Notes on Chapters 7& 8
The Roles, Goals and Services of the Federal Reserve and Other Central Banks around the World

Federal Reserve System consists of 12 Banks and 25 Branches. All national banks and state-chartered banks that agree to follow Fed’s regulations are also members of this system.

· Most modern central banks, at least those in major industrialized economies perform four interrelated functions;

1. Control of money supply- to minimize the danger of inflation

2. Stabilizing the money and capital markets-to assure a smooth and continuous flow of funds from saving into investment to support economic growth.

3. Lenders of last resort for financial institutions- it helps to moderate liquidity pressure in the financial system (discount window).

4. Maintaining the nation’s payment mechanism- support of the payment mechanism assures continuous business activity and trade without interruption or log delays. The Fed clear and collect checks which promotes an efficient payment mechanism for the U.S. 

Other functions include

a) to serve as the government’s fiscal agent. The fed maintains the federal government’s checking account and maintains stability in the government securities market as well as accepting deposits of federal tax dollars. 

b) to issue currency and coin. 

c) to provide information to the public

The Federal Open Market Committee (FOMC) meets every four to six weeks to determine monetary policy and the cost and availability of credit. Open market operations are the main tool used. The FOMC sets target rates for growth of the money supply. 

Monetary Policy

a) Open market operation

b) Reserve requirement 

· Total legal reserve = Required reserves (RR) + Excess reserve (EXR)

· Transaction Deposit Multiplier = 1/Reserve requirement on transaction account 

· Maximum volume of new loans = Transaction deposit multiplier x Excess reserve

· Money multiplier = (1 + Cash) / RRd + Cash + EXR + (RRt x Time)

         RRd   for demand deposit such as checking accounts  

         RRt    for time deposits such as saving accounts

c)   Discount window 

· The Goals of Central Banking

1. Full Employment of Resources

2. Reasonable Price Stability

3. Sustainable Economic Growth

4. Stable Balance of Payments Position

· The Channels Through Which Central Banks Work

      1.   Changes in cost and Availability of Credit 

2.   Changes in Volume and Rate of Growth of the Money Supply

1. Changes in Financial Wealth of Investors

2. Changes in the Relative Prices of Domestic and Foreign Currencies

3. Changes in Public Expectations of Future Money and Credit Conditions and Currency Values

· Central Bank Independence   

