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Monetary Policy Tools and How
They Work
Three Tools Banks Use to Control the World
Economy
By Kimberly Amadeo Updated July 30, 2019

Central banks have three main monetary policy tools: open market
operations, the discount rate, and the reserve requirement. Most central
banks also have a lot more tools at their disposal. Here are the three
primary tools and how they work together to sustain healthy economic
growth.

1. Open Market Operations

Open market operations are when central banks buy or sell securities.
These are bought from or sold to the country's private banks. When the
central bank buys securities, it adds cash to the banks' reserves. That
gives them more money to lend. When the central bank sells the
securities, it places them on the banks' balance sheets and reduces its
cash holdings. The bank now has less to lend. A central bank
buys securities when it wants expansionary monetary policy. It sells them
when it executes contractionary monetary policy. 

Quantitative easing is open market operations on steroids. Before
the recession, the U.S. Federal Reserve maintained between $700 to
$800 billion of Treasury notes on its balance sheet. It added or
subtracted to affect policy, but kept it within that range. QE nearly
quintupled this amount to more than $4 trillion by 2014.

2. Reserve Requirement
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The reserve requirement refers to the money banks must keep on hand
overnight. They can either keep the reserve in their vaults or at the
central bank. A low reserve requirement allows banks to lend more of
their deposits. It's expansionary because it creates credit. 

A high reserve requirement is contractionary. It gives banks less money to
lend. It's especially hard for small banks since they don't have as much to
lend in the first place. That's why most central banks don't impose a
reserve requirement on small banks. Central banks rarely change the
reserve requirement because it's difficult for member banks to modify
their procedures. 

Central banks are more likely to adjust the targeted lending rate than the
reserve requirement. It achieves the same result with less disruption.

The fed funds rate is perhaps the most well-known of these tools. Here's
how the fed funds rate works. If a bank can't meet the reserve
requirement, it borrows from another bank that has excess cash. The
interest rate it pays is the fed funds rate. The amount it borrows is
called the fed funds. The Federal Open Market Committee sets a
target for the fed funds rate at its meetings.

Central banks have several tools to make sure the rate meets that target.
The Federal Reserve, the Bank of England, and the European Central
Bank pay interest on the required reserves and any excess reserves.
Banks won't lend fed funds for less than the rate they're receiving from
the Fed for these reserves. Central banks also use open market
operations to manage the fed funds rate.

3. Discount Rate

The discount rate is the third tool. It's the rate that central banks charge
its members to borrow at its discount window. Since it's higher than the
fed funds rate, banks only use this if they can't borrow funds from other
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banks.

Using the discount window also has a stigma attached. The financial
community assumes that any bank that uses the discount window is in
trouble. Only a desperate bank that's been rejected by others would use
the discount window.

How It Works

Central bank tools work by increasing or decreasing total liquidity.
That’s the amount of capital available to invest or lend. It's also money
and credit that consumers spend. It's technically more than the money
supply, known as M1 and M2. The M1 symbol denotes currency and
check deposits. M2 is money market funds, CDs and savings accounts.
Therefore, when people say that central bank tools affect the money
supply, they are understating the impact.

Many More Tools

The Federal Reserve created many new and innovative tools to combat
the 2008 financial crisis. Now that the crisis is over, it's discontinued
most of them. But they are ready for the Fed to the next time a crisis
looms.
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