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   Dear Students, we  have discussed  Topic-5 in the previous lecture Notes. 
Now,  in this week we will continue of the same chapter, Unit -1 & 2 Central 
Banking and Monetary Policy prescribed reading  of Baye & Janson. 

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.  

     
INTERMEDIATE TARGETS 

Intermediate  targets  are  targets  that  the  Central  Bank  attempts  to 
achieve because doing so will help attain the final targets of policy.  But if 
the final target is the goal of policy, why have intermediate targets?  That is, 
why aim at an intermediate target when the final target is the true goal? 

    However, the answer to the question of why the central bank adopts inter-
mediate targets has several parts.  One is that intermediate targets change the 
monetary policy debate from a debate over different issues like the unem-
ployment rate goal, the output growth goal, or the inflation rate goal to a de-
bate over the goal for the intermediate target.  It is easier to discuss whether 
the money supply growth rate should be 2 or 4 percent than whether the cen-



tral bank should try to achieve an unemployment rate target of 6 or 10 per-
cent.  
         The final goals of policy are variables observed monthly in the case of 
the unemployment rate and the consumer price index and quarterly in the 
case of real GDP or the GDP deflator.  Since the intermediate target is ob-
served more frequently, the central bank can collet more timely information 
on how well it is achieving intermediate target goals. 
            The Central Bank has experience with several intermediate targets 
and faces proposals for several others.  The traditional intermediate targets of 
central bank policy include both the money supply( either the monetary base, 
M1, or M2) and the interest rate (usually a short-term rate, such as a Treasury 
bill rate).  Recently , however, there have been proposals to use prices or 
nominal GDP as intermediate targets.  We will discuss these targets in turn.  
   
A Money Aggregate as an Intermediate Target
 
    In context of India economic situation in which the central bank wants the 
inflation rate to be 4 percent and expects real GDP to grow at 3 percent.  In 
this case, nominal GDP would grow at 7 percent.  The central bank might 
expect the nominal interest rate to be fairly stable at 6 percent, a 2 percent 
real interest rate, and a 4 percent expected growth , 3 percent, and demand 
for nominal money balances would grow at the rate of nominal GDP growth, 
7 percent.  
       With these goals and expectations, the central bank might decide to 
adopt  an  intermediate  money  target.   Using  the  quantity  equation  in  its 
growth  rate  formulation,  the  central  bank reasons  that  7  percent  nominal 
GDP growth and 0 percent velocity growth means money growth should be 7 
percent.  Thus the central bank might adopt an intermediate money supply  
target of 7 percent more money than last year.  This target level of the money 
supply is labeled Mt in Figure19.6



The figure shoes that the economy is initially in equilibrium at point A.  
Notice that the money demand and supply curves are drawn with the nominal 
money stock on the horizontal axis.  In this graph , increases in the price lev-
el will shift money demand to right, and vice verse for decreases in the price 
level.  
     Hence, the central bank adopts an intermediate target, it manipulates its 
policy instruments to keep the money supply at the intermediate target level.  
Thus, if money demand increases, from Md to Md1, the  equilibrium trend 
to change from point A to point B, with a higher equilibrium money stock.  
The central bank will counter this by reducing money supply to Ms1, chang-
ing the equilibrium to point C.  Notice that the central bank keeps the money 
supply at its intermediate target level, but doing so entails a rise in the inter-
est rate from i* to I1.  Thus, the central bank keeps the money stock at target 
by accepting an interest rate above the level it expected would occur.  
     Agin starting at point A, if money demand decreases, the equilibrium 
shifts to point D, with a lower money stock.  The central bank counters this 
by increasing the money supply to Ms2,  which moves the equilibrium to 



point E.  This restores the money stock to target but causes a decline in the 
interest rate from i* to i2.  
        The key result in above figure is that an intermediate money target can 
be achieved, but only if the central bank gives up control of the nominal in-
terest rate.  Thus, when the central chooses an intermediate money target, 
there will be greater interest rte variability than otherwise.  Notice too that 
the figure  illustrates Tinbergen’s point once gain.   The central bank can con-
trol only the money supply and therefore cannot hit both an interest rate and 
money stock target.  

An Interest Rate  as an Intermediate Target
   

We will see in this section consider the same situation outlined above 
for the case of an intermediate interest rate target.  In particular, the central 
bank wants 4 percent inflation, expects 3 percent real GDP growth, and ex-
pects the nominal interest rate to be 6 percent.   Again money demand is ex-
pected t grow at the rate of nominal GDP growth, 7 percent.  Instead of wor-
rying about money growth, the central bank decides to adopts an intermedi-
ate target of a 6 percent interest rate.  As long as the central bank forecast of 
money that is 7 percent greater than last year’s money stock.   
       

However, choosing an intermediate interest rate target, the central bank 
has decided to manipulate the money supply to keep the interest rate at 6 per-
cent.  This is illustrated in Figure 19.7.  



  The above figure revealed that  the money demand is  as expected, 
equilibrium is at point A; the intermediate interest rate target will achieve an 
interest rate of iT and a money stock of M0.  However, if money demand in-
creases to Md1, the equilibrium will tend to shift from point A to point B, 
with a rise in the interest rate.  In response the central bank will increase the 
money supply, moving the equilibrium to point C, where the interest rate is 
iT but the nominal money stock is M1.  Thus, the intermediate interest rate 
target is maintained at the cost of an increase in the money stock.  Similarly, 
a fall in money demand to Md2 would require a decrease in the money sup-
ply to Ms2 to maintain the interest rate at the target level at point E, but as a 
result the money stock would fall to M2. 
  
  In the above observation we concluded that an intermediate interest rate tar-
get can be achieved only at the cost of losing short-run control of the money 
stock.  Of course, in the long run the intermediate interest rate target can be 
adjusted so that the expected level of the money stock is again M0 if that is 
still a desirable lost.  



FEDERAL RESERVE OPERATING PROCEDURES
  
 How does the central bank actually carry out monetary policy?  What 
instruments it use, and what is its intermediate target?  These questions ad-
dress the central bank’s operating procedures, the combination of policy in-
strument s and intermediate targets that describe how the central bank actual-
ly conducts policy.  
   Here we briefly discuss three operating procedures the central bank has ac-
tually used at various times in its history.  To keep straight the relationship 
between policy instruments and the various targets, Figure 19.11 provides a 
schematic guide to central bank policymaking.  On the far left are the policy 
instruments the central bank use in donating monetary policy, such as open 
market operations.  On the far right are the final targets of policy, such as low 

inflation, low unemployment, and a high rate of growth in real GDP.  In be-
tween are operating targets and intermediate targets.   Intermediate targets are 
to the left of the final targets, indicating the central bank tries to achieve an 
intermediate target that will in turn help it achieve the final target.  Operating 
targets lie between the policy instruments and the intermediate target.  



      An operating target is an immediate target of policy— a target for a vari-
able the central bank can definitely control on a daily or weekly basis, such 
as a category  or reserves or a short-run interest rate.  Just as the intermediate 
target is set so that achieving the intermediate target helps attain the final tar-
gets, the operating target is set so that reaching the operating target helps 
achieve the intermediate target.  
 
   Hence, it is important to remember that both operating targets and interme-
diate targets are useful only as an aid an achieving the ultimate objectives of 
policy, the final targets.  Operating targets and intermediate targets are ad-
justed as needed so that achieving them helps reach the final targets.  If an 
operating or intermediate target takes on a life of its own, it becomes another 
final target— an end in itself instead of a means to an end.  

PROBLEMS IN MONETARY POLICYMAKING

     In the previous section, we analysed the choice of operating procedure to 
achieve an intermediate target.  We have assumed changes in the money sup-
ply translate into changes in aggregate demand in a timely manner.  We now 
tun to some additional practical issues in policymaking.  These include the 
time lags between economic events that call for a policy response and the 
eventual response of the macroeconomy, as well as problems caused by con-
flicting goals held by a single policymaker and even conflicts among policy-
makers.  

Lags
 There are a number of sources of lags between the occurrence of an event 
that brings forth a policy response and the eventual response of the economy.  
These lags are called i) implementation lags
                                   ii) effectiveness lags.  



i) Implementation Lags.  
                    Lags occur between the time a policy action is needed and the 
time the action occurs.  Such lags are called implementation lags and can be 
subdivided into three categories.  
          1) Information lags—lags in the availability of information about the 
state of the economy.  
            2) Recognition lags, or lags  in the recognition by the monetary poli-
cymaker the a policy actin is needed, based on the information available  to 
it.    
             3) Legislative lags—lags in the enactment of the appropriate legisla-
tion needed for a policy action to occur.  
   
   In this regard to take the appropriate policy action, the policymaker must 
have information about the state of the economy,  For ex., consider a policy-
maker with a final  target for inflation, real output, and unemployment.  In 
this situation, the policymaker must know the price level, real GDP, and the 
unemployment rate before it can respond with an appropriate policy action. 
   Finally, for some policymakers there may be significant legislative lags—
lags in policy actions due to lags in elating any required legislation.  For 
monetary policy, legislative lags are seldom an issue.  

ii) Effectiveness Lags
          An effectiveness lag is the time between when a policy action is made 
and when the action results in changes in the economy.  For example, if the 
central bank is trying to target the price level, it might respond to decline in 
the consumer price index by increasing the money supply.  In our theoretical 
models this  action immediately increases aggregate demand and the price 
level, but in practical applications of monetary policy things do not occur so 
quickly.    Sometimes it takes many months for a policy action to have the 
desired effect, and these months make up the effectiveness lag.  



      Lags in the effectiveness of monetary policy actions are a severe problem 
for the central bank.  The effectiveness lag for monetary policy can last a 
year or more.  

Instrument Instability 

        If the central bank decides to pursue an intermediate target, it will have 
to adjust its instruments and operating targets to achieve it.  Consider what 
might happen if the central bank chooses a price level intermediate target.  
The central bank will conduct open market purchases to increase the money 
supply whenever the price level falls below target and conduct open market 
sales to reduce the money supply when the price level rises above target.  In 
this way, the central bank hopes to keep the price level near the targeted val-
ue.   
       Instrument instability can arise when a change in the instrument affects 
the targeted variable over a number of future periods.  For instance, suppose 
an open market purchase causes the price level to rise, but not immediately.  
Instead, this effect takes place only gradually over a period of 12 months.  
Suppose further that the central bank wants to keep the price level constant 
from quarter to quarter.  Then, if the price level is below target today, the 
central  bank will  conduct  an open market  purchase sufficient  to raise the 
price level to the targeted value within three months.  If the central bank is 
successful , the price level will be at target three months from now.

   Inaccurate Macroeconomics Models
    
       Another issue in any policymaking activity is the recognition that the 
policymaker works with a model of the economy and our macroeconomic 
models are imperfect.  Hence policy decisions that appear correct based on a 
particular macroeconomy model may turn out badly because the model used 
to formulate the policy is only an approximation of reality, and perhaps a 
poor one at that.  This gives policymakers another reason to move slowly, 



since gradual moves will not lead to catastrophes and can be reversed if a 
problem occurs.  

Conflicting Goals

       In this section, we have seen how monetary policymakers can have con-
flicting goals.  We have seen how price level goals and output goals cause 
conflict when a change in aggregate supply occurs, since the policy action 
that achieves the price level target exacerbates the failure to achieve the out-
put target, and vice verbal. 
      The conflict among some of the central bank goals is caused by changes 
in the identities of policymakers over time.  For  example, administrations 
change, the control of congress may someday change, and presidents may 
appoint new members to the Board of Governors, particularly the chairper-
sonship.  

Conflict among Policymakers
     

 Not only can a single policymaker have internal conflicts over goals, 
but two policymakers—specifically the monetary policymaker and the fiscal 
policymaker—can choose conflicting goals.  The monetary policymaker(cen-
tral bank) controls the money supply and can adjust it in the pursuit of vari-
ous macroeconomic goals. 
       In money countries these two policymakers are under the control of the 
ruling government, but in the United States(as well as Germany and Switzer-
land) the monetary authority is largely independent of the fiscal policymaker.  
This has both benefits and costs, but one cost is that the monetary and fiscal 
policymakers may disagree over the goals of policy.  
 
    In the above discussion , we saw the importance of having enough inde-
pendent instruments to accomplish the policy goals or final targets.  We also 



looked at the choice of intermediate targets, from historical choices such as 
the money stock or interest rates to rent proposals for commodity price or 
nominal GDP targets.   

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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