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Lecture #9

Chapter 19

C
onduct of M

onetary Policy:
G

oals and Targets
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G
oals of M

onetary Policy

G
oals

1.H
igh Em

ploym
ent

2.Econom
ic G

row
th

3.Price Stability
4.Interest Rate Stability
5.Financial M

arket Stability
6.Foreign Exchange M

arket Stability
G

oals often in conflict
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C
entral Bank Strategy
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M
oney Supply Target

1.M
 d fluctuates

betw
een M

 d' and
M

 d''

2.W
ith M

-target at
M

*, i fluctuates
betw

een i' and i''
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Interest R
ate Target1.M

 d fluctuates
betw

een M
 d' and

M
 d''

2.To set i-target at
i* M

s fluctuates
betw

een M
' and

M
''
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C
riteria for C

hoosing Targets
C

riteria for Interm
ediate Targets

1.
M

easurability
2.

Controllability
3.

A
bility to Predictably A

ffect G
oals

Interest rates aren’t clearly better than M
s on criteria 1 and 2

because hard to m
easure and control real interest rates

C
riteria for O

perating Targets
Sam

e criteria as above
Reserve aggregates and interest rates about equal on criteria 1
and 2. For 3, if interm

ediate target is M
s, then reserve

aggregate is better
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H
istory of Fed Policy Procedures

Early Y
ears: D

iscounting as Prim
ary Tool

1.
Real bills doctrine

2.
Rise in discount rates in 1920: recession 1920–21

D
iscovery of O

pen M
arket O

perations
1.

M
ade discovery w

hen purchased bonds to get incom
e in 1920s

G
reat D

epression
1.

Failure to prevent bank failures
2.

Result: sharp drop in M
s

R
eserve R

equirem
ents as Tool

1.
Banking A

ct of 1935
2.

RR ↑ in 1936, 1937 to reduce “idle” reserves:
Result: M

s Ø and severe recession in 1937–38

12-8

Pegging of interest rates: 1942-51
1.

To help finance w
ar, T-bill at 3/8%

, T-bond at 2 1/2%
2.

Fed-Treasury A
ccord in M

arch 1951

M
oney M

arket C
onditions: 1950s and 60s

1.
Free Reserves = ER – D

L
A

.Procyclical M
s

Y ↑ fi
 i ↑ fi

 ER Ø, D
L ↑ fi

 FR Ø fi
 M

B ↑ fi
 M

 s ↑
2.

Interest Rates
A

.Procyclical M
s

Y ↑ fi
 i ↑ fi

 M
B ↑ fi

 M
s ↑

Targeting M
onetary A

ggregates: 1970s
1.

Fed funds rate as operating target w
ith narrow

 band
2.

Procyclical M
 s
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N
ew

 O
perating Procedures: 1979–82

1.
D

e-em
phasis on fed funds rate

2.
N

on-borrow
ed reserves operating target

3.
Fed still using interest rates to affect econom

y and inflation

D
e-em

phasis of M
onetary A

ggregates: 1982–Early 1990s
1.

Borrow
ed Reserves (D

L) operating target
A

.
Procyclical M

s

Y ↑ fi
 i ↑ fi

 D
L ↑ fi

 M
B ↑ fi

 M
s ↑

Fed Funds Targeting A
gain

1.
Fed funds target now

 announced

International C
onsiderations

1.
M

 ↑ in 1985 to low
er exchange rate, M

 Ø in 1987 to raise it
2.

International policy coordination
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Federal Funds,M
oney G

row
th Before &

 A
fter O

ctober 1979
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M
onetary Targeting A

broad
U

nited K
ingdom

1.
Targets M

3 and later M
0

2.
Problem

s of M
 as m

onetary indicator
C

anada
1.

Targets M
1 till 1982, then abandons it

2.
1988: declining p targets, M

2 as guide
G

erm
any

1.
Targets central bank m

oney, then M
3 in 1988

2.
A

llow
s grow

th outside target for 2–3 years, but then reverses
overshoots

3.
1990s: dilem

m
a of restrain p, but keep exchange rate in EM

S
Japan
1.

Forecasts M
2 + CD

s
2.

Innovation and deregulation m
akes less useful as m

onetary
indicator

3.
H

igh m
oney grow

th 1987–89: “bubble econom
y,” then tight

m
oney policy
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Inflation Targeting
Lessons from

 M
onetary Targeting

1.
Success requires correcting overshoots

2.
O

perating procedures not critical
3.

Breakdow
n of relationship betw

een M
 and goals m

ade M
-

targeting untenable: Led to inflation targeting

Inflation Targeting: N
ew

 Zealand, U
.K

., C
anada

1.
A

nnouncem
ent of num

erical p goal
2.

Com
m

itm
ent to price stability

3.
Com

m
unication w

ith “Inflation Report”

Lessons from
 Inflation Targeting

1.
D

ecline in p still led to output loss
2.

W
orked to keep p low

3.
K

ept p in public eye: reduced political pressures for inflationary
policy


