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OO0O0O OO0 Thecentral bank of the United States is called the Federal Reserve System,or the Fed for
short.The Fed's two main responsibilities are making monetary policy,which means determining how much money
will circulate in the economy,and overseeing and regulating financial markets,especially banks.Created in 1914,0ne
of the original purposes of the Federal Reserve was to help eliminate or control banking panics.A banking panic is
an episode in which depositors,spurred by news or rumors of the imminent bankruptcy of one or more banks,rush
to withdraw their deposits from the banking system.Because banks do not keep enough reserves on hand to pay off
all depositors,even a financially healthy bank can run out of cash during a panic and be forced to close.(LO1) In the
short run,the Fed can control the real interest rate as well as the nominal interest rate.Since the real interest rate
equals the nominal interest rate minus the inflation rate,and because the inflation rate adjusts relatively slowly,the
Fed can change the real interest rate by changing the nominal interest rate.In the long run,the real interest rate is
determined by the balance of saving and investment (see Chapter 8).The nominal interest rate that the Fed targets
most closely is the federal funds rate,which is the rate commercial banks charge each other for very short-term
loans.(LO2,LO4) The Federal Reserve's actions affect the economy because changes in the real interest rate affect
planned spending.For example,an increase in the real interest rate raises the cost of borrowing,reducing
consumption and planned investment. Thus,by increasing the real interest rate,the Fed can reduce planned
spending and short-run equilibriu'm output.Conversely,by reducing the real interest rate,the Fed can stimulate
planned aggregate expenditure and thereby raise short-run equilibrium output. The Fed's ultimate objectives are to
eliminate output gaps and maintain low inflation.To eliminate a recessionary output gap,the Fed will lower the real
interest rate. To eliminate an expansionary output gap,the Fed will raise the real interest rate.
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