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According to the September 2020 article by the Investopedia team on How the Federal Reserve Fights Recessions, the Fed is responsible for stable-price and low unemployment maintenance. During an economic recession, prices deflate while unemployment escalates. The Fed can reverse this scenario through a series of monetary policies geared at fostering economic stability, unemployment suppression, price strengthening, and bolstering the country’s financial system. These tools include reverse regulation, forward guidance, discount lending, and Open Market Operations. Monetary-policy erasures have widely been deployed recently to cushion the economy against the downturns that could arise from health restrictions.
The Investopedia team states that the Fed can reduce interest rates through buying debt instruments in the Open Markets during the recession. The increased reserves in the banks from which the Fed purchases the securities translate to a lower fund rate in inter-bank lending. Consequently, companies borrow more to sustain the existing workforce hence suppressing unemployment during the recession. The Fed, through Quantitative easing (like in 2020 and 2008), can also buy extra bonds from OMO when it realizes that banks do not issue credit but hold onto the newly acquired reserves. Thus, more money is injected into the economy to ease unemployment.
According to the article, during the recession, the Fed can also reduce capital requirements (or keep them at zero like in 2020) among banks to allow them greater flexibility in lowering their reserves. Additionally, the Fed lowers the discount rates during the financial crisis in the expectation that the banks will also reduce theirs, promoting more money circulation in the economy. The Fed also can use forward guidance in managing the expectations of the financial system. It communicates about the economic status and the future monetary policy course, influencing investors, businesses, and household actions by guiding the anticipated interest rates’ path.
