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How is the Quantity of Money Controlled?





	The control of the money supply is delegated to an institution called the Central Bank (CB) or, in the U.S., the Federal Reserve System (Fed).  The CB controls the money supply indirectly by altering either the monetary base or the reserve-deposit ratio.  To do this, the CB has at its disposal three instruments of monetary policy:





1. Open-market operations.  They represent the purchases and sales of 	government bonds by the CB.  When the CB buys bonds from the public, it 	pays money for them, thus increases the monetary base (Reserves + 	Currency) and thereby potentially increases the money supply.





2. Reserve requirements.  They represent the CB's regulations that impose on 	banks a minimum required reserve ratio.  An increase in reserve 	requirements raises the reserve-deposit ratio and thus lowers the money 	multiplier and the potential money supply.





3. The discount rate.  It is the interest rate that the CB charges when it makes 	loans to banks.  Every thing else equal, the lower the discount rate, the 	cheaper are borrowed reserves, and the more banks borrow at the CB's 	discount window.  This raises the monetary base and the potential money 	supply.  However, it should be noted that commercial banks cannot borrow 	whenever they please in order to lend money and make a profit.  The CB 	lends only when the bank demonstrates a short-term liquidity problem.  A 	change in the discount rate, nevertheless, has an announcement effect.  It 	signals to the financial markets the stance of the monetary policy that the 	CB is pursuing.  For example, lowering the discount rate gives a signal to 	the financial markets that the CB is easing on its monetary controls.  This, 	in turn, changes the expectations of market agents about the level of 	economic activity and, more importantly, the rate of inflation.
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