Lecture 6. Monetary policy instruments

Learning objectives are as follows

1. Conventional monetary policy instruments
2. Non-conventional monetary policy instruments
3. Monetary policy instruments of European Central bank

1. Conventional monetary policy instruments
 All central banks around the world use monetary policy instruments to control money supply and interest rate. Monetary policy instruments are tools used by central banks to impact money supply. During normal times, central banks use three tools of monetary policy: open market operations, discount lending, and reserve requirements to control the money supply and interest rates, and these three tools are referred to as conventional monetary policy tools. 
Open market operation. Open market operation is the most important conventional monetary policy tool because it is the primary determinants of changes in interest rates and the monetary base, the main source of fluctuations in the money supply. 
Open market purchases expand reserves and the monetary base, and money supply and lowering short-term interest rates. Open market sales shrink reserves and the monetary base, decreasing the money supply and raising short-term interest rates. The Fed conducts conventional open market operations in U.S. Treasury and government agency securities, especially U.S. Treasury bills because the market for these securities is the most liquid and has the largest trading volume.
There are two types of Open market operations:
1. Dynamic open market operations. This type of OMOs intends to change the level of reserves and the monetary base.
2. Defensive open market operations. This type intends to balance movements in other factors that affect reserves and the monetary base, such as changes in Treasury deposits with the Fed.

There are also two types of defensive open market operations: 

a) direct repo which means Central bank purchases securities with an agreement that the seller will repurchase them in a short period of time. It is usually from one to fifteen days. 

b) reverse repo which means Central bank sells securities and the buyer agrees to sell them back to the Fed in the near future. 
Discount Policy and the Lender of Last Resort. The discount window is a central bank lending facility to help commercial banks manage short-term liquidity needs. In Federal reserve, there are 3 types of discount loans to banks: primary credit, secondary credit, and seasonal credit. 

Healthy banks are allowed to borrow primary credit all they want at very short maturities therefore referred to as a standing lending facility. The interest rate on these loans is the discount rate and usually one percentage higher than federal funds rate. 
Secondary credit is given to banks that are in financial trouble and are experiencing severe liquidity problems. The interest rate on secondary credit is set at 0.5 percentage above than discount rate.
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 certificate of deposit rates.
Reserve Requirements. Reserve requirement directly effects money supply. A rise in reserve requirement leads to contraction of money supply in economy. As a result, commercial banks credit potential decreases resulting less money in economy. 
A decrease of reserve requirement enables banks to credit more and leads to expansion of money supply in economy. Recently, Central bank of Uzbekistan decreased reserves for bank deposits from 10,5% to 4% in order to encourage banks borrowing
Open market operations have four basic advantages over the other tools:
1. Central banks have complete control over the open market operation volume. This control is not found, for example, in discount operations because Central banks cannot directly control the volume of borrowed reserves. 
2. Open market operations are flexible and precise; they can be used to the exact extent desired. No matter how small a change in reserves or the monetary base is required, open market operations can achieve it with a small purchase or sale of securities.
3. Open market operations are easily reversed. If a mistake is made in conducting an open market operation, the Fed can immediately reverse it.
4.  Open market operations can be implemented quickly; they involve no administrative delays.
2. Non-conventional monetary policy instruments
The economy experiences financial crisis like the one we recently experienced, conventional monetary policy tools cannot show the result. In this situations, central banks need non–interest-rate tools, known as nonconventional monetary policy instruments, to stimulate the economy. These nonconventional monetary policy instruments take two forms: (1) liquidity provision, (2) asset purchases
Liquidity provision. During the recent financial crisis, the Federal Reserve implemented unprecedented increases in its lending facilities to provide liquidity to the financial markets through discount window expansion, auction facility. For example, Fed lowered discount rate to 0.5 percentage (the interest rate on loans it makes to banks) to provide liquidity of banks. Through auction facility, The Fed set up a temporary Term Auction Facility to encourage additional borrowing in December 2007. It made loans at a rate determined through competitive auctions.
  Asset purchases. Open market operations normally involve only the purchase of government securities, particularly those that are short-term. During the crisis, the Fed started two new, large-scale asset purchase programs to lower interest rates for particular types of credit. In November 2008, the Fed set up a Government Sponsored Entities Purchase Program which the Fed purchased $1.25 trillion of mortgage-backed securities.
In November 2010, the Fed announced that it would purchase $600 billion of long-term Treasury securities at a rate of about $75 billion per month. This large-scale purchase program which became known as Quantitative Easing intended to lower long-term interest rates. 
 3. Monetary policy instruments of European Central bank

The monetary policy tools used by the European Central Bank are similar to those used by the Federal Reserve and involve open market operations, lending to banks, and reserve requirements.
Open market operations. The European Central Bank uses open market operations as its primary tool for conducting monetary policy and setting the overnight cash rate at the target financing rate. Main refinancing operations are the predominant form of open market operations and are similar to the Fed’s repo transactions. In contrast to the Federal Reserve, which conducts open market operations in one location at the Federal Reserve Bank of New York, the European Central Bank decentralizes its open market operations by conducting them through the individual national central banks. 

A second category of open market operations is longer-term refinancing operations, which are a much smaller source of liquidity for the euro-area banking system and are similar to the Fed’s outright purchases or sales of securities. These operations are carried out monthly and typically involve purchases or sales of securities with a maturity of three months. 

Lending to Banks. The next most important tool of monetary policy for the European Central Bank involves lending to banking institutions, which is carried out by the national central banks. This lending takes place through a standing lending facility called the marginal lending facility. Through these facilities, banks can borrow overnight loans from the national central banks at the marginal lending rate, which is set at 1% above the target financing rate. The marginal lending rate provides a ceiling for the overnight market interest rate in the European Monetary Union, just as the discount rate does in the United States. 
The Euro system has another standing facility, the deposit facility, which banks are paid a fixed interest rate that is 1% below the target financing rate. 
Reserve Requirements. The European Central Bank imposes reserve requirements such that all deposit-taking institutions are required to hold 2% of the total amount of checking deposits and other short-term deposits in reserve accounts with national central banks. All institutions that are subject to minimum reserve requirements have access to the European Central Bank’s standing lending facilities and participate in open market operations. 
