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Ch12: Roles and services of the Federal Reserve

The central bank in U.S.A. is called the Federal Reserve System, nicknamed the Fed.  The Congress created the Fed in December 1913.

Roles of central banks in general:

1. regulate monetary supply: (i) control money growth rate can influence economic growth rate, (ii) control inflation.

2. stabilize financial mkts through intervention to instill public confidence.

3. act as lender of last resort to help distressed members.

4. maintain and improve payment mechanisms.

Four major goals of central banks:

i. full employment of resources

ii. price stability

iii. sustained economic growth

iv. stable balance-of-payments position

Channels through which central banks work:

The central bank monetary policy affects the economy by making the following (es:

i. (es in cost and availability of credit to borrowers

ii. (es in volume and rate of growth of money supply

iii. (es in financial wealth of investors as reflected in mkt value of their security holdings

iv. (es in currency exchange rates

v. (es in public’s expectations regarding future money and credit conditions, and currency exchange rates.

To accomplish the above (es, the U.S. central bank uses one or more of the following policy tools:

a. open mkt operations

b. (es in required reserve held by depository institutions, and;

c. (es in discount window rate on loans to member banks.

How the Fed is organized?
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The 7-member Board of Governors of the Federal Reserve System is the ultimate decision-making unit of the system.

Four of the main decisions made by the Board of Governors are:

i. decide open market operations

ii. set minimum reserve requirement on deposits

iii. set margin requirements for investors to buy securities

iv. set discount-window borrowing rate

Federal Open Market Committee (FOMC)

· Chairperson of the Federal Reserve Board and president of the NY Fed bank serve as chairperson and vice-chairperson of the FOMC.

· 12 members: 7 governors, 1 (permanent) NY Fed president, 1 alternating president of Chicago and Cleveland, and 3 rotating presidents from the remaining 9 district banks.  Rotating members serve one-year term.

· Will meet closed-door in Washington D.C. at least 8 times annually, more if need be, at 6-week interval.
System Open Market Account (SOMA)
· SOMA is the executive arm of the FOMC.

· SOMA’s manager is the vice president of the NY Fed bank.

· SOMA manager receives directives on the general terms how open mkt operations are to be conducted in the weeks ahead, and what the FOMC’s targets for money supply growth and interest rates are.

· SOMA is the implementing body while FOMC is the decision-making body.

· SOMA regulates money supply by buying and selling Treasury securities at trading desk in New York.

Roles of the Federal Reserve System today

1. Clearing and collection of checks and other means of payments.

2. Issuing currency and coin, and providing other services

3. Maintaining a sound banking and financial system

4. Serving as the federal govt’s fiscal agent.

5. Carrying out monetary policy.

6. Providing information to the public.

European Central Bank, ECB

· HQ’d in Frankfurt, Germany

· Formed as a result of European Union, EU.

· Represents 15 initial nations of EU.

· As of 2008, the 15-nation Eurozone, namely Austria, Belgium, Cyprus, Finland, France, Germany, Greece, Ireland, Italy, Malta, Luxembourg, Netherlands, Portugal, Slovenia, and Spain, participate in the issuance of the currency euro, symbol €. Denmark, Sweden, and U.K. refused to join in issuing the common currency on 1/1/1999.

· Similar to US Fed, ECB’s principal goal is price stability.

· But, US Fed can pursue other goals such as full employment and economic growth.

· Fed’s Chairman has more influence than his ECB counterpart, President of the ECB Governing Council.

Multiple expansion process (a general discussion)

Example: The Fed buys back $100k worth of Treasury securities from a designated broker who deposits the $100k into her bank, Bank A, that faces 20% required reserve.

	Bank A’s balance sheet

	Req’d reserve
	20k
	Demand deposit
	100k

	Loanable funds
	80k
	
	


Zack borrows the $80k to buy a townhouse.  The townhouse contractor deposits the $80k into his bank, Bank B.

	Bank B’s balance sheet

	Req’d reserve
	16k
	Demand deposit
	80k

	Loanable funds
	64k
	
	


Young borrows the $64k to buy a brand new sports car.  The car dealer deposits the $64k into his bank, Bank C.

	Bank C’s balance sheet

	Req’d reserve
	12.8k
	Demand deposit
	64k

	Loanable funds
	51.2k
	
	


It is apparent now that the 80k, 64k, 51.2k, ……., loanable funds form a converging geometric series whose sum is given as:


for n-term summation, or 


for (-term summation, where

a = first term = 80k in this case

r = geometric ratio = ratio of (n+1)th term to nth term = .8 in this case.

Assume that the expansion process can continue forever, then

S( = 80k [1/(1-.8)] = 80k[1/.2] = 80k[5] = 400k.

· The $80k is the excess reserve created in the government buyback.

· The $400k is the volume of loanable funds created (which represents the ( in monetary base) as a result of the $100k Fed buyback.

· The [1/.2] is called the transaction deposit multiplier, AKA coefficient of deposit expansion.

· The deposit multiplier is the reciprocal of the required reserve.

Composition of Reserves

Total legal reserves = req’d reserves + excess reserve

= deposits at Fed reserve banks + vault cash & coins held on premises of depository institutions
In the real world, leakage in the forms of: (1) public’s holding cash, (2) unutilized lending capacity, AKA excess reserve, (3) time and savings deposits.

In view of the above three leakages, the transaction deposit multiplier is modified to account for them as follows:

where

RRD = required legal reserve ratio for transaction (demand) deposit

CASH =amt of currency and coins held by public

TIME = amt of time and savings deposits held by public

EXR = amt excess reserve held by depository institution

RRT = required legal reserve for time and savings deposits.

The maximum amt of transaction deposits and loans the banking system can create, assuming the above leakages of funds, is given by:

Max. amt of new deposits and loans = 1 ( [RRD + CASH + EXR + (RRT*TIME)] (excess reserve)
Money multiplier
· Central banks are more interested in a related concept known as money multiplier.

· The product of money multiplier and monetary base is money supply.

· Money multiplier is defined as:


Money base = legal reserves + amt of currency and coins held by public
· In January 1996, U.S. monetary base was about $435b, and sum of transaction deposits, i.e., M1 money, was about $1,120b.  Thus, money multiplier is estimated as:

Money multiplier = 1,120/435 = 2.57.

· The 2.57 numeral means that for every $1 increase in monetary base, the U.S. money supply will increase by $2.57.

· Consequently, the monetary base is called the high-powered money.

· The Federal Reserve System determines size of monetary base.

· The Fed can change the supply of reserve to change the size of the monetary base.

· Money supply is simply the product of money multiplier and monetary base, i.e.,
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Board of Governors (7 members appointed by the President, each for 14-year term).





Federal Open Market Committee (FOMC) – 12 voting members = 7 governors, 1 NY Fed president, 1 Chicago/Cleveland president, 3 rotating presidents.





12 Federal Reserve district banks & 25 branch banks (reserve bank presidents appointed by Board of Governors)





Serve





Manager of the System Open Market Account (SOMA) – VP of NY Fed bank





4,000 member banks of the Federal Reserve System
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