Ch13: Tools and goals of central bank monetary policy

Five major tools of monetary policy:

i. reserve requirements

ii. discount rate

iii. open mkt operations

iv. moral suasion

v. margin requirements

(i) through (iii) are general credit control, while (iv) and (v) are selective credit control.

Reserve Requirement

· With the enactment of Depository Institutions Deregulations and Monetary Control Act, DIDMCA (1980), all depository institutions (including commercial banks, S&Ls, savings banks, and CUs) are req’d to conform to deposit reserve req’ment set by the Fed.

· Reserve req’ment is the most effective policy tool the Fed has.

· However, the Fed doesn’t use it as frequently as it possibly can.

· A ( in reserve req’ment has at least 3 effects:

(1) RR (es the deposit and money multiplier.

(2) RR affects the mix between excess reserve and req’d reserve.

(3) When RR increases, interest rate increases.
Reserve req’ment of depository institutions

	Type of deposit and deposit interval
	% reserve req’ment
	Permissible statutory range

	Net transaction accounts:
	
	

	  $0 - $52m
	3%
	3%

	  > $52m
	10
	8-14

	Nonpersonal time deposits:
	
	

	  Original maturity of:
	
	

	    < 1½ years
	0
	0-9

	    >1½ 
	0
	0-9

	Eurocurrency liabilities:
	
	

	  All types
	0
	None


(es in Fed’s discount rate 

The Fed’s Regulation A states that loans from the Fed are to be temporary and are to be alternated with borrowings from other sources, e.g., the fed funds mkt.

The discount rate is set by the district Fed Reserve bank with the approval from the Federal Reserve Board in Washington D.C.

Three major effects of (es in discount rate:

(1) cost effect: an increase in discount rate discourages borrowing while a decrease in discount rate encourages borrowing

(2) substitution effect: when the discount rate rises, other interest rates in the mkt follow suit

(3) announcement effect: when the Fed raises the discount rate, observers and/or mkt participants may respond by reducing their borrowings.

However, negative psychological effect may occur, i.e., when the Fed raises discount rate, some borrowers rush to borrow more in fear that interest rates may rise further.  The backfire causes the Fed to use (es in discount rate as a policy tool rather infrequently.

Open Market Operations

· The Fed buys (sells) securities from(to) designated brokers to increase (decrease) money and credit in the mktplace.

· Buying and selling are executed through the System’s Trading Desk located at the New York Fed bank under the supervision of the SOMA’s manager who is the vice-president of the NY Fed bank.

· 4 basic types of open mkt operations:

(1) Outright or straight open-mkt transaction

(2) Repurchase agreement or reverse repo transaction 

(3) Run-off transaction
(4) Agency transaction

Moral Suasion by the Fed

Use of “arm-twisting” or “jawboning” by central bank officials to encourage banks and other lending institutions to conform with the spirit of its policies.

Moral suasion, or oral suasion as is oftentimes called, is indeed iron fist in velvet gloves.

Margin Requirement

· Securities Exchange Act (1934) limits the amount of credit that could be used as collateral for a loan in a security purchase.

· Regulations T, U, and G of the Fed prescribes maximum loan value for marginable stocks, convertible bonds, and short sales.

· The margin can be increased (decreased) if the Fed chooses to tighten (loosen) the money supply.

· Its use as a policy tool is limited as not all stocks can be bought on margins.

Monetary policy  Actions taken by the Board of Governors of the Federal Reserve System to influence the money supply or interest rates.

Fiscal policy  The use government’s spending, taxing, and the debt management actions for the specific purpose of stabilizing the economy.

Mnemonic: Monetary policy : Federal Reserve :: fiscal policy : Congress (The White House proposes a budget while only the Congress has the power to spend the tax dollars.)
Four (4) economic goals of the Fed

1. Price stability or control of inflation

2. Full employment

3. Sustainable economic growth

4. Equilibrium in U.S. balance of payments and protecting the dollars.

Three views on what policies to pursue to achieve national and int’l economic goals:

i. monetarist view

ii. credit availability view, AKA neo-Keynesian view

iii. supply-side economics

· Advocates of monetarist view (e.g., Milton Friedman, Nobel laureate in economic sciences, 1976) maintain that money supply is the dominant influence in prices, spending, production and employment.

· Monetarist maintains that central bank can best effect money supply by controlling monetary base, not by pegging interest rates such as the fed funds rates.

· Other than controlling monetary base, the govt should avoid fine tuning the system as interference does more harm than good.

· Friedman has been famous for his laissez faire economic philosophy.

· More recently, Friedman has been critical of the IMF, calling it an out-moded institution that is plagued with moral hazard problem.  He calls of the abolition of the IMF.

· Adherents to credit availability view maintain that fiscal policy, as well as monetary policy, is important in achieving the economic goals.

· Neo-Keynesian adherents maintain that rate of interest is especially important in determining investment spending which in turn determines growth of employment, income and prices.

· To fight inflation, reduce growth rate of money supply and increase interest rate.

· To stimulate employment and economic growth, speed up real money growth and lower interest rates.

· Supply-side economics was used widely by the Reagan administration.

· To fight inflation and unemployment, simply increase the output of goods and services.

· Supply-side economics is growth- and efficiency-orientated.

· Govt regulations lower economy’s productive capacity.

· Tax burdens transfer resources from private sector to the less-efficient public sector.  Hence, tax rates should be reduced to stimulate growth in private sector so that economy is more efficient, and more goods and services can be produced to fight inflation and unemployment.

Supply-side economists recommend the following 5 actions:

i. a lower and more stable monetary expansion

ii. less govt regulation to stimulate competition and tech innovations

iii. reduce tax rates on individual savings and business profits to stimulate savings

iv. accelerate depreciation of or ITC (investment tax credit) for business equipment to stimulate investment

v. reduce government size so that resources can be diverted into more-efficient private sector and free markets
