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Lecture #8
Chapter 17

Tools of M
onetary Policy
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O
pen M

arket O
perations

2 Types
1.D

ynam
ic:

M
eant to change M

B
2.D

efensive:
M

eant to offset other factors affecting M
B,

typically uses repos

A
dvantages of O

pen M
arket O

perations
1.Fed has com

plete control
2.Flexible and precise
3.Easily reversed
4.Im

plem
ented Q

uickly
8-3

D
iscount Loans

3 Types
1.A

djustm
ent Credit

2.Seasonal Credit
3.Extended Credit

Lender of Last R
esort Function

1.To prevent banking panics
FD

IC fund not big enough
Exam

ples: Continental Illinois and Franklin N
ational

2.To prevent nonbank financial panics
Exam

ples: 1987 stock m
arket crash

A
nnouncem

ent Effect
1.Problem

: False signals
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M
arket Interest R

ates and the D
iscount R

ate
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Proposed R
eform

s of D
iscounting

A
dvantages

1.
Lender of Last Resort Role

D
isadvantages

1.
Confusion interpreting discount rate changes

2.
Fluctuations in discount loans cause unintended fluctuations in
m

oney supply
3.

N
ot fully controlled by Fed

Proposed R
eform

s
1.

A
bolish discounting (M

ilton Friedm
an)

A.
Elim

inates fluctuations in M
s

B.
H

ow
ever, lose lender of last resort role

2.
Tie discount rate to m

arket rate
A.

i – id  = constant, so less fluctuations of D
L and M

s

B.
Easier adm

inistration
C.

N
o false announcem

ent signals
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R
eserve R

equirem
ents

A
dvantages

1.Pow
erful effect

D
isadvantages

1.Sm
all changes have very large effect on M

s
2.Raising causes liquidity problem

s for banks
3.Frequent changes cause uncertainty for banks
4.Tax on banks

Proposed R
eform

s
1.A

bolish reserve requirem
ents

2.100%
 reserve requirem

ents (M
ilton Friedm

an)
A.A

dvantage: com
plete control of M

s
B.D

isadvantage: Fed controls official M
s but not

econom
ically relevant M

s


