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Lecture 18: Tools of the Central Bank I
I. How the Fed sees the economy
a. As we’ve discussed, the Fed is interested in achieving economic stability. But how does it dissect the economy to understand what to do? There are many familiar economic indicators it references. But the most critical, and possibly least familiar, is the fed funds rate.
b. The federal funds rate—the interest rate which banks lend from one another on overnight loans of reserves—is a key indicator for interest rates throughout the whole economy. And because interest rates seep into all sectors of economy, it directly relates to economic growth.
i. Think of the Fed trying to influence the market for wood products. The best way to do this would not be focusing on the prices of wooden chairs, sawhorses, and toys for that would only capture one aspect of the market. Instead, they would be best to focus on a price that affects each firm in the market they are trying to understand: the price of wood.
ii. Similarly, focusing on just a handful of interest rates of a handful of banks wouldn’t do much. But focusing on the price they all share—the price they charge each other—allows influence of the whole industry.
c. In addition to the fed funds rate, we should be made aware of the discount rate—the rate at which banks borrow from the Federal Reserve.
II. Open-Market Operations
a. The Fed’s most commonly used tool in changing the federal funds rate (and thus the interest rates that banks lend to everyone else) is changing the money supply through “open-market operations.”
i. The Federal Reserve has the right to sell government bonds (to fund the government’s debt) and has the right to print money.
ii. If it sells government bonds, it collects dollars in return, lowering the money supply.
iii. If it buys government bonds, it gives up dollars in return, increasing the money supply.
iv. Since the interest rate is the price of borrowing money, more dollars means less scarcity and the interest rate falls. A smaller money supply means it rises.
b. As a general rule, the Fed keeps the discount rate (which they set) close to the federal funds rate.
III. Lender of last resort
a. In order to assuage the possibility of a systematic bank failure, the Fed is sometimes employed as a “lender of last resort.”
b. When a bank is in danger of failing or is in desperate need of assistance, the Fed acts as a safety net and lends the needed amount to help keep it afloat.
c. While this adds a great deal to stability and cultivates public confidence in the US banking system, it also creates a moral hazard problem.
























