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   Dear Students, we  have discussed  Topic-3 in the previous lecture Notes. 
Now,  in this week we will see last Topic 5, Unit -1 Central Banking and 
Monetary Policy,  prescribed reading  has already mentioned in the class.   

Topic-5  

CENTRAL BANKING AND MONETARY POLICY 

 Functions, Balance Sheet Goals, Targets, Indicators and instru-
ments of monetary control, monetary management in an open econ-
omy, current monetary policy in India.  

     

 Introduction

    In this chapter, we begin a “discussion of the ‘theory of monetary policy-
making.  We focus on the relationship between variables the central bank can 
control-the instruments of policy-and variables the central ultimately aims at 
influencing-the goals of policy.   Hence , we examine the recent history of 
monetary policy a discuss some problems concerning the effectiveness of 
policymaking.  



Targets and Instruments 

The study of  policymaking requires  a  special  vocabulary ,  with  terms 
such as policy instruments, targets, intermediate targets and policy regimes.  We 
would like to discussing that the distinguishing characteristic of policy instru-
ments is that they are under the direct control of the policy maker(central bank), 
whereas policy targets are goals for variables the policymaker cannot directory 
central.  

    In monetary policy discussions,  the insurgents are often such variables as 
the sale or purchase of government bonds via open market operations, while the 
final target might be a 4 percent unemployment rate, a 3 percent rate of output 
growth, or a 5 percent inflation rate.  The linkage between instruments and final 
targets is long and complex, making it convenient to describe policy via an in-
termediate target such as the money stock.  

   Finally, we will look at operating procedures, also known as operating of pol-
icy regimes.  An operating procedure is a combination of intermediate targets 
and procedures for using the policy instruments to achieve the targets.  
First we turn to a discussion of the goals of policy and then to a discussion of 
policy instruments. 

Monetary Policy Goals or Targets

 There are money possible goals of monetary policy. We will narrow our 
consideration to those that are both feasible and in the proper domain of 
monetary policy.  Policy target, or just target, means the final target or goal 
and should be distinguished from intermediate target.  
       They are two different Monetary policy
    (i) Macroeconomic goals—goals for the entire economy
    (ii) Financial Sector goals—goals for the financial sector. — the goal of 
financial market stability is sometimes interpreted as that of maintaining-



some  type  of  stability  in  interest  rates,  and  hence  even  this  goal  has 
macroeconomic implications.  

Now we focus on the macroeconomic goals of policy.  We consider four 
categories of macroeconomic goals.  
   
1. Economic Growth:  it might be measured as the growth rate of real 
GDP, real personal income, or even the size of investment in capital struc-
tures and equipment that will lead to future growth.  The government , and 
hence the central bank system, benefits from a growing economy and 
wants to stimulate growth.  

2. Price stability:  It might be measured by the stability of the inflation rate and 
by the amount by which inflation exceeds a target level.  Thus, price stability 
entails both a low inflation rate—perhaps zero—and a stable inflation rate so 
that the inflation rate is not jumping form 2 to 4 to 6 percent and back to 2 per-
cent in successive months.  

3. Stabilisation of the Business cycle : The central bank wants to counteract 
the effects of the business cycle, especially the rise in unemployment and the 
fall in output  during recessions.  Policy actions aimed at counteracting business 
cycle influences on the economy are called countercyclical policy and are a 
major concern of the central bank.  

4. Interest rate stability :  This might be desirable as an intermediate target for 
helping to achieve on or more of the first three goals, but it may also be a goal 
in and of itself, perhaps motivated by considerations of financial sector stability 
as described above.  



Monetary Policy Instruments 
     
    What are the instruments of monetary policy— the tools the central bank can 
use to achieve its targets?   The answer depends on the institutional setup of the 
central bank.  For the Central Bank, the instruments of policy are fourfold:
1) Open market operations,
2) The discount rate and discount window policy,
3) The required reserve ratio, and
4) Selective credit controls.

1) Open market operations: Basically an open market operation is a purchase 
or sale of government securities by the central bank via the RBI. An open 
market purchase occurs when the central bank sells securities and thereby 
increasing  the monetary base( reserves plus currency in the hands of the 
public). An open market sale occurs when the central bank sells securities 
and thereby decreases the monetary base.  

2) The discount rate and discount window policy:  is the interest rate the cen-
tral bank charges commercial banks and other depository institutions to al-
low them to borrow reserves directly for the Central bank. 

       Raising the discount rate tends to reduce discount borrowing, whereas low-
ering it tends to increase discount borrowing.  The more expensive it is to bor-
row reserves, the more excess reserves banks will keep, thus lowering the mon-
ey multiplier and the money supply.  

3)  The Required reserve ratio: is a powerful but rather imprecise policy in-
strument, since small changes in the reserve ratio can have large effects on the 
money multiplier and the money supply and large short-run effects on bank 
profitability and the stability of the financial sector.  



4)  Selective credit controls:  Finally, the central bank has at its disposal the 
ability to enact or alter selective credit controls.  These are price ceilings or 
price floors on interest rates in selected financial markets or quantity restrictions 
in selected markets.  
 
       These four policy instruments, plus the central bank ability to influence the 
financial  markets  via  pronouncements  or  “moral  suasion”,  allow the  central 
bank to influence the economy.  

The Number of Independent Instruments and Targets

    Does the central bank have enough instruments to achieve any desired 
policy targets or goals?  In 1952, economist Jan Tinbergen pointed out that 
to achieve a certain number of targets requires at least  the same number of 
instruments as targets.  Thus, one target can be achieved with one instru-
ments, two targets with two instruments and so no, provided the instru-
ments exert distinct influences on the targeted variables. 
     The impact of this on the central bank’s ability to achieve targets is il-
lustrated in the aggregated demand and supply diagram in Figure-19.1.



    The economy is initially at the intersection of AD and SRAS at point A, 
with a price level of P0 and real output of Y0.    We assume the policy-
maker has two targets one for price level and one for real output.  The tar-
get for the price level is Pt, and the target for output is Yt, as indicated by 
point T in the figure.  
How can policy move the economy from its initial equilibrium at point A 
to the target equilibrium at the T?
     The answer depends on the number and effect of the Central Bank in-
struments on supply and demand.   Let  us assume the central  bank has 
available two instruments, one that can shift aggregate demand and one 
that can shift aggregate supply.  Then the move from the equilibrium  at 
point A to the equilibrium at point T requires shifting aggregate demand to 
the right, from AD to AD1, and shining aggregate supply to the right, from 
SRAS to SRAS1.  If the Central Bank changes its instruments appropriate 
ly at to shift aggregate demand and supply in this manner, and if no other 
changes in variables occur that influence aggregate demand and supply, the 
economy will reach the target equilibrium at point T.  
 However, In reality , the Central Bank has more than two instruments 
, but they all affect only aggregate demand.  The central bank does not 
have control of an instrument that can alter aggregate supply.   This has 
important implication for its ability to achieve both a price level and an 
output target, as Figure-19.2 .Illustrates.



     In above Figure.,the economy is at initial equilibrium where AD and SRAS 
intersect at point A, with a price level of P0 and an output level of Y0.  Suppose 
the target price level and output are Pt and Yt, respectively, as given by point T.  
Can the Central Bank achieve the targeted equilibrium of point T given that it is 
able to shift only the aggregate demand curve.  The central bank can achieve 
the targeted price level of Pt by shifting aggregate demand to AD3 but the equi-
librium at point D achieves the price level target with output Yd, which is be-
low the target level of Yt.   The central bank can achieve output level Yt by 
shifting aggregate demand to AD2, but the equilibrium at point C aches the out 
target with a price level, Pc,that is above the targeted price level.  Finally, the 
central bank may choose an equilibrium such as point B, with a price level of 
Pb and an output level of Yb.  Here both price and output targets are missed, but 
the output miss is less than at point D, and the price level miss is less than at 
point C.  Notice, though, that all points lie on the original aggregate supply 
curve, SRAS.  It is  the inability to shift SRAS that forces the central bank  to 
choose between hitting one target and missing the other by a relative large mar-
gin, such as at point C or D, and missing both targets by a relatively smaller 
margin, such as at point B.  

        The above observation shows that the central bank faces a shortage of pol-
icy instruments, since, it lacks enough instruments to achieve its targets.  For 
this reason, the central bank are always trading off the achievement of one set 
of goals for the achievement of another set. 

  The link between Money and Policy Targets. 

In this section, we discuss these tradeoffs in more detail.   In discussing how the 
central bank should change the money supply to deal with economic upheavals, 
it is important to keep the underlying economic model in mind.  Remember that 
we have two models:  (1)a long run model with vertical aggregate supply and
                              (2) a short-run model with upward-sloping aggregate supply  



The effects of changes in the money supply differ in these models.  

Figure.19.3 , illustrates the achievement of a price level target in the long run 
model.  Remember that increases in the money supply shift aggregate demand 
to the right and reductions in the money supply shift it to the left.  

      The price level target is Pt, and the economy starts in equilibrium at either 
point A, with aggregate demand AD, or point B, wit aggregate demand AD1.  
At either A or B, equilibrium output is Y0.  If the initial equilibrium is at point 
A, aggregate demand must be increased to ADt to achieve the target price level, 
Pt, here’s if the initial equilibrium is at point B, aggregate demand must be de-
creased to ADT to achieve this target.  In either situation, appropriate changes 
in the money supply can be used to shift aggregate demand and achieve the 
price target.  
      What bout an output level target greater than Y0?  In the long run, output is 
determined by the vertical aggregate supply curve.  The central bank has no 
control over aggregate supply, and hence has no way to achieve a higher output 
level target.  This is  illustrated in figure.   19.4



The above figure illustrate that  the economy starts in equilibrium at point 
A, with a price level of P0 and an output level of Y0.  The target level of output 
Yt is above Y0.  In an effort to increase output toward the target level, the cen-
tral bank might increase the money supply and hence aggregate demand, shift-
ing AD to the right.  But  with a vertical aggregate supply curve, this merely 
drives up the price level to P1; long run output stays at Y0.  



What about the short run?  In this case short-run aggregate supply is to vertical, 
as Figure, 19.5 illustrates.  

The above figure shoes that the economy starts in equilibrium at point A, 
with price level P0 and output Y0.  The target level of output is Yt.  Now the 
central bank can increase the money supply, thereby shifting aggregate demand 
to the right and moving the equilibrium to point T, where output equals the tar-
get, Yt. 

      It is important to remember that position of the short-run aggregate supply 
curve in above figure is influenced by the fact that input prices are held constant 
and the level of input prices is determined largely by expectations about the 
price level.  When workers and firms expect a rising price level, they are more 
likely to agree to rising nominal wage rates.  Thus, expectation about the ac-
tions of monetary policymakers are important.  

To summarise, in the long run an output target is a quixotic goal for monetary 
policy, since it cannot be attained.  Monetary policy can, however, achieve a 
price level target.  In the short-run however, monetary policy might be able to 
achieve either a price level target or an output target, both not both.  With in-
struments  that  directly  affect  only  the  money  supply,  the  central  bank  can 
achieve only one target. 

Note:  This material  is  prepared according to university of Delhi syllabus re-
ferred by M.R.Baye and D.W. Jansen,“ Money , Banking and Financial Markets 
AITBS, 1996, Chapter 19.  
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