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Chapter 13 

Monetary Policy 

Abstract 

Generally, if a person has a lot of money is considered as wealthy. But in contrast, 
economists use this term in a specialized way. For an economist, money does not 
refer to a single type of wealth, but it contains all type of money which can be used 
readily for different transactions. Roughly speaking, we can say that anything which 
is acceptable for payment is money. The first section of this chapter includes money, 
its types, functions and market forces. In second part, monetary policy, objectives of 
monetary policy and transmission are discussed. 
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13.1. Introduction 

Money’s definition is extended to include a greater range of financial assets. M0 and 
M1 are also called narrow money. It normally includes coins and notes in circulation 
and other money forms, e.g., bonds that are easily convertible into cash.  

M2 = M1 + personal or business deposits 

M3 = M2 + deposits with wide range of financial institutes  

13.2. Functions of Money 

Money performs following three functions in the national economy. 

13.2.1. Exchange of Money Means 

The first and foremost function of money is that it is used as payment source in case 
of purchase or sale.  In the absence of money, people exchange different products 
with each other which is called barter trade, which is expensive mean of carrying a 
transaction, so they need double twist between both parties (McConnel and Brue 
2005). Money overwhelms on these problems. Main advantage of money exchange 
over barter trade is time saving, both parties can save their time they devoted in 
finding others to do transaction. So, it also improves the standard of living and not 
only used for transaction of products and services. 
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13.2.2. Store of Value 

The most important benefit of money is to store value. We cannot store value of 
goods for a longer time in case of barter system. Money is generally a good store of 
value in a period when it to earn and when to spend. It has advantages and 
disadvantages at the same time linked with holding wealth as money. The major 
benefit is liquidity of money. Through which we can do any transaction at any time. 
In contrast, all financial assets, up to some extent are liquid but not like money.  

In this case, the cost of holding wealth in the form of money is the income sacrificed 
by not holding it in some other form. This is termed as the opportunity cost of money 
or price of money that is the prevailing interest rate in the market. For example, if 
someone holds wealth having worth of thousands of rupees in his or her house, they 
could not earn profit if it was invested in any other business or converted into a stock 
or bond. As a result, people hold wealth as money when the opportunity cost of 
holding money is higher than investing at any other form. 

13.2.3. Unit of Account 

Money also acts as a pricing standard or unit of account through which goods is to 
be valued. In general, it helps us for comparison among various commodities. 

13.3. Types of Money 

Money contains the following types in an economy.  

Money that contains no intrinsic value is known as fiat money. Although, fiat money 
is the standard in most societies today, historically most economies have used for 
money a product with certain intrinsic value. We call this type of money as 
commodity money. The most well-known example of commodity money is gold. An 
economy is called gold standard, (or use paper money that is redeemable for gold) 
when people consume gold in place of money (McConnel and Brue 2005). It is a 
type of money, we use it for various purposes like jewelry, etc. 

13.4. The Supply of Money 

The supply of money is the printing of currency by central financial institutions as in 
Pakistan, it is controlled by the State Bank of Pakistan (SBP). 

13.4.1. Currency 

Currency contains coins and paper money issued by SBP. 

13.4.2. Deposits 

Deposits are categorized with respect to its use. In general, the access to depositors 
have in his or her funds paying the interest on deposits. overall, deposits are also 
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form of money because we can convert them into money at any time we want and 
can also be used for the settlement of debts. There are various kinds of deposits. 
Some deposits provide urgent access to depositors for their money.  They are known 
as demand deposits and in the form of personal and current accounts. It is also liquid 
just like money. Another kind of deposits are notice deposit or savings. In this type 
of deposit, a depositor can withdraw deposits only after giving a notice to financial 
institution. Generally, most financial institutions renounce the right to require that 
notice. 

Notice deposits usually pay more interest rate but exclude or limit cheque writings. 
Difference, however, misplaced its significance in most of countries, as newly 
familiarized saving accounts have become as accessible as chequing accounts. A 
term deposit is another type of money that enables the depositor, a higher rate of 
interest. A predetermined condition of placing that deposit is, this depositor cannot 
withdraw amount before a specified time period. Equation 13.1 defines the money 
supply in a general form, 

MS   = CU + D     (13.1) 

Where, 

CU = Currency in hands of public 

D = deposits into the banks 

Ms = Money supply. 

There are several types of deposits, having several different measures of money. One 
commonly used measure, known as M1 which is defines as: 

a) Coins and notes hold by the public  

b) Demand for deposits with financial institutions i.e. Banks 

Debit and credit cards (also known us bank cards), are popular now a days in some 
countries, and do not constitute money. Credit card is used as a substitute of money. 
It enables the people to buy products. For instance, when money is transferred from 
bank account to card, after that card works like a money. In simple words, card can 
be passed among the persons and not a medium of exchange. 

13.5. Demand for Money 

Money is demanded due to the following reasons; for exchange and for store of value. 
Following are the basic motive of money demand, 

a) Transactional: Demand of money for regular transactions (sale and 
purchase of goods and services, etc.) 

b) Precautionary: Demand of money in case of emergencies 

c) Speculative: This demand (speculative motive) is generated as a source 
of security against risks in bond markets 
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Transactional and precautionary motives are interrelated with the medium of 
exchange, and speculative demand for money is related with store of value. 

13.6. Monetary Policy 

The effects of change in quantity of money on the economy and aggregate demand. 
SBP can rise or fall the volume of currency in an economy.  

13.7. Monetary Policy Tools 

13.7.1. Open Market Operations (OMO) 

It is such type of market where people sell or buy bonds with money to surge the 
percentage of bonds will buy bonds, and to increase the proportion of money they 
will sell bonds. Interest rate is would be decided at point where both demand and 
supply are equal to one another and are in equilibrium, as shown in Figure 13.1. 

 

Fig. 13.1 Open-market Operations 

Let’s think, central bank want to change the stock money by selling and buying of 
bonds from the economy. It wishes to raise the volume of money in the economy, 
then it purchases bonds from the market. On the other hand, if it wishes to reduce the 
volume of money, central bank issues bond to collect money from the economy. 
These activities of central bank are called open market operations. 

Now, consider the effects of an open acquisition of government bonds, any OMO in 
which the central hank raises the money supply, it is known as expansionary 
monetary policy. In such transaction, central bank purchases bonds from the open 
market and pays them back money. Thus, when the demand of bonds rises, its price 
will also go up. Finally, rate of interest come down. In terms of Figure 13.1, thus 
money supply curve Ms, shifts towards right side and interest rate is i2. 

When central bank wants to decline the money supply in the economy, it sells bonds 
in an open market and known as contractionary or tied monetary policy. It causes a 
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decrease in price and interest rate goes high. From the double book keeping point of 
view, OMO leads to an equal changes in liabilities and assets, simultaneously. 
Suppose, the central bank purchase Rs. 20 million of bonds from commercial banks. 
This causes the amount of bonds, the central bank holds, to rise by Rs. 20 million 
that it pays by increasing banks’ cash reserves by Rs. 20 million. 

When central bank buy bonds, it pay for it by increasing the cash reserves with equal 
extent.  Recall, cash reserves are liabilities for central bank and assets for commercial 
banks. Banks can expand its lending operations now. For each available Rupee of 
reserves, banks can potentially extend numerous times in loans. In such case, if rate 
of interest is supposed to 0.10, banks can mutually lend Rs. 10 million and raise the 
level of money supply. 

13.7.2. Reserve Requirements 

It effects how much banking system having reserves against each Rupee. An increase 
in reserve requirement depicts that bank should hold more reserves and lend less for 
each rupee deposited, resulting an increase in reserve ratio (RR), banking multiplier 
comes down and money supply falls. On the other hand, reserve ratio falls if reserve 
requirements decrease, which leads to rise in money supply and banking multiplier. 

13.7.3. Central Bank Rate 

Central banks usually lend money to commercial banks and commercial banks hold 
deposits in the central bank that is a part of reserves. In a situation, when banks face 
an overall shortfall of cash that cannot be covered through other banks. In this 
situation, they borrow money from central bank.  Interest rate that central bank 
charges from commercial bank on loans are known as discount rate. In some states, 
it is also called bank rate (Cecchetti and Disyatat 2010)  

Through discount rate, central bank can change the money supply in the market. 
When central bank raise the discount rate, it reduces the amount of reserves and 
discouraging banks to borrow reserves from central bank, as a result money supply 
reduces (Zandi 2003). Contrarily, a decrease in discount rate encouraging the 
borrowing from central bank and will leads to raise money supply. 

13.8. Transmission Mechanism of Monetary Policy 

It is already discussed that how interest rate and money supply changes mark the 
economy. Figure 13.2, uses the aggregate demand (AD) and aggregate supply (AS) 
model to illustrate this effect graphically. 



188 M. Ashfaq, S.A.A. Naqvi and S.A. Adil 

 

Fig. 13.2 Effect of changes in money supply and interest rate on the economy 

Suppose that central bank purchase government bonds from public through open 
market operations (including the banks). It leads to decrease the interest rate and raise 
the money supply. Which is shown by shift of money supply curve to rightward from 
MS curve to MS’ and interest rate is i2, panel (a). The lesser interest rate motivates 
consumers for investment. They enjoy big loans at low interest rate and use it for 
more investment.  Resulting an increase in output price level and the aggregate 
demand curve shifts to right at AD2 panel (b). 

In short run, output volume and price both rises presented by Y2 and P2 due to the 
effect of monetary policy. Of course, these changes entail to price variation and 
productivity outside the short run. At the next stage, SRAS1 starts shifting towards 
left, depicting an increasing pressure on nominal wages. But in long run the economy 
shifts back to LRAS, at C’, where AD curve cuts LRAS. 

Figure 13.3, demonstrates the suitability of policy for analysis as discussed above, 
here is a situation where economy starts from recessionary gap condition in which 
economy begins from recession gap. Expansionary monetary policy might be 
constructed to change the AD curve the same amount where LRAD and LRAS curves 
cut each other. It is an ultimate condition, where economy can settle. 

Fig. 13.3 Expansionary 
(counter-cyclical) Monetary 
Policy 
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13.9. Objectives of Monetary Policy 

In most countries, their central banks pay attention towards the stability of price. 
Stability of prices means the nonexistence of inflation (increase in price level) and 
deflation (decrease in price level). Generally, we say that a decrease in price level 
has related with noticeable development in society’s efficiency and stability. 
According to various economists, it may or may not be a solid reason for deflation. 
Low inflation rate does not indicate that economy is growing efficiently and higher 
inflation does not show the bad performance of the nation. In the latter instance, 
growth occurs despite inflation, not due to “it” (Stonier and Hague 1990.). Although, 
price stability surely effect the economic growth but cannot help to upgrade the 
economic growth. 

In 1990, many industrial nations experience the relative price stability and a higher 
inflation rate prevailed in Turkey, America and other emerging nations. Huge 
inflation destroys these markets and business environment.  Higher inflation damage 
these economies and affects the business environment. 

From the last few decades, many countries launch fruitful measure to come over on 
inflation.  Monetary authorities of Europe agreed to maintain fixed prices. Other 
nations also do agreements to keep inflation low. Deflation is also a major problem, 
e.g., Japan’s experience in the past decades. Stability in the price level is not 
compulsory only to get rid from inflation but also from deflation. 

13.9.1. Successful Price Stability Program and its Ingredients 

A lot of policies are designed to control inflation. It is more than a simple economic 
motto. Political agreements and people opinions are important as well. Here, for 
example Germany has effective anti-inflation approach and has maintained the 
popular aversion to inflation. Moreover, there is no political interferences related to 
central bank. Oftenly, political policies before election decrease the interest rate and 
it causes a rise in inflation on later stages (Sayers 1960). It is why, many countries 
raise the independence of monetary authorities. 

Central banks put attention towards the objective of price control. In Canada, for 
instance, the Bank of Canada has efficiently linked with its policy goals to the society 
by pre-announcing its plans. Additionally, a targeted range of inflation is 1 to 3 
percent, efforts are doing to keep inflation rate between the ranges. 

13.9.2. Expansionary Monetary Policy Effects 

In case of expansionary monetary policy to increase the money supply, the State 
Bank of Pakistan (SBP) will take some combination of the following actions, 

1) Purchase government securities through OMO from public and banks  

2) Lowers the reserve ratio  

3) Reduce its discount rates 
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The intended outcome will be an increase in excess reserve in the commercial 
banking system, and a decline in the SBP funds rate. Because, excess reserves are 
the basis on which commercial banks and thrifts can earn profit by lending and thus 
creating checkable deposit money, the country’s supply of money increases. Rise in 
the level of money supply will decrease the interest rate and rise the total demand, 
investment, GDP. 

13.9.3. Effects of Contractionary Monetary Policy 

In case of contractionary monetary policy, the SBP will direct its regional branches 
to undertake some combination of the following actions,  

1) Sold government securities to general public and bank though OMO’s 

2) Raises the legal reserve ratio  

3) Raise the discount rate 

Banks will then discover; their reserves are below the required limits and SBP’s fund 
rate has increased. So, they will need to reduce their checkable deposits by refraining 
from issuing loans, as old loans are paid back. This leads to raise interest rate and 
decrease the supply of money. High interest rate depresses the investment and 
decreasing the aggregate demand. 

Table 13.1 Monetary policies for recession and inflation 

(1) Expansionary Monetary Policy (2) Restrictive Monetary Policy 

Problem: unemployment and recession 

↓ 

Federal reserve buys bonds, lower RR, 
or discount rate 

↓ 

Excess reserve increase 

↓ 

Federal fund rate fall 

↓ 

Money supply rises 

↓ 

Interest rate falls 

↓ 

Investment spending increases 

↓ 

Aggregate demand increase 

↓ 

Real GDP rises 

Problem: inflation 

↓ 

Federal reserve sells bonds, increases 
RR, or discount rate 

↓ 

Excess reserve decrease 

↓ 

Federal fund rate increases 

↓ 

Money supply decreases 

↓ 

Interest rate rises 

↓ 

Investment spending decreases 

↓ 

Aggregate demand decrease 

↓ 

Inflation decreases 
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Box 13.1 Challenges for Monetary policy of Pakistan 

“In the monetary policy statement of February 2013, the SBP highlighted two 
main issues for monetary policy: to manage the balance of payment position and 
to contain the possible increase in inflation. Since then, SBP’s foreign exchange 
reserves have declined by another $2 billion; from January 2013 to April 2013, 
mainly due to debt payments. Contrary to expectations, however year-on-year 
inflation has come down by 1.5 percentage points. These developments pose 
divergent policy choices for the SBP. While the former calls for caution, the 
latter indicates a possible resumption of ease in the policy rate. 

The balance of payments position continues to be driven by low financial inflows 
and high debt payments. A cumulative net capital and financial inflow of $34 
million during fiscal year (FY) 2013 is insufficient to finance the external current 
account deficit of $700 million for the same period, while the external current 
account deficit is expected to widen further. In addition, the SBP has to retire 
IMF loans during the remaining period of FY13 after making payments of $2.2 
billion during the first three quarters of the current fiscal year. Thus, the pressure 
on foreign exchange reserves is likely to remain in the coming months. So far the 
SBP has played an active role in managing the conditions, but only a consistent 
increase in foreign exchange can ensure sustainable stability in the market. The 
role of interest rate is also important in this context as it determines the return on 
rupee denominated assets relative to foreign currency assets. 

Despite continued energy shortages and substantial fiscal borrowings from the 
banking system, credit extended to private businesses has shown some nascent 
recovery. During July – February, FY13, loans to private businesses have 
increased by 3 times as compared to the same period of last year. This has helped 
in a modest growth of 2.9 percent in the Large Scale Manufacturing (LSM) sector 
during FY13. The main implication of fiscal imbalance for monetary policy is 
excessive borrowings from the banking system, including the SBP and this has 
been done. The high level of these borrowings has kept an upward pressure on 
the system’s liquidity. 

The SBP can provide liquidity through short term Open Market Operations 
(OMOs), which has been the case during most of FY13. However, even if 
inflation continues to remain within the announced target, this approach cannot 
be sustained for longer periods since it does not address the source of the 
problem. The source of the problem is untargeted subsidies and the absence of 
meaningful tax reforms to increase the tax base. The implications are high 
borrowings and a rising debt level, which have considerably increased debt 
servicing expenditures. In conclusion, given the risks to the balance of payments 
position, the Central Board of Directors of SBP decided to keep the policy rate 
unchanged at 9.5 percent”. 

Source: SBP (2014) 
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Box 13.2 Friedman’s Modern Quantity Theory of Money 

“Building on the work of earlier scholars, including Irving Fisher of Fisher 
Equation fame, Milton Friedman improved on Keynes’s liquidity 
preference theory by treating money like any other asset. He concluded that 
economic agents (individuals, firms, governments) want to hold a certain 
quantity of real, as opposed to nominal, money balances. If inflation erodes 
the purchasing power of the unit of account, economic agents will want to 
hold higher nominal balances to compensate, to keep their real money 
balances constant. The level of those real balances, Friedman argued, was 
a function of permanent income (the present discounted value of all 
expected future income), the relative expected return on bonds and stocks 
versus money, and expected inflation”. 

Source: Cecchetti (2012) 


