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O O The establishment of central banks as lender of last resort has pushed theneed for their freedom from
commercial banking. A commercial bank offers fundsto clients on a first come, first served basis. If the commercial
bank does nothave enough liquidity to meet its clients demands [0 commercial banks typicallydo not hold reserves
equal to the needs of the entire market(d , the commercialbank can turn to the central bank to borrow additional
funds. This provides thesystem with stability in an objective way; central banks cannot favor any particu-lar
commercial bank. As such, many central banks will hold commercial-bankreserves that are based on a ratio of each
commercial batiks deposits. Thus, acentral bank may require all commercial banks to keep, for example, a 1:10.
En-forcing a policy of commercial bank reserves functions as another means to con-trol money supply in the
market. Not all central banks, however, require com-mercial banks to deposit reserves. The United Kingdom, for
example, does nothave this policy while the United States does.[J [ The rate at which commercial banks and other
lending facilities can borrowshort-term funds from the central bank is called the discount rate [J which is set bythe
central bank and provides a base rate for interest rates(] . It has been arguedthat, for open market transactions to
become more efficient, the discount rateshould keep the banks from perpetual borrowing, which would disrupt
themarkets money supply and the central banks monetary policy. By borrowingtoo much, the commercial bank
will be circulating more money in the system.Use of the discount rate can be restricted by making it unattractive
when usedrepeatedly.
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