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Chapter 17a: The Tools of Monetary Policy

1. Open Market Operations

2. Discount Loans

3. Changes in Reserve Requirements

Before working through Mishkin’s Chapter 17, on the Tools of Monetary Policy, it is helpful
to state a definition that clarifies what is meant by the term “monetary policy” in the
first place. We can find such a definition in Chapter 1 of Mishkin’s book, on page 12:

Monetary policy = the management of money and interest rates.

Next, it is useful to recall from our analysis of the money supply process that

M = m×MB,

whereM is the money supply,MB is the monetary base, andm, the money multiplier,
is determined as

m =
1 + c

r + e+ c
.

These equations reveal that the Fed can manage the money supply–that is, conduct mon-
etary policy, in three ways:

By changing the monetary base through open market operations.

By changing the monetary base through discount lending.

By changing the money multiplier by changing the required reserve ratio.

Thus, the Fed has three tools of monetary policy:

Open market operations.

Discount loans.

Changes in reserve requirements.

Which of these tools is most effective?

Mishkin’s Chapter 17 helps us answer this question.
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1 Open Market Operations

We have already distinguished between two types of open market operations:

Open market purchases = Fed buys US government securities to increase the monetary
base.

Open market sales = Fed sells US government securities to decrease the monetary
base.

Thus, the Fed conducts open market operations by buying and selling US government
securities–especially US Treasury bills.

Since the market for US Treasury bills is so active, the Fed can make large purchases and
sales quickly and easily, without disrupting the market.

Although the FOMC makes decisions on how open market operations are to be conducted,
the trades themselves are executed at the Open Market Desk at the Federal Reserve
Bank of New York.

Open market purchases and sales have permanent affects on the monetary base, but some-
times the Fed will want to change the monetary base only temporarily. At these times,
it engages in two other types of transactions:

Repurchase Agreement (repo) = The Fed purchases US government securities will an
agreement that the seller will buy them back (repurchase them) at a specified
price on a specified date, usually within two weeks. A repo is therefore like a
temporary open market purchase, temporarily increasing the monetary base.

Matched Sale-Purchase Transaction (reverse repo) = The Fed sells US government
securities with an agreement that the buyer will sell them back at a specified price
on a specified date, again usually within two weeks. A reverse repo is therefore
like a temporary open market sale, temporarily decreasing the monetary base.

Hence, in conducting monetary policy, open market operations have a number of advan-
tages:

They are under the direct and complete control of the Fed.

They can be large or small.

They can be easily reversed.

They can be implemented quickly.
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2 Discount Loans

When a bank receives a discount loan from the Fed, it is said to have received a loan at the
“discount window.”

The Fed can affect the volume of discount loans by setting the discount rate:

A higher discount rate makes discount borrowing less attractive to banks and will
therefore reduce the volume of discount loans.

A lower discount rate makes discount borrowing more attractive to banks and will
therefore increase the volume of discount loans.

Discount lending is most important during financial panics:

When depositors lose confidence in the financial system, they will rush to withdraw
their money.

This large deposit outflow puts the banking system in great need of reserves.

The Fed stands ready to supply these reserves by making discount loans.

In such situations, the Fed acts as a lender of last resort.

Hence, in October 1987 and again in September 2001, the Fed made it clear that it
would supply additional reserves to the financial system, as necessary, through
the discount window.

Advantage of discount loans:

They allow the Fed to act as a lender of last resort during a financial panic.

Disadvantages of using discount loans as a tool for monetary policy during normal times:

The volume of discount loans can be influenced by the Fed, but not completely con-
trolled: The Fed cannot be sure how many banks will request discount loans at
any given interest rate.

Changes in the discount rate must be proposed by the Federal Reserve Banks before
being approved by the Board of Governors. Hence, they are neither quickly made
nor easily reversed.
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3 Changes in Reserve Requirements

By affecting the money multiplier, changes in the required reserve ratio can lead to changes
in the money supply.

Disadvantages to using changes in reserve requirements as a tool for monetary policy:

Large changes in reserves must be approved by Congress.

Hence, large changes cannot be made quickly and easily.

Also, if a bank holds only a small amount of excess reserves and the required reserve
ratio is increased, the bank will have to quickly acquire reserves by borrowing,
selling securities, or reducing its loans. Each of these three options is costly and
disruptive.

Hence, changes in reserve requirements can cause problems for banks by making
liquidity management more difficult.

4 Conclusion

Open market operations are by far the most effective tool with which the Fed can conduct
monetary policy on a day-to-day basis.

Thus, in practice, the Fed relies most heavily on open market operations in conducting
monetary policy.

4



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


