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Abstract: This paper is basically analyzed on the bases to study the basic concept of Monetary 

Policy and its working and effectiveness in the economy of Pakistan. This paper is analyzed 

with help of research papers from various economists and some obtained data from reliable 

source to show that how does Monetary policy basically effects the economy of Pakistan.This 

paper will be providing a detailed insight and importance of Monetary policy in the economy of 

Pakistan. Monetary policy is a way that tells us that how can be maintained economic growth. 

According to the act of 1958, the central bank made policies of Monetary policy. In the simplest 

form Monetary policy is such a process, in which central bank and monetary authority of that 

country control supply of money. Pakistan has achieved a thirteen-year high growth rate of 5.8 

percent FY18 and the average CPI inflation was well below the 6.0 percent target.Every year 

State bank of Pakistan makes its monetary policy and rules and makes unchanged policy rates. 

Monetary Policy involves central banks use of instruments to influence interests rates or money 

supply in the economy with the objective to keep overall prices and financial markets stable. 

Mostly, Monetary policy is generally associated with the availability of credit. However, 

moving forward the challenges to Pakistan’s economy have further accentuated. Monetary 

expansion in FY18 has been driven by government borrowing for budgetary support and 

healthy growth in credit to the private sector. In practice State Bank of Pakistan’s Monetary 

police strives to strike a balance among multiple and often competing considerations. These 

include controlling inflation, ensuring payment system and financial stability, preserving 

foreign exchange reserves and supporting private investment. Low and stable inflation provides 

favorable conditions for sustainable growth and employment generation over time. It reduces 

uncertainties about future prices of goods and services and helps households and businesses to 

make economically important decisions such as consumption, savings,and investments with 

more confidence. 

Key words: Monetary Policy, Quantitative and Qualitative analysis, Dynamics of monetary policy, 

Structure of MP, Descriptive statistics of MP. 
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INTRODUCTION  

Monetary policies are a species of macroeconomic policy. Monetary policies aim to influence 

private financial portfolios through governmental intervention in markets for bank reserves 

and manipulation of interest rates, changing private incentives, with the aim of securing 

better macroeconomic outcomes, lower unemployment, high rates of GDP growth, lower 

inflation, and so forth. Monetary policy has some distinctive features in comparison to a 

number of other policy. Monetary policy is subject to intense empirical analysis, the 

techniques are quite different from those of experimental sciences, For example, The 

randomized controlled experiment is never encountered. Economics is a modeling science. 

Policy analysis within monetary models is a type of counterfactual analysis. According to 

several types of research and saying if we raise the Federal funds rate ¼ point, how much will 

inflation fall? if we adopt an inflation targeting rule. What will be the operating 

characteristics of the economy?  The central issue, then, is how evidence supports or warrants 

particular models? 

Monetary economics provides insight into how to craft optimal monetary policy. Monetary 

policy is referred to as either being expansionary or contractionary, where an expansionary 

policy increases the total supply of money in the economy more rapidly than usual, and 

contractionary policy expands the money supply more slowly than usual or even shrinks it. 

Expansionary policy is traditionally used to try to combat unemployment in a recession by 

lowering interest rates in the hope that easy credit will entice businesses into expanding. 

Contractionary policy is intended to slow inflation in order to avoid the resulting distortions 

and deterioration of asset values. 

Monetary policy is the process by which the monetary authority of a country controls 

the supply of money, often targeting an inflation rate or interest rate to ensure price stability 

and general trust in the currency. 

Monetary policy to a great extent is the management of expectations. Monetary policy rests 

on the relationship between the rates of interest in an economy that is, the price at which 

money can be borrowed and the total supply of money. Monetary policy uses a variety of 

tools to control one or both of these, to influence outcomes like economic growth, inflation, 

exchange rates with other currencies and unemployment. Where currency is under a 

monopoly of issuance or where there is a regulated system of issuing currency through banks 

which are tied to a central bank, the monetary authority has the ability to alter the money 

supply and thus influence the interest rate (to achieve policy goals). The beginning of 

https://en.wikipedia.org/wiki/Monetary_economics
https://en.wikipedia.org/wiki/Unemployment
https://en.wikipedia.org/wiki/Recession
https://en.wikipedia.org/wiki/Interest_rates
https://en.wikipedia.org/wiki/Inflation
https://en.wikipedia.org/wiki/Monetary_authority
https://en.wikipedia.org/wiki/Supply_of_money
https://en.wikipedia.org/wiki/Inflation_targeting
https://en.wikipedia.org/wiki/Interest_rate
https://en.wikipedia.org/wiki/Economic_growth
https://en.wikipedia.org/wiki/Inflation
https://en.wikipedia.org/wiki/Unemployment
https://en.wikipedia.org/wiki/Money_supply
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monetary policy as such comes from the late 19th century where it was used to maintain 

the gold standard. The primary tool of monetary policy is open market operations. This 

entails managing the quantity of money in circulation through the buying and selling of 

various financial instruments, such as treasury bills, company bonds, or foreign currencies. 

All of these purchases or sales result in more or less base currency entering or leaving market 

circulation. 

 

REVIEW OF LITERATURE 

Monetary policy is a long-discussed topic under the view of several economists and 

philosopherssome take it as a gold shiner for our economy but others consider it as a 

destructive instrument for the economy’s survival. Following are some quotes and research 

papers discussions which thoroughly can give an idea about how Monetary policy is upheld 

with terms of economists: 

 

QUOTES BY ECONOMISTS 

 Monetary policy cannot do much about long-run growth,all we can try to do is to try to 

smooth out periods where the economy is depressedbecause of lack of demand. 

Economist: Ben Bernanke 

 Domestic inflation reflects domestic monetary policy. 

Economist: Martin Feldstein 

 Monetary policy itself cannot sensibly be directed at reducing imbalances. 

Economist: Sarah Aiyaz 

 A good monetary policy follows inflationary expectations and not historical numbers.  

Economist:Jibran Hamid  

 

RESEARCH PAPERS FROM SEVERAL ECONOMISTS 

1. Benjamin M. Friedman: 

Monetary Policy: 

In his research paper from NBER working series has explained monetary policy in a 

appropriate manner as his concepts are that monetary policy is one of the two principle means 

(the other being fiscal policy) by which government authorities in a market economy 

regularly influence the pace and direction of overall economic activity, importantly including 

not only the level of aggregate output and employment but also the general rate at which 

https://en.wikipedia.org/wiki/Gold_standard
https://en.wikipedia.org/wiki/Open_market_operation
http://www.brainyquote.com/quotes/authors/b/ben_bernanke.html
http://www.brainyquote.com/quotes/quotes/m/martinfeld333332.html?src=t_monetary_policy
http://www.brainyquote.com/quotes/authors/m/martin_feldstein.html
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price rises and fall. 

The most important concept in this paper is about how monetary policy arises? The answer to 

this question is simply providing money for use in the everyday transaction has been a 

commonplace function for the governments for well over two thousand years. Monetary 

policy carried out in practice is made possible by the existence of the fiscal policy. Basically, 

monetary policy works in to maintain a general price stability and maintaining balance in the 

country. The chief objectives of monetary policy in modern times have typically been to 

maintain the stability of a country’s general price level, that is to prevent inflation or 

deflation. 

 

2. IchiroFukunaga,Naoya Kato (Bank of Japan): 

Quantitative And Qualitative Monetary Easing And Long-Term Interest Rates: 

It is widely recognized in practice that daily short-term fluctuations in supply and demand 

conditions of government bond markets affect interest rates, but it is not necessarily clear that 

these conditions can affect interest rates for somewhat longer periods of time. According to 

the "(pure) expectations hypothesis", the levels of long-term interest rates and their term 

structure are determined by the expected future path of short-term interest rates (or the 

expected future paths of economic activity and inflation as the factors behind it).  

The argument based on the expectations hypothesis, however, does not hold if there exists a 

certain portion of investors with preferences for particular maturities ("preferred-habitat 

investors", henceforth) and the associated movements in the risk premium are taken into 

account. In a situation where a central bank that implements large-scale government bond 

purchases with maturity extension can be regarded as a kind of preferred-habitat investor, 

such a policy can have direct and persistent effects on long-term interest rates theoretically 

through two channels: (1) a shortage of bonds with particular maturities available for trading 

that lowers the risk premium on bonds with the corresponding maturities (the scarcity 

channel) and (2) a reduction in the duration risk for market participants incurred by holding 

long-term bonds that lowers the risk premium on bonds with a wide range of maturities (the 

duration channel). 

As discussed, FKK confirms the "net supply" effects on long-term interest rates using a 

regression approach and a term-structure model approach and also examine quantitatively the 

effects of the BOJ's JGB purchases and maturity extension under its QQE. Both approaches 

find statistically significant effects, although their magnitudes vary depending on the time 

and underlying assumptions. 
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Based on FKK's analysis, several directions for future research could be pursued. First, they 

left the problem of when and how the effectiveness of the "net supply" of JGBs on long-term 

interest rates changed. Second, more details about the mechanisms of the scarcity channel 

and the duration channel mentioned above could be investigated, including the relationship 

between the scarcity channel examined above using monthly stock data and daily fluctuations 

in supply-demand flows and liquidity conditions of JGBs, and heterogeneity among 

preferred-habitat investors such as the BOJ, insurance companies, and pension funds. Third, 

implications could be derived from the "net supply" effects in the JGB markets for other 

financial markets and the whole economy.
5
 Further developments in research on these topics, 

especially those related to JGB markets, are expected. 

 

3. Daisuke Ikeda:  

Monetary Policy And Inflation Dynamics In Asset Price Bubbles: 

This paper integrates an asset price bubble and agency costs in firms' price-setting decisions 

into a monetary DSGE framework. Amplified by nominal wage rigidities, an asset price 

bubble causes an inefficiently excessive boom. Inflation, however, remains moderate in the 

boom, because a loosening in financial tightness lowers the agency costs and adds downward 

pressure on inflation. Stabilizing inflation makes the excessive boom even excessive in the 

short run. The optimal monetary policy calls for monetary tightening to restrain the boom at 

the cost of greater volatility in inflation. 

 

4. NobuyukiOdaTakashi Suzuki: 

A Macro-Finance Analysis Of The Term Structure And Monetary Policy: 

We study the term structure of interest rates and monetary policy in Japan empirically based 

not only on macroeconomic data but also on market interest rate information, using a macro-

finance model. In particular, we investigate whether or not Japan's low long-term interest 

rates can be explained with economic rationality by taking into account some key features of 

the economy: possible time-variability of perceived equilibrium rates of real interest and 

inflation, the effect of the zero lower bound of nominal interest rates, and the effect of the 

zero interest rate commitment by the Bank of Japan. We are also interested in the estimation 

of the macroeconomic structure. 

Specifically, we use a New Keynesian-type macro-structural model and an affine 

diffusion model of the term structure, taking into account the non-linearity related to the 

zero interest rate constraint. We estimate the models simultaneously using monthly time-
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series data including the estimated monthly series of GDP. We find that both the 

perceived equilibrium rates have been time-variant since the end of the 1980s and that 

the micro-finance model gives us a rational explanation of low-interest rates although 

there are some caveats in interpreting the results. We also carry out a decomposition of 

the interest rates into various components and analyze the causes of model errors.  

 

5. TakushiKurozumi:   

Determinacy AndExpectational Stability Of Equilibrium In A Monetary Policy: 

Recent studies show that the Taylor rule possesses desirable properties in terms of 

generating determinacy and E-stability of rational expectations equilibria under sticky 

prices. This paper examines whether this policy rule retains these properties within a 

discrete-time money-in-utility-function model, employing three timings of money 

balances of the utility function that the existing literature contains: end-of-period timing 

and two types of cash-in-advance timing. This paper shows: (i) Even a small degree of 

non-separability of the utility function between consumption and real balances causes 

the Taylor rule to be much more likely to induce indeterminacy or E-instability if this 

rule responds not only to inflation but also to output or the output gap; (ii) Differences 

among the three timings strongly alter conditions for the Taylor rule to ensure both 

determinacy and E-stability.  

 

6. Michael T. BelongiaOtho Smith, Michael T. BelongiaOtho Smith:  

The Evolution Of Monetary Policy: 

This paper estimates a VAR with time-varying parameters to characterize the changes in 

Federal Reserve policy that occurred from 2000 through 2007 and assess how those 

changes affected the performance of the U.S. economy. The results point to a gradual 

shift in the Fed’s emphasis over this period, away from stabilizing inflation and towards 

stabilizing output. A persistent deviation of the federal funds rate from the settings 

prescribed by the estimated monetary policy rule appears more important, however, in 

causing inflation to overshoot its target in the years leading up to the Great Recession.  

The statistical analysis presented here is directed at assessing the role that monetary 

policy may have played like a possible source of that change. Our focus on monetary 

policy is motivated by two interrelated sets of consideration.  

 

7. Hafeez Ur Rehman And Imtiaz Ahmed: 
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Impact Of Monetary Policy On Monetary Assets In Pakistan:  

Monetary policy plays an important role in achieving sustained economic growth. 

Researchers have tried to examine various issues related to monetary policy in developed 

countries. Several studied have been carried out to identify the major determinant of the 

stock of money. However, a little research has been conducted to analyze the level of 

stock of money by using the money multiplier approach. In Pakistan, monetary policy is 

designed to control total monetary assets keeping in view the projected growth rate of 

GDP, monetization of the economy and likely surplus or deficit in the country’s external 

account. The objective of this paper is to ascertain the monetary policy in controlling the 

total monetary assets by analyzing the behavior of the money multiplier. The findings of 

this study show that the monetary base remained an important determinant of the 

monetary stock (M2) and the monetary policy remained an effective instrument in 

controlling and regulating monetary assets in Pakistan. 

 

8. Ahmed M. Khalid:  

Economic Growth, Inflation, and Monetary Policy in Pakistan:  

The recent increase in financial market volatility and the increased surge within developing 

world to become part of the global market have posed several challenges for policy-makers in 

the emerging markets to decide on a policy regime— monetary or exchange rate—that suits 

their needs and could also provide stability to the financial system. In view of the 

macroeconomic characteristics of these emerging economies, the choice of an appropriate 

policy becomes important to achieve certain targets such as sizeable domestic and foreign 

investment, reduced reliance on external borrowings, fiscal discipline, etc. These would 

require both price and exchange rate stability and the country’s ability to deal with external 

shocks to maintain and achieve sustainable economic growth. Pakistan is no different and 

until recently had a history of macroeconomic imbalances with extremely high foreign (as 

well as domestic) debt, high budget and current account deficits, extremely low international 

reserves, high inflation, high nominal interest rates,and low economic growth. 

 

9. WasimShahid Malik:                                         

Monetary Policy Objectives in Pakistan:   

The Taylor rule (1993) focuses only on two objectives: output and inflation. In practice, the 

central bank’s loss function (especially in developing countries) contains objectives other 

than these two, like the interest rate smoothing, exchange rate stabilization, etc. In this study, 
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the monetary policy reaction function has been estimated, including five objectives for 

monetary policy as well as controlling for the effect of three other factors. Whereas the 

results confirm the counter-cyclical response of monetary policy to the factors in the loss 

function, the response of interest rate to changes in the foreign exchange reserves and the 

government borrowing has been negative. Variance decomposition shows that most of the 

variation in the interest rate is explained by its own lagged values. Other variables, in 

explaining variation in the interest rate, can be ranked as inflation, government borrowing, 

exchange rate, output gap, trade deficit, and, finally, the foreign exchange reserves.  

 

10. Imran Sharif, YasmeenQamber, Fatima Farooq:   

Monetary policy: 

This paper investigates the long run and short run relationships of monetary policy, inflation 

and economic growth in Pakistan using co-integration and causality analysis during the 

period 0f 1972-2010. A large number of empirical studies on the relationships of monetary 

policy and inflation are available and most of these have analyzed the effectiveness of 

monetary policy in controlling inflation in Pakistan. The present study fills the gap in the 

literature by analyzing the nexus of monetary policy, inflation,and growth in Pakistan. The 

results indicate that credit to the private sector, the variable of financial depth, real exchange 

rate and budget deficit are found elastic and significant variables to influence the real GDP in 

Pakistan. The pair-wise Granger Causality results suggest that real GDP and real exchange 

rate are causing to each other bi-directionally. The real GDP also do cause financial depth 

(M2GD), domestic credit (CREDIT) and budget deficit (BDEF) uni-directionally. The real 

exchange rate is also causing the financial depth and budget deficit variables. The results are 

consistent with the empirical literature. 

 

11. Dr. IrfanHameed:   

Impact Of Monetary Policy On GDP:  

This research article focuses on the impact of Monetary Policy on GDP. GDP no doubt is affected by the 

Monetary Policy of the state. The research papers of various authors have been studied in this regard to 

proving the Hypothesis and after-depth analysis, by applying the Regression Analysis technique it has been 

observed that the relationship between the two exists. 

 

12. WasimShahid Malik, Dr. AtherMaqsood Ahmed:  

Monetary Policy:  
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The paper deals with the estimation of Taylor (1993) rule for Pakistan and investigates 

whether the rule if followed, leads to an improvement in macroeconomic performance of the 

economy as modern macroeconomics literature predicts. This paper also deals with the 

identification of monetary policy objectives in Pakistan. Taylor (1993) rule assumes only two 

objectives for monetary policy, viz. output and inflation. In practice, however, central banks 

are entrusted with other objectives as well, such as interest rate smoothing and exchange rate 

stabilization. 

 

13. Jeffery Amato, Andrew Filardo: 

Exchange Rates And Monetary Policy: 

This paper reviews research carried out on exchange rates and monetary policy by central 

banks that participated at the Autumn Meeting of Central Bank Economists on ―Exchange 

rates and monetary policy‖, which the BIS hosted on 28–29 October 2004. The first part of 

the paper focuses on the approaches that central banks have found most useful in modeling 

exchange rate behavior. We describe efforts to explain exchange rate behaviorex-post and to 

forecast its future evolution ex-ante. We then summaries central banks’ recent research on the 

linkage between exchange rates and inflation, output, profits,and the current account. We 

highlight the main models and methodologies, the main empirical results and the key 

challenges ahead. 

 

14. John C. Williams:  

A Defense of Moderation in Monetary Policy: 

This paper examines the implications of uncertainty about the effects of monetary policy for 

an optimal monetary policy with an application to the current situation. Using a stylized 

macroeconomic model, I derive optimal policies under uncertainty for both conventional and 

unconventional monetary policies. According to an estimated version of this model. This 

analysis highlights three important insights for monetary policy under uncertainty. First, even 

in the presence of considerable uncertainty about the effects of monetary policy, the optimal 

policy nevertheless responds strongly to shocks: uncertainty does not imply inaction. Second, 

one cannot simply look at point forecasts and judge whether the policy is optimal. Indeed, 

once one recognizes uncertainty, some moderation in monetary policy may well be optimal. 

Third, in the context of multiple policy instruments, the optimal strategy is to rely on the 

instrument associated with the least uncertainty and use alternative, more uncertain 

instruments only when the least uncertain instrument is employed to its fullest extent 
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possible.  

 

15.Alan J. Auerbach Maurice Obstfeld:  

Monetary And Fiscal Remedies For Deflation: 

Prevalent thinking about liquidity traps suggests that the perfect substitutability of money and 

bonds at a zero short-term nominal interest rate renders open-market operations ineffective 

for achieving macroeconomic stabilization goals. In an earlier paper, we showed that this 

reasoning does not hold, that open-market operations can provide substantial macroeconomic 

benefits and facilitate the use of powerful fiscal policy tools even in a liquidity trap. In this 

paper, we consider an alternative approach that has been suggested for use in a liquidity trap, 

a scheduled increase in consumption tax rates. We find that such a policy could, indeed, 

increase short-run consumption, but would be less effective at increasing welfare or 

accelerating a country's exit from a liquidity trap. Though a variant of this tax policy might 

induce exit from a liquidity trap, the impact of welfare is negative in this case as well. 

 

METHODOLOGY 

Descriptive Statistics

 GDP INFLATION IR M2 

 Mean  4563.713  8.188156  8.578125  9.451185 

 Median  3358.019  7.946000  8.950000  8.533274 

 Maximum  10226.66  17.63200  20.30000  22.29769 

 Minimum  1551.622  2.432000  2.900000  3.270810 

 Std. Dev.  2901.234  3.552306  3.837652  4.866266 

 Skewness  0.838595  0.430804  0.688366  0.662885 

 Kurtosis  2.062411  2.877286  3.918715  2.715833 

     

 Jarque-Bera  4.922720  1.009900  3.652574  2.451224 

 Probability  0.085319  0.603536  0.161010  0.293578 

     

 Sum  146038.8  262.0210  274.5000  302.4379 

 Sum Sq. Dev.  2.61E+08  391.1852  456.5547  734.0967 

     

 Observations  32  32  32  32 
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(Source: Authors; Statistical Analysis using E-views software.) 

 

The above statistical analysis clearly depicts the variations present in the data of variables 

(GDP, Inflation, Interest rate,and Money supply).As here within the data, the variable GDP is 

considered as the dependent variable and the other three variables Inflation, Interest rate, 

Money supply 2 are considered as independent variables. According to the statistical analysis, 

it seems that the mean value of GDP shows a huge variation in the data set in as compared 

with the other variables. The mean value of inflation and interest rate are closely related, 

which somehow shows a positive correlation between the two variables. The obtained values 

of skewness portray that the data is positively skewed whereas the standard deviation value 

for GDP shows a huge variation in order with the other variables. The sum of square 

deviations portrays the weak relation among the data as per a huge variation in data is 

mentioned. 

(Source Of  Data: State bank of  Pakistan, Statistical Bureau) 

 

COEFFICIENTS

Dependent Variable: GDP   

Method: Least Squares   

Date: 02/11/16   Time: 19:51   

Sample: 1983 2014   

Included observations: 32   

          
Variable Coefficient Std. Error t-Statistic Prob.   

          
INFLATION 94.46225 198.6740 0.475464 0.6381 

IR 291.8771 183.2859 1.592469 0.1225 

M2 -259.1024 88.07644 -2.941790 0.0065 

C 3735.308 1335.344 2.797263 0.0092 

          
R-squared 0.395657     Mean dependent var 4563.713 

Adjusted R-squared 0.330906     S.D. dependent var 2901.234 

S.E. of regression 2373.156     Akaike info criterion 18.49830 

Sum squared resid 1.58E+08     Schwarz criterion 18.68151  

Log-likelihood -291.9728     Hannan-Quinn 18.55903  
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criteria. 

F-statistic 6.110445     Durbin-Watson stat 0.448711  

Prob(F-statistic) 0.002478     

            
Source: Authors; Statistical Analysis using E-views software. 

Ordinary Least Squares (OLS) regression is the core of the econometric analysis. While it is 

important to calculate estimated regression. 

coefficients without the aid of a regression program one time in order to better understand 

how OLS works. The obtained values of R-squared and adjusted R-squared are closely 

related as per data encryption. The mainly considerable two tests done here are T and F 

statistic. The T statistic here explains a positive relation for all three variables other than 

interest rate which obtained value is negative, this explains a high rate of interest among the 

economy, creating some sort of disability to the economy. 

 

HYPOTHESIS

Wald Test:   

Equation: Untitled  

        
Test Statistic Value df Probability 

        
F-statistic  34.16801 (4, 28)  0.0000 

Chi-square  136.6720  4  0.0000 

        
    

Null Hypothesis: C(1)=0,C(2)=0,C(3)=0,C(4)=0 

Null Hypothesis Summary:  

        
Normalized Restriction (= 0) Value Std. Err. 

        
C(1)  94.46225  198.6740 

C(2)  291.8771  183.2859 

C(3) -259.1024  88.07644 

C(4)  3735.308  1335.344 

        
Restrictions are linear in coefficients. 
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Source: Authors; Statistical Analysis using E-views software.

Hypothesis testing is an essential procedure in statistics. A better-obtained result can be seen 

from Hypothesis testing that thoroughly explains the variations of data in the obtained result 

from F statistic. Attained large values predict the inconsistency present in the data. 

Hypothesis testing proves that the increasingly large values every year has set the interest rate 

to increase abundantly.  

Source Of  Data: State bank of  Pakistan, Statistical Bureau 

 

CONCLUSION 

The key aim of monetary policy for most central banks is to keep inflation low and steady. 

However, in a market-oriented economy, central banks cannot control inflation directly. They 

have to use instruments such as interest rates, the effects of which on the economy are 

uncertain. And they have to rely on incomplete information about the economy and its 

prospects. Some central banks use money growth or the exchange rate as intermediate targets 

to guide policy decisions. Others take a more eclectic approach and consider a range of 

factors. Monetary policy has occupied much time of the world’s most distinguished 

economists over the years.  

In concluding this discussion we can explain a little with the help of some graphical 

description as, In the long run under full-employment conditions the authorities, by adjusting 

the rate of monetary growth, control the domestic inflation rate. If inflation is too high the 

solution, which is not without cost, is to reduce the rate of money growth. This will shift the 

LM curve to the left, lead to an appreciation of the domestic real and nominal exchange rates 

and temporarily reduce thelevel of output and income below full employment levels. 

Eventually, the rate of growth of the price level will decline its long-run rate of increase can 

be eventually reduced to a satisfactory level. At that point the LM and IS curves will both be 

shifting to the right in each period by an amount equal to the rightward shift of the levels of 

full employmentoutput and income. The nominal exchange rate will be rising or falling 

through time at a rate consistent with the new equilibrium domestic inflation rate together 

with any rate of change through time in the full employment equilibrium real exchange rate 

as the economy growsthrough time.Monetary policy is the policy influencing the economy 

through changes in the banking system’s reserves that affect the money supply. Further 

concluding about the monetary policy we can state that in the short run, monetary policy 

influences inflation and the economy-wide demand for goods and service, therefore the 
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demand for the employees who produce those goods and services primarily through its 

influence on the financial conditions facing households and firms. In turn, these changes in 

financial conditions affect economic activity. For example, when short and long-term interest 

rates go down, it becomes cheaper to borrow, so households are more willing to buy goods 

and services and firms are in a better position to purchase items to expand their businesses, 

such as property and equipment.

Monetary policy also has an important influence on inflation. When the federal funds rate is 

reduced, the resulting stronger demand for goods and services tends to push wages and other 

costs higher, reflecting the greater demand for workers and materials that are necessary for 

production. In addition, policy actions can influence expectations about how the economy 

will perform in the future, including expectations for prices and wages, and those 

expectations can themselves directly influence current inflation. 

 Monetary policy interferes very little with the freedom of the market, although market 

imperfections sometimes intensify the effects of policy on particular sectors of the economy. 

A tight monetary policy cuts down the rate at which total spending can rise, but it does not 

dictate which particular expenditures must be slowed or reduced. The expenditures cut are the 

ones to which spenders attach the lowest priorities. Similarly, a policy of ease stimulates total 

outlays, but the market dictates their form. In contrast, such policy devices as price and wage 

controls interfere directly with the choices of business firms and households. Monetary policy 

is flexible. The Federal Open Market Committee usually meets about every six weeks, 

reaches a decision, and acts on that decision immediately. 

Most important, Congress has carefully insulated the Federal Reserve from day-to-day 

political pressures so it may act in the best interests of the country. Congress wisely spread 

the policymaking machinery throughout the System to avoid undue concentration of power. It 

made the System responsible to Congress rather than to the Executive Branch. It provided for 

14-year terms for Board members, made them ineligible for reappointment after they have 

served a full term, and staggered their terms of office. The System has, of course, only such 

powers as Congress has given it, and can lose those powers if it does not exercise good 

stewardship. 

The monetary policy helps to stabilize prices, which decreases inflation, according to 

Economics Help. This policy promotes employment and improves economic output. 

However, the monetary policy creates conflicting goals. For example, reducing interest rates 

to increase the money supply creates higher inflation when the policy lasts for an extended 

period of time. Monetary policy also has a time delay. Noticing improvements in economic 
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output and employment can take anywhere from three months to two years.  

The monetary policy promotes maximum sustainable levels of economic output and fosters a 

stable price system.  Stable prices mean keeping inflation low, and the Federal Reserve Bank 

of San Francisco concedes that low inflation is all that monetary, harming economic growth. 

In contrast, stable prices enable households and policy can achieve in the long run. Inflation 

reduces the purchasing power of money businesses to make financial decisions without 

worrying about sudden, unexpected price increases. 

The main policy instrument of monetary policy at present is the rate of interest and this 

offers considerable flexibility. The rate of interest may be changed at short notice and regular 

intervals and may have a significant impact on short-term economic activity. In particular, it 

has been found to be relatively effective at controlling inflation. 
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