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LEARNING TARGETS
1. Define the federal funds rate and explain how the FOMC sets it
2. Trace transmission from the federal funds rate to mortgage and credit card rates
3. Predict the effects of rate hikes vs rate cuts on inflation, jobs, and borrowing

SECTION 1
What Is the Federal Funds Rate?
The Definition
The federal funds rate is the interest rate banks charge each other for overnight loans of reserves.
The FOMC sets it as a 0.25-point range, not a single number (e.g., 5.25-5.50%).
The fed funds rate is the Fed's primary monetary policy tool.
Why Banks Lend to Each Other
Banks must hold reserves at the Fed.
Short banks BORROW overnight from long banks.
The Fed does NOT set your mortgage rate - it sets the bank-to-bank overnight rate, and everything else moves in response.
SECTION 2
How the FOMC Sets the Rate
The FOMC Meeting Process
The FOMC meets 8 times per year (roughly every 6 weeks).
The committee has 12 voting members (7 Board Governors + NY Fed President + 4 rotating regional Presidents).
Jerome Powell chairs the FOMC.
The FOMC reviews data - inflation (PCE), the jobs report, GDP, wages, surveys - before voting.
A 0.25-percentage-point move is called "25 basis points" or "25 bps".
SECTION 3
How the Fed Actually Moves the Rate
The Toolkit
Open market operations = the Fed buys/sells Treasury bonds to push fed funds toward target.
Buying bonds adds reserves to the system and pushes the fed funds rate down.
Selling bonds drains reserves and pushes the fed funds rate up.
IORB = Interest on Reserve Balances; it sets the FLOOR on the fed funds rate.
The discount rate is the higher rate the Fed charges banks that borrow directly from the Fed (ceiling).
SECTION 4
The Transmission Mechanism
Four Steps From Fed to Wallet
Step 1: Banks reprice their lending costs - their internal cost of funds resets.
Step 2: Prime rate = fed funds + 3 points; credit card APRs move with prime.
Step 3: 30-year mortgages track the 10-year Treasury yield (slower, partial move).
Step 4: Borrowing slows or speeds up; spending, hiring, and prices respond - full effect takes 6-12 months.
Read the Chart - see chart_fed_funds_rate_2000_2026 in the slide deck and Activity Part 3 packet
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On the chart, the fed funds rate stayed near 0.25% during 2009-2015 (the zero-lower-bound era).
On the chart, the 2022-2023 hike-cycle peak was about 5.5%.
SECTION 5
Prime Rate, Credit Cards, and Auto Loans
Fast-Moving Consumer Rates
The PRIME RATE always equals fed funds + 3.00 points.
Credit card APR is usually prime + 10-18 points; it moves within 1-2 billing cycles.
New auto loans reset within weeks when prime moves.
A HELOC (home equity line of credit) floats with prime, so its payment changes monthly.
When the FOMC hiked from 0.25% to 5.50%, prime jumped from 3.25% to 8.5%.
SOFR (Secured Overnight Financing Rate) replaced LIBOR in 2023 as the benchmark for adjustable-rate loans.
SECTION 6
30-Year Mortgages and the Treasury Link
Why Mortgages Lag
30-year mortgages do NOT follow fed funds directly - they track the 10-year Treasury yield.
The 10-year Treasury moves on EXPECTED future fed funds moves, not just today's rate. So mortgages price in expected Fed moves.
Typical spread: mortgage is about 2-3 points above the 10-year Treasury.
30-year mortgage rates can fall BEFORE the Fed officially cuts.
Read the Chart - see chart_mortgage_vs_fed_funds in the slide deck and Activity Part 3 packet
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On the chart, the lowest 30-year mortgage rate was about 3% in 2021.
On the chart, the 30-year mortgage rate climbed to about 7% by 2023.
SECTION 7
Raising Rates: Fighting Inflation
Inflation-Fighting Playbook
The Fed hikes when inflation is above its 2% target.
Mechanism A: Higher rates make loans more expensive - people borrow less and spend less.
Mechanism B: Higher rates make saving more attractive (CDs and money markets pay more).
Mechanism C: Slower spending = fewer hires - which cools wage growth and price pressure.
Hiking does NOT directly cut prices at the store - it cools the demand that drives prices up.
The big risk: hike too much or too fast and you cause a recession.
SECTION 8
Lowering Rates: Fighting Recession
Recession-Fighting Playbook
The Fed cuts when unemployment is rising or GDP is falling.
Mechanism A: Cheaper loans = more mortgages, cars, and business investment.
Mechanism B: Homeowners refinance to lower payments - extra cash flows into spending.
Mechanism C: Lower rates push investors toward stocks; rising portfolios fuel spending.
After the 2008 crash, the Fed cut to ~0% and held there for 7 years (2008-2015).
SECTION 9
The 2022-2024 Hike Cycle
A Real Case Study
The FOMC began the hike cycle in March 2022 with a +25 bps move.
The biggest single move was +75 bps in June 2022.
The final hike was in July 2023, reaching a peak of 5.50%.
CPI inflation PEAKED at 9.1% in June 2022.
By July 2023 CPI had fallen to 3.2%.
The first cut came in September 2024 at -50 bps.
SECTION 10
How to Read an FOMC Announcement
What to Watch For
The STATEMENT is released at 2pm ET; it is one page of carefully worded text.
"Strong" jobs language is a hint that the Fed sees room to hike or hold.
The dot plot is a chart of each Fed official's expected rate path (released quarterly).
The Powell press conference happens 30 minutes after the statement.
The most common Fed phrase is "data dependent".
SECTION 11
Lags and Uncertainty
Why the Fed Can Get It Wrong
The Fed has to PREDICT what the economy will look like in a year, not just react.
The Fed's dual mandate means it must pursue maximum employment AND stable prices - two goals that can conflict.
Hiking too late = inflation gets entrenched (1970s) - this is the too-late hiking mistake.
Cutting too late = recession deepens (2007-2008).
Hiking too much = unnecessary recession (2024 debate).
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