis. It 
was conceived of by Paul Volcker, a former Federal 
Reserve (Fed) chair, and implemented as “the Volcker 
Rule” in a 2013 joint final rule by five financial regulators: 
the Fed, Federal Deposit Insurance Corporation (FDIC), 
Office of the Comptroller of the Currency (OCC), 
Securities and Exchange Commission (SEC), and 
Commodity Futures Trading Commission (CFTC).  

The Volcker Rule generally prohibits a depository bank (or 
company that owns one) from engaging in proprietary 
trading or investing in (or sponsoring) a hedge fund or 
private equity fund. The rule has been subject to debate and 
was recently amended through legislative action. 
Regulators have also proposed further changes to the rule.  

Prior to the Dodd-Frank Act, no statutory definition of 
proprietary trading existed, but the concept was generally 
understood to mean trading by an entity for its own profit 
and loss, rather than on behalf of a client for commission- 
or fee-based income. Section 619 defined the term, in part, 
as “engaging as a principal for the trading account of the 
banking entity or nonbank financial company…in any 
transaction to purchase or sell, or otherwise acquire or 
dispose of” financial instruments, such as securities and 
derivatives. 

A well-known prior example of a restriction on banks is the 
Glass-Steagall Act, passed in 1933 during the Great 
Depression. Glass-Steagall generally prohibited certain 
deposit-taking banks from engaging in various securities 
markets activities associated with investment banks, such as 
speculative investment in equity securities. Glass-Steagall 
also prohibited banks from affiliating with securities firms. 
Over time, regulators became more permissive in their 
interpretations of Glass-Steagall, allowing banks to 
participate in more securities market activities, directly or 
through affiliations. In 1999, the Gramm-Leach-Bliley Act 
repealed two provisions of Glass-Steagall, which further 
expanded permissible activities for certain banks and 
permitted banks to affiliate with securities firms. 

The 2008 financial crisis rekindled the debate over what 
activities banks should be allowed to engage in. In the run-
up to the crisis, banks took on excessive risks, including 
through proprietary trading in complex derivatives, 
mortgage-backed securities, and other financial 
instruments. Excessive risks led to losses that precipitated 
substantial federal government financial assistance to the 

financial sector, which proved politically unpopular. These 
interventions raised concern about taxpayers’ exposure to 
financial crises. The fact that banks were protected from 
potential losses by taxpayer-backed deposit insurance and 
other federal assistance, such as short-term lending by the 
central bank, further aggravated concerns. The Volcker 
Rule’s prohibition of proprietary trading attempts to prevent 
bank holding companies whose depository banks have 
access to such government safety nets from speculating in 
financial markets.  

Issues in Volcker Rule Implementation  
The Volcker Rule exempts certain securities, such as 
Treasuries, from the ban on proprietary trading. It also 
exempts certain activities such as hedging and market 
marking. A fundamental challenge in implementing the 
Volcker Rule has been devising a clear way to distinguish 
between trading by banks for speculative purposes and 
other allowable purposes. From the outset, regulators and 
academics acknowledged that it is difficult to discern 
whether a financial trade is aimed at profiting from market 
movements or hedging existing assets against market 
movements. Market-making entails buying and selling 
instruments, such as stocks or bonds, for the purpose of 
fostering a liquid market in them, often for the benefit of a 
client, such as a company issuing shares. It can be hard to 
distinguish whether a firm is holding such securities in 
order to foster a liquid market or to profit from them.  

To implement Section 619 of the Dodd-Frank Act, 
regulators were challenged with creating standards to 
distinguish between these activities. This inherent challenge 
may have contributed to the final rule’s length and 
accusations that it is overly complex and cumbersome to 
follow and for bank supervisors to use. The Volcker Rule 
has not only faced criticisms from opponents that it is too 
strict, lengthy, and burdensome, but also from proponents 
of financial reform and consumer advocates that it does not 
go far enough to prevent banks from proprietary trading. 
Some questioned why the 2013 rule presumed short-term 
trades of less than 60 days to be proprietary unless 
otherwise proven, whereas longer-term trades were not 
subject to such a presumption.  

In an April 2017 speech, former Fed Governor Daniel 
Tarullo, who helped implement the rule, flagged several 
problems with it in practice. He noted that, although the 
purpose is worthy, the involvement of five different 
agencies made it complex to supervise and follow. He also 
noted that the ongoing need for data-driven, contextual 
guidance from the different regulators took up excessive 
regulatory and bank supervisors’ time and led to increased 
compliance costs for banks. He stated that the rule might 
contribute to reduced market-making liquidity in some 
financial instruments and is unnecessarily costly for small- 
and medium-sized banks with few trading activities.  
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Legislative Changes  
On May 24, 2018, President Trump signed into law P.L. 
115-174, which made a variety of changes to financial 
regulation and to the Volcker Rule. First, the new law 
exempted any bank holding company with less than $10 
billion in consolidated assets from having to comply with 
the Volcker Rule if the firm’s total trading assets or 
liabilities also do not exceed 5% of total consolidated 
assets.  

Second, the law relaxes somewhat the prohibition on bank 
entities “sponsoring” hedge funds or private equity funds by 
sharing the bank’s name, or variant of it, with the fund – a 
practice usually used for marketing or promotional 
purposes. The ban’s initial logic was to prevent banks from 
creating the impression, or the reality, that they would 
“backstop” such funds in bad times, which could potentially 
create bank losses, and ultimately, the FDIC and taxpayer 
losses, if such losses proved severe. Banking associations, 
however, argued that this restriction hindered banks’ role in 
capital formation and put them at a competitive 
disadvantage relative to nonbanks when it came to 
sponsoring such investment funds. The question of whether 
this disadvantage was intentional and desired, or unfair and 
undesirable, depends on one’s viewpoint. The new law 
permits banks to share their names with such funds under 
several circumstances. Regulators announced they will 
incorporate these legislative changes into a future 
rulemaking. 

Agencies’ Proposal for Reform 
On May 30, 2018, the Fed released a new proposed rule 
that would revise the Volcker Rule. The proposal does not 
address how to implement P.L. 115-174, which is to occur 
in a separate rulemaking. The Fed stated in its Board memo 
that “staff has identified opportunities, consistent with the 
statute…to incorporate additional tailoring…based on the 
activities and risks of banking entities and to provide 
greater clarity about the activities that are prohibited and 
permitted.” The Fed said the proposal would make it easier 
for bank supervisors to assess compliance with the Volcker 
Rule. The FDIC, OCC, SEC and CFTC, which had jointly 
with the Fed issued the original Volcker Rule in 2013, each 
voted to support the proposal, with dissents at the SEC and 
CFTC. 

A key change is that the new proposal categorizes firms 
based on their trading activities’ size and envisions that 
only those with the largest trading books will be subject to 
the most scrutiny. The Fed said this approach would more 
accurately tailor the regulation to the trading risk profile of 
a firm rather than to its size by total assets. Firms that have 
worldwide trading assets and liabilities―including those of 
their affiliates―which exceed $10 billion when added over 
the four previous quarters are considered “significant” 
trading exposures. The Fed estimated this would cover 18 
banking organizations.  

Firms with more than $1 billion but less than $10 billion in 
trading assets are to be deemed to have “moderate” trading 
activities and are to face significantly reduced compliance 
requirements. An additional 22 banking organizations fall 

into this category. Firms with “limited trading 
activity”―those with less than $1 billion of trading assets 
and liabilities―would be presumed compliant. The Fed 
estimated that the 40 banking organizations with significant 
or moderate trading activities account for 98% of total U.S. 
trading activity by banking entities.  

In addition, the proposal modifies what constitutes 
“proprietary trading” by eliminating the “rebuttable 
presumption” in the Volcker Rule that trades held for less 
than 60 days be presumed part of a proprietary trading 
account unless the bank shows the intent of the trade was 
not for short-term trading gains. Banks complained this 
requirement was too ambiguous and time-consuming. The 
proposal eliminates this rebuttable presumption for short-
term trades.  

Analysis of Changes  
Although the original Volcker Rule included tailoring for 
small banks, a broader exemption for smaller banks such as 
in the law and in the agencies’ proposal had been 
anticipated for some time. Some observers were critical of 
asset-size thresholds as a regulatory standard for the 
Volcker Rule, arguing it should be tailored based on the 
riskiness of the business model instead.  

Neither the new law nor the agencies’ proposal makes 
substantial changes to the restriction on banking entities 
investing in private equity or hedge funds, despite the 
modification of the naming prohibition on such funds. The 
proposal potentially relaxes certain requirements for banks’ 
ownership interests in covered funds when they relate to the 
banks’ market making or underwriting activities. 

Changes to the Volcker Rule in the agencies’ proposal and 
in P.L. 115-174 garnered significant, and divergent, 
attention in the press and in Congress. Some Members of 
Congress, including the ranking members on the Senate 
Banking and House Financial Services Committees, argued 
that these changes would make it easier for banks to engage 
in speculative trading, amplifying risks at these banks. In 
contrast, proponents of these changes, including the Senate 
Banking Committee and House Financial Services chairs, 
said they would streamline regulation and improve clarity 
and efficiency. 

Outside of Congress, assessments of the modifications also 
diverged. The financial industry welcomed the changes, 
saying it would reduce compliance burdens and increase 
regularity clarity. However, certain regulatory leaders 
opposed the changes. Two SEC commissioners and one 
CFTC commissioner voted against the proposal. In dissents, 
they stated that expanding what qualified as risk-mitigating 
hedging (as opposed to proprietary trading) could 
potentially enable evasion of the rule. They voiced concern 
that relaxing the proprietary trading prohibition without 
finalizing rules restricting compensation for excessive risk 
taking at banks would likely encourage such risk-taking.  

Rena S. Miller, Specialist in Financial Economics   

IF10923
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Introduction to Bank Regulation: Leverage and Capital Ratio 

Requirements

Banks generally must comply with a variety of 
requirements to hold minimum levels of capital. These 
requirements are designed to create certain benefits (e.g., 
fewer bank failures, more systemic stability) but impose 
certain costs (e.g., greater bank funding cost, reduced credit 
availability). Recent legislative changes have led regulators 
to propose rules that would alter a number of capital 
requirements. This In Focus provides a brief overview of 
these requirements and examines related policy issues. 

Background 
A bank’s balance sheet is composed of assets, liabilities, 
and capital. A bank is exposed to potential losses on its 
assets, and its liabilities subject it to payment obligations to 
depositors and creditors. Capital instruments—unlike 
liabilities—generally do not require payment of a specified 
amount of money at a specified time. Thus, capital gives the 
bank the ability to absorb losses while continuing to meet 
its rigid obligations on liabilities and avoid failure. To 
decrease the likelihood of bank failures and to minimize 
taxpayer exposure, regulators generally require banks to 
meet a regulatory ratio requirement—i.e., to hold a 
minimum level of capital expressed as ratios between items 
on bank balance sheets. 

Current Requirements 
Banks must satisfy several different capital ratio 
requirements. A detailed examination of how these ratios 
are calculated is beyond the scope of this In Focus. (For a 
highly simplified example, see Figure 1.) Broadly 
speaking, capital ratios are one of two main types—a 
leverage ratio or a risk-based capital ratio. 

Leverage Ratio. A leverage ratio treats all assets the same, 
meaning banks must hold the same amount of capital 
against an exposure regardless of how risky the exposure is.  

All banks must maintain at least a minimum 4% leverage 
ratio of assets to a capital measure that includes equity, 
retained earnings, and other loss-absorbing balance sheet 
items. To be considered “well capitalized”—which lowers a 
bank’s FDIC assessment fees, among other benefits—a 
bank must maintain a 5% leverage ratio. Furthermore, 19 
large and complex U.S. banks classified as advanced 
approaches banks must maintain a minimum 3% 
supplementary leverage ratio (SLR) that uses an exposure 
measure that includes both balance sheet assets and certain 
other exposures to losses that do not appear on the balance 
sheet. Finally, a subset of eight of the largest and most 
complex U.S. banks classified as globally systemically 
important banks (G-SIBs) must meet an enhanced SLR 
(eSLR) requirement of 5% at the holding company level 
and 6% at the depository level. 

Section 201 of the Economic Growth, Regulatory Relief, 
and Consumer Protection Act of 2018 (P.L. 115-174) 
created an option for banks with less than $10 billion in 
assets to meet a higher leverage ratio—the Community 
Bank Leverage Ratio—in order to be exempt from having 
to meet the risk-based ratios described in the following 
paragraph. Bank regulators have issued a proposal to 
implement this provision wherein banks below the $10 
billion threshold that meet at least a 9% ratio of equity and 
certain retained earnings to assets and had limited off-
balance sheet exposures and limited securities trading 
activity (among other requirements) would qualify for the 
exemption. 

Risk-weighted Ratio. A risk-weighted ratio assigns a 
weight—a percentage based on the riskiness of the asset 
that the asset value is multiplied by—to reflect the fact that 
some assets are more likely to lose value than others. 
Riskier assets receive a higher risk weight, and thus banks 
must hold more capital against these assets. 

Figure 1. Simplified Example Calculation 

 
Source: CRS. 

All banks are required to maintain at least a 4.5% risk-
weighted ratio of equity and retained earnings, and ratios of 
6% and 8% for capital measures that include additional 
loss-absorbing instruments. (To be considered well 
capitalized, banks must maintain an additional 2% above 
the minimum for those measures, raising them to 6.5%, 8%, 
and 10%, respectively.) To avoid limitations on capital 
distributions (such as dividend payments), banks must hold 
an additional 2.5% of high-quality capital on top of the 
minimum level, called the capital conservation buffer 
(CCB). In addition, advanced approaches banks could be 
subject to a 0-2.5% countercyclical buffer that can be 
deployed by the Federal Reserve (the Fed) if credit 
conditions warrant increasing capital (the buffer is currently 
and always has been set at 0%). Finally, the G-SIBs are 
subject to an additional capital surcharge of between 1% 
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and 4.5% based on the systemic importance of the 
institution. 

Broad Policy Considerations 
Because capital absorbs losses, minimum requirements play 
a more prominent role in prudential regulation. However, 
prudential regulation involves requirements besides capital 
ratios, such as liquidity requirements, asset concentration 
guidelines, and counterparty limits. Some observers assert 
that if a bank has sufficient capital in place, it should not be 
subject to some of these other regulatory requirements. 
However, others believe that the different components of 
prudential regulation (of which capital requirements are 
only one) each play an important role in ensuring the safety 
and soundness of financial institutions and are essential 
complements to bank capital.  

Whether the benefits of capital requirements are 
outweighed by the potential costs is another debated issue. 
Capital is typically a more expensive source of funding for 
banks than liabilities. Thus, requiring banks to hold higher 
levels of capital may raise banks’ funding costs, possibly 
affecting the costs and availability of credit. It is possible 
this would slow economic growth over a period of time. 
However, no economic consensus exists on this question, 
because a more stable banking system with fewer crises and 
failures may lead to higher long-run economic growth. 

Specific Policy Issues 
Appropriate Role of the Two Types of Ratios. The 
exemption from risk-based ratio requirements provided by 
P.L. 115-174 (and other bills that would make such an 
exemption even more widely available, such as H.R. 10 in 
the 115th Congress) reflects an ongoing debate about the 
prominence that leverage and capital ratios play relative to 
each other in the regulatory framework.  

Some policymakers argue that having both risk-weighted 
and leverage ratio requirements is important, because each 
measure addresses certain weaknesses of the other. For 
example, without risk weighting, banks would have an 
incentive to hold riskier assets because the same amount of 
capital must be held against risky, high-yielding assets and 
safe, low-yielding assets. In addition, a leverage ratio alone 
may not accurately reflect a bank’s riskiness because a high 
concentration of risky assets could produce a similar ratio 
as a high concentration of safe assets. 

However, critics of risk-weighted ratios argue their use 
should be limited. Certain risk weights could potentially be 
an inaccurate estimation of some assets’ true risk, 
especially since they are unlikely to be adjusted as quickly 
as risks might change. Furthermore, banks may have an 
incentive to overly invest in assets with risk weights that are 
set too low, or inversely to underinvest in assets with risk 
weights that are set too high. Some observers believe that 
the risk weights in place prior to the 2007-2009 financial 
crisis were poorly calibrated and encouraged 
overinvestment in risky assets, exacerbating the downturn. 
For example, banks held many mortgage-backed securities 
(MBSs) before the crisis, likely in part because MBSs 
offered a higher rate of return than other assets with similar 

risk weights. MBSs subsequently suffered unexpectedly 
large losses.  

There is also debate as to whether compliance with a risk-
weighted system involves complexity and costs that could 
benefit larger banks with the resources to absorb the added 
regulatory cost compared to small banks that could find 
compliance more burdensome. 

Appropriate Requirements for Large Banks. As 
previously discussed, as banks get larger and more 
complex, they face progressively more stringent capital 
requirements. These requirements have been implemented 
because many observers believe that (1) the largest banks 
pose a relatively higher risk to systemic stability than 
individual small banks; (2) the largest banks have the 
resources and sophistication to comply with additional 
requirements without being unduly burdened; and (3) 
certain of these banks may enjoy funding advantages due to 
being “too big to fail” (i.e., investors and creditors do not 
require returns that fully reflect the risk of the bank’s failure 
due to a belief that the government would rescue the bank 
before failure). However, whether these additional 
requirements are appropriately calibrated is a debated issue. 

Some argue that certain requirements that are set at a fixed 
number, including the CCB and eSLR, are inefficient 
because they do not reflect varying levels of risk posed by 
individual banks. In response to this concern, the Fed has 
released proposals for public comment that would link 
individual large banks’ CCB requirements with their stress 
tests results and eSLR requirements with their G-SIB 
systemic importance score. Opponents of these proposals 
assert these changes would relax the capital requirements 
facing certain large and profitable banks, and in doing so 
needlessly pare back important safeguards against bank 
failures and systemic instability. 

In addition, whether the surcharges currently facing U.S. G-
SIBs are too high has been subject to debate. Certain other 
countries use methodologies to determine surcharges on 
their G-SIBs that would result in lower surcharges for 
certain U.S. G-SIBs if implemented here. Some observers 
assert this puts U.S. G-SIBs at a disadvantage and call for 
the Fed’s surcharges to be reevaluated and possibly altered 
to more closely resemble other countries’ surcharges. 
Opponents of this view argue that the methodology used by 
the Fed generally results in appropriate surcharges given the 
size, complexity, and risks posed by the U.S. G-SIBs and 
doubt the necessity and prudence of lowering capital 
requirements for large, currently profitable banks. 

CRS Resources 
CRS In Focus IF10205, Leverage Ratios in Bank Capital 
Requirements, by Marc Labonte  

CRS Report R45073, Economic Growth, Regulatory Relief, 
and Consumer Protection Act (P.L. 115-174) and Selected 
Policy Issues, coordinated by David W. Perkins  

David W. Perkins, Analyst in Macroeconomic Policy   
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Introduction to U.S. Economy: GDP and Economic Growth

The amount of economic activity within the country is one 
of the main concerns for policymakers. Whether economic 
activity is growing, known as an expansion, or shrinking, 
known as a recession, can provide significant insight into 
the well-being of a country’s inhabitants. For this reason, 
the growth rate of economic activity and the determinants 
of that growth are the subject of much research in the field 
of economics. 

What is Economic Activity?  
Economic activity includes any actions involved in the 
production, distribution, and consumption of goods and 
services. Households purchasing goods and services, 
businesses purchasing new factories and paying wages, and 
government spending is considered economic activity.  

Figure 1. Circular Flow of Resources 

 
Notes: This is a simplified representation of the economy.  Other 

sectors, including the government, financial sector, and imports and 

exports, can also be represented as flows within the economy. 

Economists generally view economic activity as a circular 
flow of resources. As shown in Figure 1, businesses 
purchase their factors of production—land, labor, and 
capital—from households to produce goods and services. 
Households then use the income earned from businesses to 
purchase goods and services. Income that households 
choose to save remains in the circular flow of resources; it 
is distributed to businesses through the financial sector in 
the form of loans rather than through consumption 
spending. 

Measures of Economic Activity  
The standard measure of economic activity is gross 
domestic product (GDP), which is calculated in the United 
States by the Bureau of Economic Analysis. GDP is defined 
as the total value of all final goods, services, and structures 
produced by a nation’s economy during a specified 
period—in other words, the total value of the economy’s 
output.  

GDP can be measured in two different ways. The 
expenditures approach calculates GDP by summing all 
expenditures on goods and services by final users. 
Expenditures are divided into five categories: (1) 

consumption (expenditures by households), (2) investments 
(largely expenditures by businesses), (3) government 
spending, (4) imports, and (5) exports. In calculating GDP, 
the value of net imports (imports less exports) is used.  

Alternatively, GDP can be calculated through the income 
approach. Under the income approach, GDP is calculated 
by summing all income earned within the economy, 
including wages, rental income, interest income, and 
profits. Total income earned within the economy is often 
referred to as national income. Measurements of GDP 
produced through the expenditure approach and income 
approach are equivalent because the final market price of a 
good or service will reflect all of the incomes earned and 
costs incurred throughout the production process.  

Economic Growth 
Growth in economic activity brings about benefits to 
economic actors, and it is the predominant measure of 
changes in material living standards. In general, as GDP 
grows, individuals’ incomes increase, as does the 
production of goods and services. So as economic activity 
increases, individuals not only have access to more goods 
and services, but they also have more income to purchase 
those goods and services. However, GDP growth does not 
give any indication of how income growth is distributed 
within the economy. 

Economic growth is fueled by a number of factors, and 
which factors are most important differ depending on the 
timescale with which policymakers are concerned. In the 
near term, growth in economic activity is largely governed 
by the business cycle, which shifts from expansionary 
phases, to contractionary phases (recessions), and to 
recoveries. Policymakers can use monetary and fiscal 
policies to affect aggregate demand (i.e., total spending) in 
an effort to diminish the volatility of changes in economic 
growth due to the business cycle. However, these policies 
are unlikely to have large impacts on the long-term growth 
rate of the economy. For further information on the 
business cycle, refer to CRS In Focus IF10411, 
Introduction to U.S. Economy: The Business Cycle and 
Growth. 

To affect the economy’s long-term growth rate, it is 
important to focus on the supply side of the economy 
instead of factors that impact demand within the economy. 
In the long run, the rate of economic growth is largely 
dependent on the economy’s ability to increase its 
productive capacity over time. 

Determinants of Long-Term Growth 
The long-term growth rate is largely determined by the 
amount of physical capital, human capital, and the rate of 
technological change in the economy.  
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Physical Capital 
Physical capital includes all the man-made resources 
workers use to produce goods and services, including tools, 
machinery, and other infrastructures. The current amount of 
physical capital available in the economy, or the stock of 
physical capital, impacts the economy’s productive 
capacity. For example, giving each member of a 
construction crew a set of tools allows them to produce far 
more than if they had to share only one set. 

The stock of physical capital in an economy is largely 
dependent on the rate of investment in the economy. 
Physical capital depreciates over time as machines break 
down or become obsolete. Therefore, to maintain a certain 
level of capital stock, there must be sufficient investment in 
new capital over time to replace any depreciated capital. 
The higher a country’s investment rate, all else equal, the 
faster its capital stock will grow.  

Physical capital investment comes at a cost. Resources that 
are diverted to investment in physical capital can no longer 
be used to purchase present goods or services. Investment 
in physical capital leads to greater economic activity in the 
future, but less consumption of goods in the present. For 
more investment information, see CRS In Focus IF11020, 
Introduction to the U.S. Economy: Business Investment. 

Human Capital 
Just as increasing the amount of physical capital available 
to workers can help the economy to grow, so can increasing 
the amount of human capital. Human capital refers to the 
skills, knowledge, and abilities of the workers within the 
economy. As workers receive higher levels of education or 
training, they will tend to be more productive. This higher 
level of productivity among workers increases the 
productive capacity of the economy, and may spur 
economic growth. Improvements in the productivity of the 
labor supply are generally referred to as investments in 
human capital.  

Similar to investments in physical capital, investments in 
human capital also face a tradeoff between current and 
future consumption. Consider an individual who is deciding 
whether to attend a four-year college or to enter the 
workforce immediately after high school. If he or she 
chooses to attend college, he or she will likely be more 
productive when entering the labor market after college, but 
would forgo all of the consumption he or she could have 
financed by working for those four years instead. In 
addition to investments in human capital, increases in the 
size of the labor supply can increase the productive capacity 
of the economy, potentially leading to economic growth.  

Technology 
Technological improvements and efficiency gains allow 
individuals to use the different factors of production in a 
more efficient manner, producing more, or improved, goods 
with the same amount of resources. For example, the 
discovery of chemical fertilizer increased the productive 
capacity of agriculture. Economists tend to use technology 
as a catch-all term for any changes that impact the 

productivity of the economy. Changes in regulatory 
structure, trade policies, or patent laws, which may impact 
the productivity of the economy, are often discussed 
alongside technological changes. 

United States Economic Growth 
Policymakers generally use growth in real GDP—the total 
value of economic output adjusted for inflation—as a 
measure of changes in economic growth across time 
periods. Because of inflation, nominal GDP would tend to 
rise over time even if the level of economic activity 
remained flat. Therefore, real GDP is used to make more 
accurate comparisons of economic growth over time. 

An alternative measure of economic activity is real GDP 
per capita, a country’s real GDP divided by its population. 
For comparisons over time or across countries, real GDP 
per capita is often an improved measure of economic 
growth because it accounts for differences in population.  

Figure 2. Real GDP and Real GDP per Capita  

 
Source: U.S. Bureau of Economic Analysis (BEA). 

Note: Data is presented in 2012 dollars.  

As shown in Figure 2, real GDP in 2017 was roughly 8.5 
times as large as it was in 1948. Real GDP per capita grew 
less than four times over the same period. Average annual 
growth rates for real GDP and real GDP per capita are 
shown in Table 1. 

Table 1. Real GDP and Real GDP Growth Rates 

 Real GDP  Real GDP per Capita  

1948-2017 3.2% 2.0% 

1948-1973 4.0% 2.5% 

1974-1995 3.1% 1.8% 

1996-2000 4.3% 3.1% 

2001-2017 2.0% 1.2% 

Source: CRS calculations using data from BEA. 

(Note: Jeffrey Stupak, former CRS Analyst in 
Macroeconomic Policy, contributed to this In Focus.) 

Mark P. Keightley, Specialist in Economics   

IF10408
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Introduction to U.S. Economy: Inflation

What is Inflation?  
Inflation is defined as a general increase in the price of 
goods and services across the economy, or in other words a 
general decrease in the value of money. Conversely, 
deflation is a general decrease in the price of goods and 
services across the economy, or a general increase in the 
value of money.  

As inflation occurs, individuals can purchase fewer goods 
and services with the same amount of money. For this 
reason, an individual would need about $330 in 2019 to 
purchase the same amount of goods and services as $100 
would have purchased in 1980. Measures of inflation are 
used to adjust money figures to keep purchasing power 
constant over time, allowing for more accurate comparisons 
across disparate time periods. Monetary figures that have 
been adjusted for inflation are referred to as real, and non-
inflation-adjusted figures are referred to as nominal. 

Causes of Inflation  
Inflation is largely the result of two different phenomena, 
which are often referred to as demand-pull and cost-push 
inflation. Demand-pull inflation occurs when demand for 
goods and services within the economy exceeds the 
economy’s capacity to produce goods and services. As 
demand exceeds supply within the economy, “too much 
money chasing too few goods,” there is upward pressure 
placed on prices resulting in rising inflation.  

Cost-push inflation occurs when the price of input goods 
and services increases. The classic example of cost-push 
inflation is the result of an oil shock, which sharply 
decreases the supply of oil and other petroleum products. 
The decrease in oil supplies increases the price of oil and 
petroleum products. Petroleum products are an input good 
for a significant portion of goods and services across the 
economy, and as the price of this important input good 
increases so does the price of the final goods and services, 
resulting in inflation. Cost-push inflation only results in a 
temporary increase in inflation, unless accommodated by 
monetary policy. 

Changes in inflation expectations can also cause changes in 
actual inflation. Individuals form expectations around the 
future rate of inflation and incorporate those expectations, 
when setting prices at the firm level or when bargaining for 
wages as a worker. For example, if a worker expects the 
inflation rate to increase over the next year, they may 
demand higher nominal wages in order to offset a decrease 
in real wages. Wages are a significant production cost for 
many products, and the overall price of goods and services 
will rise to reflect the increase in the cost of labor. An 
increase in inflation expectations will cause actual inflation 
to increase, and vice versa, all else equal. 

Inflation’s Impact on the Economy  
Inflation tends to interfere with pricing mechanisms in the 
economy, resulting in individuals and businesses making 
less than optimal spending, saving, and investment 
decisions. Additionally, in the presence of inflation, 
economic actors often engage in actions to protect 
themselves from the negative impacts of inflation, diverting 
resources from other more productive activities.  

Ultimately, these inefficient decisions reduce incomes, 
economic growth, and living standards. For this reason, it is 
generally accepted that inflation should be kept low to 
minimize these distortions in the economy. Some would 
argue that an inflation rate of zero is optimal; however a 
target of zero inflation makes a period of accidental 
deflation more likely, and deflation is thought to be even 
more costly than inflation. In an effort to balance these two 
risks, policy makers, including the Federal Reserve, often 
target a positive, but low, inflation rate, generally around 
2%, which reduces inefficiencies within the economy while 
protecting against deflation 

Figure 1 Annual Inflation Rate 

1960-2019 

 
Source: Bureau of Economic Analysis 

Notes: Annual percentage change as measured by Personal 

Consumption Expenditures Index. 

The Federal Reserve and Inflation 
The Federal Reserve has been charged with promoting 
stable prices by statute since the late 1970s, largely as a 
result of the volatile and exceptionally high inflation 
experienced during the 1970s, as shown in Figure 1. 
Beginning in 2012, the Federal Reserve began explicitly 
targeting a long-run inflation rate of 2%. The Federal 
Reserve generally uses its ability to impact short-term 
interest rates to combat demand-pull and cost-push 
inflation, in an effort to decrease the volatility of inflation 
and keep inflation close to its target rate. 
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As shown in Figure 1, beginning in the 1980s, the rate of 
core inflation, which excludes energy and food prices, 
begins to decrease, as does the volatility seen in the 
measure. Beginning in the late 1990s, the inflation rate 
remains relatively close to 2%, and the large swings in 
inflation, such as those seen during the 1970s, mostly 
disappear. The moderation of inflation seen since the 1970s, 
save for the brief period of deflation during the 2007-2009 
global financial crisis, has largely been attributed to the 
actions undertaken by the Federal Reserve as part of their 
mandate to promote stable prices.  

Measuring Inflation 
The rate of inflation is measured by observing changes in 
the average price of a consistent set of goods and services, 
often referred to as a market basket. Inflation is generally 
measured using a price index, such as the Consumer Price 
Index (CPI). A price index is constructed by dividing the 
price of a market basket in a given year by the price of the 
same basket of goods in a base year. The rate of inflation is 
then measured by calculating the percentage change in the 
price index across different periods. For example, the CPI 
in September 2018 was about 252, and about 256 in 
September 2019, which amounts to an inflation rate of 
about 1.6% over this 12-month period. 

Alternative Measures of Inflation 
Alternative price indices will use different goods within 
their market basket, and are generally used for different 
purposes. For example, the CPI includes consumer goods 
and services typically purchased by households, which is 
often used to adjust household incomes for inflation over 
time. By contrast, the Gross Domestic Product Deflator, 
which is generally used to adjust GDP for inflation over 
time, measures inflation for all of the final goods and 
services produced in the United States. There are a number 
of additional measures of inflation, including the Producer 
Price Index, Employment Cost Index, Personal 
Consumption Expenditures Index, and Import/Export Price 
Index. Different inflation measures are calculated 
differently. For example, the CPI uses a (mostly) fixed 
basket of goods and services, whereas the GDP deflator 
allows the composition of its market basket to change with 
spending patterns from period to period. 

Additionally, within a specific price index, researchers 
often make separate calculations for so-called headline 
inflation and core inflation, as seen in Figure 1. Headline 
inflation incudes the full set of goods and services included 
within the basket of goods, whereas core inflation excludes 
energy and food prices from the basket of goods. Core 
inflation is often used by researchers in place of headline 
inflation due to the volatile nature of the price of food and 
energy. However, headline inflation can provide a more 
accurate sense of the price changes actually faced by 
individuals.  

Complications in Measuring Inflation 
The fundamental concept behind measuring inflation is that 
the price of a consistent basket of goods and services is 
observed over time. However, in reality, this is nearly 
impossible for two reasons. First, the quality of goods and 
services change over time. As such, some portion of 

increasing prices over time is due to improvements in 
quality rather than inflation. For example, a television may 
cost more today than one in the 1950s, but a television 
today is also in color and offers much better resolution. It 
would be incorrect to say all of the increase in the price of 
televisions is due to inflation; only the portion that is 
unexplained by quality improvements would be attributed 
to inflation. Second, new products are introduced into the 
marketplace over time that are fundamentally different than 
any historical products and are only slowly incorporated 
into price indices with fixed baskets. For example, 
television ownership spread rapidly in the 1950s, and is 
now being partly supplanted by personal electronic devices 
that did not exist in the 1950s. Statistical agencies try to 
adjust data to account for these factors, because, if these 
complications are not correctly accounted for, measured 
inflation would be inaccurate and most likely overstated. 

Adjusting for Inflation 
Comparing real figures is often beneficial to observe actual 
changes in purchasing power over time, rather than changes 
in the number of dollars.  

Figure 2. How to Adjust for Inflation 

 
Source: CRS 

 

To adjust nominal figures for inflation, multiply the 
nominal figure by the ratio of the price index value in the 
target year, to the price index value in the base year, as 
shown in Figure 2. For example, median household income 
in 1990 (the base year) was $29,943 in nominal terms. To 
determine the equivalent income in terms of purchasing 
power for 2019 (the target year) using CPI, multiply 
$29,943 by the ratio of CPI in 2019 (251) to the CPI in 
1990 (131), which comes out to about $57,371.  

As discussed previously, there are a number of different 
price indices, and within those indices more specific 
deflators are available to make inflation adjustments. It is 
important to use the most relevant index for the subject 
being researched. For example, when looking at corporate 
revenues in the United States, it would be advisable to use 
the Producer Price Index, which uses a market basket 
consisting of the price of goods and services sold by 
domestic producers, as opposed to the CPI, which is 
designed to reflect the goods and services purchased by the 
typical household.  

Resources 
The Bureau of Labor Statistics creates various price indices, 
which are available at http://www.bls.gov/bls/inflation.htm.  

(Note: This In Focus was originally authored by Jeffrey 
Stupak, former CRS Analyst in Macroeconomic Policy.) 

 

Marc Labonte, Specialist in Macroeconomic Policy   

IF10477
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Introduction to U.S. Economy: The Business Cycle and Growth

On June 8, 2020, the National Bureau of Economic 
Research (NBER), an independent, nonprofit, research 
group, determined that economic activity in the U.S. peaked 
in February 2020 and that the economy subsequently 
entered into a recession in the same month. On a quarterly 
basis, economic activity peaked in the fourth quarter of 
2019. This In Focus discusses the business cycle, how 
recessions are determined, and potential causes and effects 
of these fluctuations in the economy. 

What Is the Business Cycle?  
Over time, economic activity tends to fluctuate between 
periods of increasing economic activity, known as 
economic expansions and periods of decreasing economic 
activity, known as recessions. Real gross domestic product 
(GDP)—total economic output adjusted for inflation—is 
the broadest measure of economic activity. The economy’s 
movement through these alternating periods of growth and 
contraction is known as the business cycle. The business 
cycle has four phases: the expansion, peak, contraction, and 
trough, as shown in Figure 1. 

Figure 1. Stylized Depiction of the Business Cycle 

 
Source: Congressional Research Service. 

As the economy moves through the business cycle, a 
number of additional economic indicators tend to shift 
alongside GDP. During an economic expansion, economy-
wide employment, incomes, industrial production, and sales 
all tend to increase alongside the rising real GDP. 
Additionally, over the course of an economic expansion, the 
rate of inflation tends to increase, although the 2009-2020 
expansion showed that inflation can remain low while the 
economy is growing. During a recession, the opposite tends 
to occur. All of these indicators do not shift simultaneously, 
but they tend to shift around the same time.  

Although these fluctuations in economic activity are 
referred to as a “cycle,” the economy generally does not 
exhibit a regular and smooth cycle as shown in Figure 1. 
Predicting recessions and expansions is notoriously difficult 
due to the irregular pattern of the business cycle; a single 
quarter of economic data can be too short to predict a trend, 

although this was not the case with the Coronavirus Disease 
2019 (COVID-19) pandemic. During an expansion, there 
may also be short periods of decreasing economic activity 
interspersed within an expansionary period, and vice versa. 

Dating the Business Cycles 
Business cycles are dated according to the peaks and 
troughs of economic activity. A single business cycle is 
dated from peak to peak or trough to trough. NBER’s 
Business Cycle Dating Committee is generally credited 
with identifying business cycles in the United States.  

NBER does not define a recession as two consecutive 
quarters of declining real GDP, which is a popular metric 
used by the media. Rather NBER uses a broader definition 
of a recession, as a period where there is a significant 
decline in economic activity that spreads across the 
economy. NBER uses a number of indicators to measure 
economic activity, including real GDP, economy-wide 
employment, real sales, and industrial production.  

Figure 2 presents real GDP from the first quarter of 1947 
through the second quarter of 2020, along with recessions, 
as identified by NBER, represented with orange bars. Over 
this period, real GDP grew at a 3.0% average annual rate.  

Figure 2. Real GDP and Recessions  

1947:Q1–2020:Q2 

 
Source: U.S. Bureau of Economic Analysis (BEA). 

Note: Orange bars represent recessions as defined by NBER.  

The economy tends to experience longer periods of 
expansion than contraction, especially since World War II 
(WWII). Between 1945 and 2019, the end of the most 
recent business cycle, the average expansion has lasted 
about 65 months, and the average recession has lasted about 
11 months. Between the 1850’s and WWII, the average 
expansion lasted less than half as long (about 26 months), 
and the average recession lasted about twice as long (about 
21 months). The 2009-2020 expansion was the longest on 
record, at 128 months. 
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The most recently completed recession in the United States, 
the so-called Great Recession, began in December 2007 and 
ended in June 2009, a total of 18 months. Since the 1850’s, 
in the United States, 12 other recessions have lasted as long 
as or longer than the Great Recession; however, all these 
recessions occurred before the Great Depression of the 
1930’s. It is too soon to tell if the current recession will 
surpass the Great Recession in length, and due to the lag 
between when a recession begins or ends and when NBER 
announces it, this may not be known for some time. 

Marking the end of a recession does not necessarily mean 
that the economy has returned to its pre-recession level of 
economic activity. For example, one important economic 
metric, the unemployment rate, tends to continue to 
increase following a recession as individuals return to the 
labor force and begin searching for employment. Following 
the Great Recession, the economy did not return to what is 
considered “full employment” until the summer of 2015, 
six years after NBER had declared the recession over. 

Short-Term Economic Growth 
In the short term, the business cycle is primarily driven by 
fluctuations in consumer spending and business investment. 
Over the business cycle, the rate at which the economy is 
expanding or contracting can be significantly different. For 
example, during the 2009-2020 expansion, real GDP grew 
at an average pace of about 2.3% per year, whereas real 
GDP shrank at an annual rate of 5.0% in the first quarter of 
2020 and 32.9% in the second quarter. Over longer periods 
of time, the volatility of the business cycle fades to reveal a 
pattern of growth in the economy. 

Potential Causes of the Business Cycle 
In general, the business cycle is governed by aggregate 
demand (total spending) within the economy, but recessions 
can also be caused by sudden shocks to supply, which will 
impact both aggregate supply and aggregate demand. The 
current recession is unusual in that it displays elements of 
both demand and supply shocks. This section discusses 
these types of shocks in more detail.  

Demand Shocks 
Changes in consumer or business confidence can impact 
aggregate demand. If individuals believe the economy will 
perform poorly in the future, individuals are likely to 
increase how much they save to prepare for lean times 
ahead. The associated decrease in spending would lower 
aggregate demand. Similarly, if businesses perceive that the 
economy is about to enter a recession, they are less likely to 
make investments in new machinery or factories because 
consumers would not be able to afford their new products 
during the recession.  

The ongoing COVID-19 public health crisis has contributed 
to the current recession in this manner. Uncertainty 
surrounding the virus and the state of the economy 
combined with high unemployment levels has resulted in 
decreased consumption and increased saving (as a 
percentage of income) on the part of consumers and 
decreased desire to increase capital investment on the part 
of firms. 

Supply Shocks 
As part of a global economy, events outside of the United 
States can often impact aggregate demand inside the United 
States, such as the 1979 oil shock that led to increased 
prices across the U.S. economy, resulting in a recession. In 
some ways, the current recession is also an example of a 
supply shock; the need for social distancing has halted 
commerce significantly and created challenges in supply 
chains. Whereas demand for certain products has been high 
and led to corrections in some supply chains (toilet paper, 
cleaning products, etc.), demand for many products has 
been low. Should aggregate demand increase, the economy 
may experience more unforeseen supply issues. 

Policy Options 
Government policy, specifically monetary and fiscal policy, 
can impact aggregate demand either directly or indirectly. 
Congress, together with the President, is responsible for 
fiscal policy in the United States through changes in the 
level of government spending and tax revenue. Fiscal 
policy can directly increase aggregate demand by 
increasing government spending, reducing taxes, increasing 
government transfers to individuals, or a combination of the 
three. During a recession, the government will typically 
finance these policies by borrowing money, referred to as 
deficit financing. The government has used fiscal stimulus 
tools during the current crisis when, for example, it sent out 
stimulus checks directly to consumers or when it 
temporarily increased unemployment benefits. 

Monetary policy can also be used to impact aggregate 
demand. The Federal Reserve implements monetary policy 
by changing short-term interest rates and the availability of 
credit in the economy. For example, lowering interest rates, 
which the Federal Reserve did in response to COVID-19, 
can encourage businesses to make new investments and 
individuals to buy new goods, as lower interest rates make 
it less expensive to borrow money.  

Fiscal and monetary policy, when implemented 
successfully, can help reduce economic volatility. However, 
when unsuccessful, these policies may exacerbate the 
fluctuations of the business cycle. The fiscal and monetary 
policy options discussed in this section are countercyclical 
policies, meaning that they work to counter the business 
cycle. For example, countercyclical fiscal policy might 
include increasing government spending during a recession 
and decreasing government spending during an expansion. 
However, growth-oriented policies, when timed improperly, 
can cause the economy to overheat (growing at an 
unsustainable rate) and subsequently cause a downturn. 

Additional CRS Resources  
CRS In Focus IF10408, Introduction to U.S. Economy: 
GDP and Economic Growth, by Mark P. Keightley. 

(Note: This In Focus was originally authored by Jeffrey 
Stupak, former CRS Analyst in Macroeconomic Policy.) 

Lida R. Weinstock, Analyst in Macroeconomic Policy   

IF10411
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Introduction to U.S. Economy: Fiscal Policy

What is Fiscal Policy?  
Fiscal policy is the means by which the government adjusts 
its budget balance through spending and revenue changes to 
influence broader economic conditions. According to 
mainstream economics, the government can affect the level 
of economic activity—generally measured by gross 
domestic product (GDP)—in the short term by changing its 
levels of spending and tax revenue. This In Focus presents 
an introduction to fiscal policy. For a more in-depth look at 
fiscal policy, its effect on the economy, and its use by the 
government, refer to CRS Report R45723, Fiscal Policy: 
Economic Effects, by Marc Labonte. 

Fiscal policy is often characterized by its countercyclical or 
procyclical nature. Countercyclical policy attempts to 
counteract the business cycle by promoting growth through 
expansionary policy during a recession and preventing 
“overheating” through contractionary policy during an 
expansion. Procyclical policy does the opposite and is 
generally seen to be counterproductive, potentially 
overheating the economy during expansions and further 
dampening growth during recessions. 

Expansionary Fiscal Policy  
Recessions can have negative consequences for both 
individuals and businesses. During a recession, aggregate 
demand (overall spending) in the economy falls , which 
generally results in slower wage growth, decreased 
employment, lower business revenue, and lower business 
investment.  

As such, policymakers may want to intervene in the 
economy when a recession occurs by implementing 
expansionary fiscal policy to mitigate the decline in 
aggregate demand. Expansionary fiscal policy—an increase 
in government spending, a decrease in tax revenue, or a 
combination of the two—is expected to temporarily spur 
economic activity.  

Increased government spending can take the form of both 
purchases of goods and services by the government, which 
directly increase economic activity, and transfers to 
individuals, which indirectly increase economic activity as 
individuals spend those funds. Decreased tax revenue via 
tax cuts also indirectly increases aggregate demand in the 
economy. For example, an individual income tax cut 
increases the amount of disposable income available to 
individuals, enabling them to purchase more goods and 
services. Standard economic theory suggests that in the 
short term, fiscal stimulus can lessen a recession’s negative 
impacts or hasten a recovery.  

Expansionary fiscal policy’s effectiveness may be limited 
by its interaction with other economic processes, including 

interest rates and investment, exchange rates and the trade 
balance, and the rate of inflation. First, assuming no action 
from the Federal Reserve, expansionary fiscal policy is 
expected to result in rising interest rates, which puts 
downward pressure on investment spending in the 
economy. Second, it can lead to a strengthening U.S. dollar, 
which results in a growing trade deficit. Third, it can lead to 
accelerating inflation in the economy; although this was not 
the case during the 2009-2020 expansion. All of these side 
effects from expansionary fiscal policy tend to put 
downward pressure on economic activity, and therefore 
work against the original stimulus generated through 
expansionary fiscal policy. 

Expansionary fiscal policy’s ultimate effect on the economy 
depends on the relative magnitude of these opposing forces. 
In general, the increase in economic activity resulting from 
expansionary fiscal policy tends to be greatest during a 
recession, when the economy has more room to expand, 
and the negative side effects are somewhat counteracted by 
the recession itself, monetary policy, or both. 

Contractionary Fiscal Policy  
As the economy shifts from a recession and into an 
expansion, broader economic conditions generally improve, 
with falling unemployment and increasing wages and 
private spending.  

With improving economic conditions, policymakers may 
choose to begin withdrawing fiscal stimulus by decreasing 
the size of the deficit or potentially by applying 
contractionary fiscal policy and running a budget surplus. 
Contractionary fiscal policy—a decrease in government 
spending, an increase in tax revenue, or a combination of 
the two—is expected to temporarily slow economic 
activity. 

When the government raises individual income taxes, for 
example, individuals have less disposable income and 
generally decrease their spending on goods and services in 
response. The decrease in spending temporarily reduces 
aggregate demand for goods and services, slowing 
economic growth temporarily. Alternatively, when the 
government reduces spending, it reduces aggregate demand 
in the economy, which again temporarily slows economic 
growth. As such, aggregate demand is expected to decrease 
in the short term when the government implements 
contractionary fiscal policy, regardless of the mix of fiscal 
policy choices.  

However, contractionary fiscal policy has the same caveats 
as expansionary fiscal policy, except in reverse. 
Contractionary fiscal policy is expected to reduce interest 
rates, leading to additional investment, and weaken the U.S. 
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dollar, leading to more U.S. exports and fewer imports and 
a slowing of inflation. All of these side effects tend to spur 
additional economic activity, partly offsetting the decline in 
economic activity resulting from contractionary fiscal 
policy.  

Long-Term Fiscal Policy Considerations  
Persistently applying fiscal stimulus can negatively affect 
the economy through three main avenues. First, persistent, 
large budget deficits can result in a rising debt-to-GDP ratio 
and lead to an unsustainable level of debt. A rising debt-to-
GDP ratio can be problematic if the perceived or real risk of 
the government defaulting on that debt begins to rise. As 
the perceived risk of default begins to increase, investors 
will demand higher interest rates to compensate themselves. 
Second, persistent fiscal stimulus—particularly during 
economic expansions—can limit long-term economic 
growth by crowding out private investment, which is an 
important determinant of the economy’s long-term size. 
Third, rising public debt will require a gradually increasing 
portion of the federal budget to be directed toward interest 
payments on the debt, potentially crowding out other policy 
priorities.  

Monetary Policy  
Fiscal policy is not the only policy lever available if the 
government wishes to influence broader economic 
conditions. The Federal Reserve implements monetary 
policy by influencing interest rates throughout the 
economy. The Federal Reserve can spur economic activity 
by lowering interest rates and slow economic activity by 
doing the opposite. Monetary policy can also be used in 
conjunction with fiscal policy to limit the undesirable 
aspects of expansionary or contractionary fiscal policy. For 
example, expansionary fiscal policy tends to have the 
undesirable effect of increasing interest rates; however, the 
Federal Reserve could combat this by pushing interest rates 
down through monetary policy. Monetary policy is set 
independently of fiscal policy, so it is also possible for the 
Federal Reserve to pursue monetary policy that neutralizes 
fiscal policy’s effects. For a more detailed discussion 
regarding monetary policy, refer to CRS Report RL30354, 
Monetary Policy and the Federal Reserve: Current Policy 
and Conditions, by Marc Labonte.  

Fiscal Policy Stance 
As shown in Figure 1, the federal government has 
generally been running a budget deficit for much of the past 
50 years—save for two short periods in the 1960s and 
1990s. This suggests that the federal government has been 
applying some level of fiscal stimulus to the economy for 
much of the previous several decades, although the amount 
of stimulus has increased and decreased over time. 

Examining the overall budget deficit to judge the level of 
fiscal stimulus can be misleading, as the levels of federal 
spending and revenue differ over time due to changes in the 
state of the economy, in addition to deliberate choices made 
each year by Congress. During economic expansions, tax 
revenue tends to increase and spending tends to decrease 
automatically, as rising incomes and employment result in 
greater individual and corporate income tax revenues. 
Federal spending on income support programs, such as food 

stamps and unemployment insurance, tends to fall during 
economic expansions as fewer people need financial 
assistance and file unemployment claims. The combination 
of rising tax revenue and falling federal spending tends to 
improve the government’s budget deficit. The opposite is 
true during recessions, when federal spending rises and 
revenue shrinks. These cyclical fluctuations in revenue and 
spending are often referred to as automatic stabilizers. 
Therefore, when examining fiscal policy, it is often 
beneficial to estimate the budget deficit excluding these 
automatic stabilizers, referred to as the structural deficit, to 
get a sense of the affirmative fiscal policy decisions made 
each year by Congress.  

Figure 1. Federal Budget Deficit/Surplus 

 
Source: Federal Reserve Bank of St. Louis and Congressional Budget 

Office.  

Note: Gray bars denote recessions as determined by the National 

Bureau of Economic Research. 

As shown in Figure 1, budget deficits tend to increase 
during and shortly after recessions (denoted by grey bars) 
as policymakers attempt to buoy the economy by applying 
fiscal stimulus. The budget deficit then tends to shrink as 
the economy enters into recovery and fiscal stimulus is less 
necessary to support economic growth. However, in recent 
years, the federal budget has bucked this trend. After the 
structural deficit peaked in 2009 at roughly 7.5% of GDP, it 
began to decline through 2014, falling to about 2.0% of 
GDP. Beginning in 2016, despite relatively strong 
economic conditions, the structural deficit started to rise 
again, nearing 5.0% of GDP in 2019.  

Fiscal Policy and COVID-19 
Coronavirus Disease 2019 (COVID-19) has caused a deep 
recession in the U.S. economy, and several stimulus bills 
have been enacted in response. Fiscal stimulus has included 
direct cash transfers to consumers, forgivable loans to small 
businesses, and increased unemployment benefits, among 
others. The projected deficit increase as a percent of GDP 
for FY2020 is 10.6%, which, if accurate, would be the 
largest deficit since World War II.  

(Note: This In Focus was originally authored by Jeffrey 
Stupak, former CRS Analyst in Macroeconomic Policy.) 

Lida R. Weinstock, Analyst in Macroeconomic Policy   
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Federal Reserve: Monetary Policy Actions in 

Response to COVID-19 

April 13, 2020 

The Federal Reserve (Fed) has taken a number of steps to promote economic and financial stability in 

response to the coronavirus pandemic (COVID-19). This Insight covers actions related to monetary 

policy—actions intended to lower interest rates or increase overall liquidity. Due to the severity of 

economic disruption, actions that increase overall liquidity have not been sufficient to maintain financial 

stability, and the Fed has also directly lent to firms and purchased private securities. Direct Fed lending 

and other financial assistance in response to COVID-19 is covered in CRS Insight IN11327, Federal 

Reserve: Emergency Lending in Response to COVID-19, by Marc Labonte. 

Actions to Lower Interest Rates 

Federal Funds Rate 

Traditionally, the Fed conducts monetary policy by changing the federal funds rate, the overnight 

interbank lending rate. In response to COVID-19, on March 3, the Fed reduced the federal funds rate from 

a range of 1.5%-1.75% to a range of 1%-1.25% to stimulate economic activity. On March 15, it reduced 

the range to 0%-0.25%. Economists refer to this as the “zero lower bound” to signify that the Fed’s 

traditional monetary policy tool has been exhausted at this point, and cannot be used to provide additional 

stimulus. This is the second time this interest rate has ever hit the zero lower bound—the first time was 

during the 2008 financial crisis. 

Lower interest rates stimulate interest-sensitive spending, such as business capital spending on plant and 

equipment, household spending on consumer durables, and residential investment. In addition, when 

interest rates diverge between countries, lower rates cause capital outflows that put downward pressure on 

the dollar exchange rate, which in turn stimulates spending on exports and imports. Through these 

channels, monetary policy can be used to stimulate overall spending in the short run. 

During the 2008 financial crisis, the Fed developed two other tools to provide stimulus at the zero lower 

bound—forward guidance and quantitative easing. Both aim to reduce long-term interest rates, which—

unlike short-term rates—are not directly determined by the Fed, but are important for stimulating 

economic activity. These tools are being revived in response to COVID-19. 
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Forward Guidance 

Forward guidance refers to Fed public communications on its future plans for short-term interest rates, 

and it took many forms following the 2008 financial crisis. As monetary policy returned to normal in 

recent years, forward guidance was phased out. It is being used again during COVID-19. For example, 

when the Fed reduced short-term rates to zero on March 15, it announced that it “expects to maintain this 

target range until it is confident that the economy has weathered recent events and is on track to achieve 

its maximum employment and price stability goals.” 

Quantitative Easing 

Large-scale asset purchases, popularly referred to as quantitative easing or QE, were also used during the 

financial crisis. Under QE, the Fed expanded its balance sheet by purchasing securities. Three rounds of 

QE from 2009 to 2014 increased the Fed’s securities holdings by $3.7 trillion. 

On March 23, the Fed announced that it would increase its purchases of Treasury securities and mortgage-

backed securities (MBS)—including commercial MBS—issued by government agencies or government-

sponsored enterprises to “the amounts needed to support smooth market functioning and effective 

transmission of monetary policy.” These would be undertaken at the unprecedented rate of up to $125 

billion daily starting on March 23. As a result, the Fed’s balance sheet is now larger than its post-2008 

financial crisis peak of $4.5 trillion. One notable difference from previous rounds of QE is that the Fed is 

purchasing securities of different maturities, so the effect likely will not be concentrated on long-term 

rates. 

Actions to Provide Liquidity 
In normal conditions, liquidity is plentiful, meaning financial firms can easily borrow at reasonable 

interest rates. Financial uncertainty, such as that caused by COVID-19, can cause liquidity to dry up. At 

any given interest rate, the Fed has tools to increase or decrease the overall availability of liquidity in 

financial markets. 

Reserve Requirements 

On March 15, the Fed announced that it was reducing reserve requirements—the amount of vault cash or 

deposits at the Fed that banks must hold against deposits—to zero for the first time ever. As the Fed noted 

in its announcement, because bank reserves are currently so abundant, reserve requirements “do not play 

a significant role” in monetary policy.  

Repo Operations 

The Fed can temporarily provide liquidity to financial markets by lending cash through repurchase 

agreements (repos) with primary dealers (i.e., large government securities dealers who are market 

makers). Before the 2008 financial crisis, this was the Fed’s routine method for targeting the federal funds 

rate. Following this, the Fed’s large balance sheet meant that repos were no longer needed, until they were 

revived in September 2019 in response to a spike in repo rates.  

On March 15, the Fed announced it would regularly offer overnight and longer-terms repos of $500 

billion, which have been continued to date since March 12. These repos are larger and longer-lasting than 

those offered since September 2019.
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Foreign Central Bank Swap Lines 

Both domestic and foreign commercial banks rely on short-term borrowing markets to access U.S. dollars 

needed to fund their operations and meet their cash flow needs. But in an environment of strained 

liquidity, only banks operating in the United States can access the discount window. Therefore, the Fed 

has standing “swap lines” with major foreign central banks to provide central banks with U.S. dollar 

funding that they can in turn lend to private banks in their jurisdictions. On March 15, the Fed reduced the 

cost of using those swap lines, and on March 19 it extended swap lines to nine more central banks. Use of 

the swap lines quickly exceeded their use during the euro crisis. On March 31, the Fed created the Foreign 

and International Monetary Authorities Repo Facility to allow foreign central banks to temporarily swap 

Treasury Securities for U.S. dollars. 
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