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. . maintain reserve balances in one or more reserve deposit accounts with the reserve bank. . . . A reserve bank is an agency of the federal government that accepts deposits from banks in exchange for the . . . money deposited with the reserve bank. Why would the government want to create such a structure? By creating a central bank with a reserve requirement of 100% it is creating a mechanism to
'peg’ interest rates to the federal funds rate. This is a mechanism to guarantee that banks cannot borrow more than is available in the system. As the Fed is currently reducing its funds rate, banks are willing to lend funds to each other at a lower rate. This is what makes the equity markets go up when the Fed is cutting rates. Now let's examine the process of how the Fed manages its banking system. The
Fed holds a relationship with the banking system through its Open Market Operations. This program buys and sells US treasury bills and securities to either raise or lower the level of the reserve ratio to a target. At the beginning of the week it sells securities and buys cash to lower the reserve ratio. The reserve ratio is the amount of reserves that must be on hand to cover an individual bank's loan
obligations. To the target. If the Fed reduces its target rate, the banking system will borrow funds at the lower rate and lend funds at the higher rate. If the Fed raises its target rate, the reverse will occur. As the Fed's target is currently 2%, this means that the banking system is able to borrow at the rate of 2% plus whatever margins it can earn on cash market transactions. The banking system can then

loan out funds to its customers and borrowers. The banks can also create deposits by lending money to individuals or companies. At any time, if a bank wishes to create deposits, it will open a checking account. For simplicity, we will assume this is done with a federal funds bank. . . . to create an account with the bank, a depositor will write a check on its bank account, i.e. a check drawn on its account
with the deposit bank. . . . .. In other words, the banking system is creating deposits by loaning money out. Banks will still create deposits if they have excess cash in their own coffers. Let's examine how this works in practice. If T have $100 in my own checking account, it is created by 82157476af
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