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[0 O As an economy develops, it needs a growing supply of money. Theincrease of money supply, however, must
not be let go unchecked. Whenthe growth rate of a countrys money supply exceeds that of its economy,its money
will decline in value, resulting in inflation. Therefore, moderngovernments have devised many instruments to
regulate the money supplyfor sustainable economic growth. In the United States, such instruments areat the
disposal of the Federal Reserve System, popularly called the Fed, andthe most frequently used instruments are
reserve requirements, changes inthe discount rates, and open-market operations.[J] [J First, commercial banks are
required to store some of their funds[] a reserveld either in their own vault or as deposit with their local
FederalReserve Banks. In order to control the money supply, the Fed can adjustreserve requirements for
commercial banks. Higher reserve requirementsmean that banks have less money to lend, and reduce the
expansion ofmoney. Lower requirements, conversely, will result in an increased supplyof money.[J [J The Fed also
acts as the commercial bankers bank. When commercialbanks need money, they can borrow from the Federal
Reserve Banks andpay interest on the loans. The rate of interest charged by the Fed is calleddiscount rate. If the Fed
wants to reduce the money supply, it increases thediscount rate, making borrowing more expensive and bank
loan-makingless attractive. Low discount rates, on the other hand, encourage borrowingand lending, resulting in
expansion of the money supply. Changes in thediscount rate cause more subtle shifts in the money supply than do
changesin the reserve requirement. Therefore, the Fed uses this tool frequently. Inthe 1980s, for instance, the Fed
adjusted the discount rates considerably.lJ [J The third instrument the Fed can use to control the money supply
isits open-market operations. When it wants to increase the money supply,the Fed buys securities from dealers.
The dealers banks are credited for thetransactions, so the banks have more money to lend and this expands
themoney supply. To decrease the supply of money, the Fed sells securities.Open-market operations are the most
effective tools of control becausethey act quickly and predictably.
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