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Monetary policy instruments

Broadly speaking, the goals of monetary policy are high employment - not an unemployment rate of zero but rather 
a rate above zero consistent with full employment, economic growth, price stability, interest-rate stability, financial 
market stability and foreign exchange stability. Central bank strategy is to decide on a goal, or set of goals, and then 
attempt to attain those goals by first hitting intermediate targets - monetary aggregates: M1, M2, MZM or M3; or 
interest rates: short-term or long-term interest rates. However, because these intermediate targets are not directly 
affected by the central bank's policy tools, the central bank chooses a set of operating targets, or monetary policy 
instruments, such as reserve aggregates: reserves, non-borrowed reserves, monetary base, or non-borrowed base; or 
interest rates: federal funds rate or Treasury bill rate. Instruments are relatively more responsive to the Fed's policy 
tools. 

The discount rate, reserve ratios, and open-market operations

The Federal Reserve System's three official tools are open market operations, the discount rate, and required reserve 
ratios. 

Open market operations are purchases and sales of securities in the New York bond markets. Open market 
purchases [sales] increase [decrease] the supply of non-borrowed reserves. Because the fed funds rate is the 
equilibrium price determined by the demand and supply of bank reserves - or so-called fed funds - an open market 
purchase [sale] decreases [increases] the federal funds rate. Open market operations are classified as either dynamic 
- designed to change the target fed funds rate, or defensive - designed to maintain the target fed funds. The Federal 
Reserve buys securities from, and sells securities to, primary dealers - a select list of about forty large, reputably 
money center banks. Open market operations are either temporary or permanent. Temporary transactions take the 
form of repurchase agreements (repos) and matched sale-purchase transactions (reverse repos). Under a repurchase 
agreement, the Fed purchases securities (and hence increases the monetary base) and the seller agrees to purchase 
the securities back from the Fed in the near future. Under a matched sale-purchase transaction, the Fed sells 
securities (and hence decreases the monetary base) and the purchaser agrees to sell the securities back to the Fed in 
the near future. 

Discount rates are interest rates that the Fed charges banks who borrow from its so-called discount window. If the 
discount rate is less than or equal to the equilibrium federal funds rate, a change in the discount rate changes the size 
of the borrowed monetary base: an increase [decrease] in the discount rate leads to a decrease [increase] in discount 
borrowing and a subsequent decrease [increase] in the borrowed monetary base. The Fed's discount loans to banks 
are of three types: primary credit, secondary credit and seasonal credit. Primary credit is the discount lending that 
plays the most important role in monetary policy. Financially sound banks are allowed to borrow all they want from 
the primary credit facility, and it is therefore referred to as a standing lending facility; the interest rate on these loans 
is the discount rate. Secondary credit is given to banks that are in financial trouble and are experiencing severe 
liquidity problems; the interest rate on these loans is set at 50 basis points above the discount rate. Finally, seasonal 
credit is given to meet the needs of a limited number of small banks in vacation and agricultural areas that have a 
seasonal pattern of deposits; the interest rate charged on seasonal credit is tied to the average of the federal funds 
rate and certificates of deposit rates. 

Reserve requirements are the fractions of deposits that banks must keep in the form of vault cash or deposits at the 
Fed. Changes in required reserve ratios change the demand for reserves: an increase [decrease] in a required reserve 
ratio increases [decreases] the demand for reserves. Therefore, an increase [decrease] in a required reserve ratio 
increases [decreases] the federal funds rate. With the passage of the Depository Institutions Deregulations and 
Monetary Control Act (DIDMCA) of 1980, all depository institutions are subject to the same reserve requirements. 
Required reserves on all checkable deposits are equal to 3% of the bank's first $42.1 million of checkable deposits 
and 10 % of checkable deposits over $42.1 million. The Fed can change at its discretion the 10 % requirement, so 
long as the requirement does not fall below 8% or rise above 14%; though in extraordinary circumstances, the Fed 
can increase the percentage to 18%. 
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Types of policy and impacts on employment, price level and economic growth

Monetary policy can be either expansionary - buy securities on the open market, lower discount rates, or lower 
required reserve ratios, or contractionary - sell securities on the open market, raise discount rates, or raise required 
reserve ratios. Most economists agree that the short-run effect of an expansionary [contractionary] policy is to raise 
[lower] the level of employment. Whereas the long-run effect of an expansionary [contractionary] policy is to fuel 
[dampen] inflation and concomitant inflation expectations. Moreover, most economists agree that monetary policy 
is most conducive to long-term economic growth when a central bank makes a credible and sustained commitment 
to a so-called nominal anchor, such as the inflation rate. Such a strategy is often referred to as inflation targeting. 

Pros and cons of monetary policy

Monetary policy is relatively more effective than fiscal policy in the sense that the former is not susceptible to 
legislative or implementation lags - the Federal Reserve can manipulate the monetary base swiftly and precisely. 
However, unlike fiscal policy, monetary policy is relatively more vulnerable to effectiveness lags - the effects of 
Federal Reserve policy are often felt long after the policy is implemented. In the long run, monetary policy affects 
only nominal variables: the price level, the interest rate, the nominal wage, etc. 


