Central Bank
1. Introduction 
Among the most important players in financial markets throughout the world are central banks, the government authorities in charge of monetary policy. Central banks’ actions affect interest rates, the amount of credit, and the money supply, all of which have direct impacts not only on financial markets, but also on aggregate output and inflation. To understand the role that central banks play in financial markets and the overall economy, we need to understand how these organizations work. Who controls central banks and determines their actions? What motivates their behavior? Who holds the reins of power? A Central Bank is the bank in any country to which has been entrusted the duty of regulating the volume of currency and credit in that country”. It issues currency, regulates money supply, and controls different interest rates in a country. Apart from this, the central bank controls and regulates the activities of all commercial banks in a country.
The central bank: - is a bank that controls the entire banking system in the country. It operates the currency and credit system in the country. It acts as an agent and adviser to the government and works in the best interest of the nation without any profit motive in its operations. It is the apex institution, which controls, regulates and supervises the monitory and credit system of the country. The Central Bank (hereinafter referred to as CB), as the ultimate monetary institution, reflects the monetary policy, and thereby a wider economic sovereignty of a country. In this respect, the definition of the central bank character, its functions and objectives is the primary task of every country. Although most central banks, from their very foundation, focused on ensuring financial stability, after the inflationary seventies, almost all of CBs set the price stability as the primary goal of their monetary policy.


Why a country needs a central bank?
The need for a central bank arises from the vast expansion of monetary, fiscal and trade activities of the government and the people and the concomitant result of its activities produced on the economy.  With the vast expansion of commerce and international trade, it has been necessary that commercial banks provide financial facilities for daily operations. The commercial banks perform this duty by creating credit. Indiscriminate expansion of credit or its contraction leads to fluctuation in the level of economic activity in the economy and all such fluctuations are bad for the health of the country’s economy. Hence, some institutions must be there to exercise control on the credit creation activities of the commercial banks and this institutions has been the central bank. Again, after the disappearance of precious metals from the currency system and after the adoption of the paper currency, it has become extremely essential that the issuing of notes is undertaken by a single authority. And this task has been assigned in all countries to the central bank. The central bank issues paper currency only according to the needs and requirements of the country. And since it is also a controller of credit, it can easily feel the pulse of the economy and withdraw notes issued in excess of requirement or issues more notes, whenever required. Thirdly, a central bank is also needed to help the commercial banks in times of need or economic crises. And that is why; the central bank has been called as a lender of the last resort. And finally, the central bank is a hand-maiden of the government and carves out its policy morally and sincerely. This has been possible only because the central band exercises full control over the banking system of the economy.

Central Bank objectives

Price and financial stabilities are most important in the list of CB objectives. This argument is not unfounded, as shown by the current financial crisis which, despite the absence of explicit responsibility of a number of CBs in maintaining financial stability, required the care for the financial system stability to be included in the list of their goals, in addition to price stability

[bookmark: _GoBack]Price stability represents the main goal of most CBs, and is related to achieving and maintaining a low and predictable rate of inflation. This does not mean that CB is not seeking to achieve other objectives, such as full employment, economic growth and balance of payments equilibrium, but that monetary stability would be obstructed if they were taken as the basic goals. With regard to many benefits that are provided by price stability, that is, the costs created by inflation, it is considered that the greatest contribution to other goals may be given through the maintenance of price stability. This is one of the reasons why almost all CBs, after the inflationary seventies, explicitly introduced price stability as the primary goal in their respective legislation.


2. Central Banking and Its Functions
Economists and financial experts lack in unanimity about the functions of a national/ central bank. According to kitsch and Elkin “the essential function of central bank is the maintenance of the stability of the monetary standard.” De Kock has removed the confusion by mentioning the seven following functions of a national bank in his well-known book central banking. According to him, a central bank is a:
1. Bank of issue
2. Banker, agent and financial advisor to the government
3. Custodian of commercial banks’ cash reserves
4. Custodian of nation’s foreign exchange reserves
5. Lender of last resort
6. Band of central settlement and transfer acting as a clearinghouse
7. Controller of credit
1. A Bank of Issue
Central bank enjoys the monopoly of bank note issue, i.e., no bank other than the central bank is authorized by law to printing currency notes. Printing of paper currency is one of the most important functions of a modern central bank. The following are the main reasons for granting the exclusive monopoly right of note issue to the central bank:
i. As the use of deposit money created by the commercial banks increased and with this as the growing need for credit control by the central bank was felt, it was realized that the monopoly of note issue allowed to the central bank made its control over the excessive credit expansion by the commercial bank more effective.
ii. When notes are issued by the central bank they carry with them the advantage of uniformity.  
iii. If the right of note issue is exclusively granted to the central bank it is easier for the state to supervise and control the irregularities and malpractices.
iv. Since the central bank handles the complicated matters relating to monetary management, it is better-equipped to solve effectively the problems related to the issuing of notes.
2. Government Banker, Fiscal Agent and Advisor
Central banks in all countries act as the fiscal agent, banker and adviser on all important financial matters to governments of their countries. As government bank, the central bank manages the banking accounts of government department and enterprises. It gives short-term loans to governments in anticipation of collection of taxes of the raising of loans from the public.
3. Custodian of Commercial Banks’ Cash Reserves
It keeps the cash reserves of commercial and other bankers in the economy and thus acts as the custodian of the ultimate reserves of the country, which supports its credit and banking system. The central bank discounts bills for the commercial banks making available to them credits based on these ultimate reserves. It provides able and effective leadership to the banking system in the country.  Other banks look to it for guidance and directing in shaping their policy in accordance with its directions. It effects centralization of cash reserves of member banks in the country. It is obvious that when bank reserves are pooled in one institution, which is moreover charged with the responsibility of safeguarding the national economic interests, such reserves can be employed to the fullest extent possible and in the most effective manner during periods of seasonal train and in financial crises or general emergencies.
4. Custodian of Nation’s Foreign Exchange Reserves
This function of the central bank is derived from its functions as the band of issue and the custodian of member banks’ cash reserves. The essential purpose behind entrusting the custody of nation’s foreign exchange reserves to the central bank is the meeting of adverseness at any time in country’s balance of payments positions and the maintenance of exchange rate stability. To the extent, however, a central bank is required by law to maintain a minimum reserve against both its note and deposit liabilities, its holdings of gold and foreign exchange are immobilized and are available for keeping equilibrium of the balance of international payments.
5. Lender of the Last Resort
The central bank also acts as lender of the last resort. In its capacity of lender of last resort the central bank meets directly or indirectly all reasonable  demands for financial accommodation from the commercial banks, discount houses and other credit institutions subject to certain terms and conditions which constitutor its discount rate policy.
The function of lender of last resort implies acting of CBs as guarantors of liquidity in the banking sector, in the conditions of failure of the interbank market and other alternative levels of banks' liquidity defense. The position of the central bank as a ''bank of banks" involves its specific responsibility towards the banking system members. The function of ''lender of last resort'', as a standard function of central banks around the world, indicates the willingness of the central bank to extend credit to a commercial bank when no one else wants to do it, with the aim to protect depositors and/or prevent a systemic crisis in the financial system of a country. The credit support to a bank which is in a liquidity risk indirectly protects the entire banking system as well, because the vulnerability of one bank creates a risk of transmitting the liquidity crisis to other banks, too. The global financial crisis and the concern about the liquidity of not only banks but also the entire financial system have contributed to the reaffirmation of the lender-of-last-resort function of the central bank
6. Bank of Central Clearance, Settlement and Transfer
Since commercial banks keep their surplus cash reserves on deposit with the central bank is far easier to clear and settle claims between them by making transfer entries in their accounts maintained with the central bank than  if each commercial bank entered into separate clearance and settlement transactions with  other banks individually. Much labor and inconvenience experienced in the individual system of clearance and settlement is avoided when central bank enters in ton the picture as a central clearing agency. The process of effecting settlement between the banks on the books of central bank while comparatively simple to pirate is of great convenience to the banking community as it economizes the use of money in banking operations.
The function of monetary regulation involves the role of CB in the quantification and dynamizing of money supply through the process of primary emission, in the direction of providing optimum monetary conditions of the economic system operation. In the implementation of this function, CB is primarily focused on achieving the basic objectives of monetary, and by this a broader economic policy. Of course, price stability singles out in the list of objectives, as the primary goal of monetary regulation.
7. Control of Credit
Control of credit is the most important function of a central bank and it embraces the most important aspects of the central banking policy.  It is through this function that all their functions are united and serve a common purpose. So important is this function that is finds place in the law of all central banks. The need for controlling credit is obvious. Unwarranted fluctuations in the volume of credit by causing wide fluctuations in the value of money cause great social and economic unrest in the country. The experience of last one hundred years is a testimony of the need for controlling credit in order to maintain the economic and political stability in the country.
The supervisory function is derived from the statutory definition of the relationship between the central bank and commercial banks. Namely, the issuing bank is defined as a bank of banks because it regulates and controls the operations of commercial banks. The financial sector is a strictly regulated sector and to a much greater extent than other sectors, due to substantial external effects that it creates. Although it has been the responsibility of CB from the very beginning, the importance of supervisory function was particularly enhanced after the 60's of the 20th century, which were characterized by increased market instability. In such conditions, for the sake of higher profitability, many banks were reducing levels of capital. Therefore, the central bank defined a number of minimum standards and coefficients with which banks had to comply in their business, since noncompliance with the said would initiate enhanced surveillance and control over the operations of such banks. 


Central banks differ from the commercial banks in various ways, which are shown in the table below 
[image: Differences between a central bank and commercial bank]

Summary of differences 
· The functions of a central bank are different from those of commercial banks due to the following three major reasons:
· Firstly, a central bank is established for public service rather than for private profit. Unlike the commercial banks, its operations are not basically guided by profit motive. 
· Secondly, a central bank has special relationship with the government of the country. Since the central bank acts as the banker to the government, the latter informally influences its activities.
· Thirdly, a central bank generally does not deal directly with the public as doing so would amount to take over the functions of commercial.
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