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Why Loans Work 

Maybe you saw that chain of loans on the last page and wondered how all 

that money could be created out of thin air. Maybe you’re thinking, “But 

there’s nothing behind that money. Just Mary’s $100!” So why doesn’t the 

whole system just collapse? Because there is something behind all those 

loans: each borrower’s ability to pay back the loan. Banks are pretty careful 

about lending money. They want to know about the borrower’s past history of 

paying back loans, and they want to know that the borrower has a source of 

income. Income depends on a person’s ability to produce goods or services. 

This is what you do at your job, whether you’re farming or designing video 

games or giving haircuts. Ultimately, the ability to produce is what keeps our 

economy going.  

The Federal Reserve headquarters 
in Washington, D.C. In addition to 
supervising our banking system, 
the Fed is the bank for the United 
States government.  

The Federal Reserve 

Bees have a queen, aliens have a mother ship, and banks… well, banks 

have the Federal Reserve. The Federal Reserve (known as “the Fed”) 

is the central bank of the United States. It is made up of 12 Federal 

Reserve Banks—one for each of 12 districts covering the United States. 

A Board of Governors oversees these banks. Federal Reserve Banks 

don’t deal with the public. They are “bankers’ banks.”   

Together with other agencies in the federal government, the Federal 

Reserve supervises the banking industry and makes rules that banks 

must follow.  The Fed also oversees electronic payment systems and 

processes the checks people write. In addition, when banks need coins 

and paper money, they order currency from the Fed. (Paper money is 

actually made by the U.S. Bureau of Printing and Engraving; coins are 

made at the U.S. Mint.) But one of the biggest jobs of the Federal 

Reserve is to help keep the United States economy healthy.  

The Fed & the Economy 

The Federal Reserve works toward three goals for a healthy economy: 

 Making sure the highest possible number of citizens have jobs 

 Keeping the price of goods and services stable 

 Making sure the cost of a loan is not too high or too low  

Here’s how these goals are related: When interest rates on loans are low, it 

is cheap to borrow money. This encourages businesses and people to borrow 

and spend money. With more spending, there is more demand for stuff. 

Producers want to make more stuff to meet this demand, so they employ 

more people. In order to attract workers, wages go up. With lots of money 

in people’s pockets but the supply of “stuff” not necessarily meeting the 

demand, prices can go up. The rise of prices over time is called inflation.  

Prices can skyrocket if the economy grows too fast, so the Fed works to 

keep things in balance. It does this by making changes that affect the 

interest rates that banks charge for loans. Expensive loans discourage people 

and businesses from making decisions that require borrowing. There is less 

spending and less hiring, so the economy slows. The Fed keeps an eye on 

the economy and adjusts loan interest rates up or down as necessary. 
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$72.90 

$100 $90 

LOAN 

$90 for Used 
Drum Set 

$90 $81 

LOAN 

$81 for a 
bunch of stuff 

BigMart $81 

LOAN 

And on and on! 
Already $243.90 has 
been added to the 
money supply.  

Mary makes 
a deposit 

(Eventually 10 times the original amount 

would be added — here, $1,000.) 
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