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ECONOMICS 244: MONETARY POLICY 

CHAPTER 1: MACROECONOMIC POLICY 

In the event of market failures, i.e. when the forces of supply and demand in the market cannot 

effectively solve the scarcity problem, the government partakes in the economy by 

implementing policy to attempt to achieve certain macroeconomic objectives.  

These objectives can be divided into two broad groups, namely those aimed at the stabilisation 

of economic activity, the so-called stability objectives, i.e. which aims at getting the business 

cycle as close as possible to the trend line as possible; and those aimed at structural objectives.  

The stability objectives include: 

1. Internal price-level stability, which refers to the stability in the value, or purchasing 

power, of money, i.e. maintaining a low, and stable, inflation rate.  

2. Balance of payments equilibrium and exchange rate stability, which imply the 

avoidance of chronic deficits, i.e. deficits that continue indefinitely, in the balance of 

payments and the prevention of excessive fluctuations in the exchange rate of the 

national currency. 

3. Stability of income and employment within the context of the business cycle, or so-

called economic activity stability, which refers to the restriction of over- and under 

employment of factors of production as a result of cyclical upswings and/or 

downswings in a country’s economic activity. 

Since the conclusion of the international financial crisis of 2008/9, strong support has been 

shown that financial stability, which refers to the stability of financial institutions and financial 

markets, should be regarded as a separate, full and equal stability objective. This is directly in 

contrast to the traditional view of stability objectives that supposes that financial stability is 

guaranteed by the attainment of internal price stability. 

The structural objectives attempt to achieve maximum growth and accordingly get the trend 

line of the business cycle to have a gradient that is as steep as possible. These objectives 

include: 

1. The expansion of the economy's long-term productive and employment capacity, 

which is in contrast with the stabilisation objective that is aimed at removing the 

cyclical instability in economic activity and employment. This objective refers to the 

long-term trend rather than the short-term fluctuations around that trend. 

2. An equitable distribution of income and wealth in the economy. This objective 

involves an attempt to eliminate an excessively skew distributions of income and 

wealth – a situation in which a small percentage of the total population earns a large 

proportion of aggregate income or owns a large proportion of the wealth. 

To achieve these objectives, government makes use of a variety of policy instruments. 

Monetary policy is one such instrument. 
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CHAPTER 2: MONETARY POLICY 

DEFINITION AND OBJECTIVES 

Traditional monetary policy is defined as all deliberately taken actions by the monetary 

authority/central bank to influence financial variables (such as monetary aggregates, interest 

rates and exchange rates) to achieve the macroeconomic stability objectives.  

It is not the primary task of monetary policy to expand the potential productive capacity of the 

economy, i.e. they do not focus on the structural objectives. However, this does not mean that 

monetary policy is irrelevant when it comes to long-term growth; after all, economic stability 

(as achieved by the stability objectives) creates a favourable climate for long-term growth, 

which advances the achievement of the structural objectives. For example, a high inflation rate 

adversely affects the opportunity for healthy long-term growth. This acts as one of the main 

arguments that is normally advanced by the monetary authorities to justify their focus on the 

reduction of inflation. 

Monetary policy measures and objectives may also have important effects on the structure of 

the economy and may thus have important implications for the nature and rate of long-term 

growth. For example, policy measures aimed at maintaining interest rates at a low level in the 

long run may prove to be conducive to capital-intensive production techniques in an economy 

experiencing a relative shortage of capital and an abundance of labour, which in turns help in 

an effective restructuring of the economy and leads to eventual growth in the economy. 

Another goal of macroeconomic policy, but which is also not part of the primary objective of 

monetary policy, is an equitable distribution of income and wealth, which is in fact a structural 

objective. Monetary policy cannot, however, be used as the main instrument to achieve this 

goal as it is more within the scope of fiscal policy. Nevertheless, monetary policy can contribute 

to the achievement of this objective in an indirect manner; for example, by reducing inflation, 

as inflation generally has a negative impact on the poor. It is not necessarily conclusive whether 

inflation affects the harsher than the rich, but it is, however, agreed upon that the poor are less 

able to protect themselves against inflation by adjusting their portfolios of assets. In addition, 

research has shown that the poor identifies inflation to be a greater concern to them than to the 

rich. 

If monetary policy aims to achieve the stability objectives, the question remains whether all 

three stability objectives must, or should be, aimed for simultaneously by the monetary 

authorities?  

The academic answer is a very definite no – the norm is one instrument for one objective, i.e. 

choices must be made. If a fixed exchange rate, for example, is the objective, then this is where 

the focus of monetary policy should lie, and monetary policy should therefore not be used to 

try and stabilise economic activity simultaneously. The latter would then rather be the focus of 

fiscal policy. In practice, though, it is not that simple. Some central banks formally strive to 

attain more than one objective. Even if they do not strive to attain more than one objective, it 

is a very common occurrence that the priorities of the central authority often change. 

When we look at international history, this is clearly illustrated.  



 

pg. 10 

 

CHAPTER 3: MONETARY POLICY INSTRUMENTS 

The central bank can apply monetary control via a wide range of instruments. The instruments 

that are available for the central bank to use can be summarised by the following schematic 

 

MARKET ORIENTED (INDIRECT) POLICY INSTRUMENTS 

Market orientated instruments consist of those instruments where the central bank acts as a 

market player to influence prices and quantities, via the demand and supply in the market, and 

in this manner encourages or provides incentives to banks to make portfolio adjustments. 

Open market transactions 

Open market transactions can assume many different forms. We will only be discussing two 

forms.  

Direct open market transactions involve the purchase and sale of previously issued financial 

instruments, usually government bonds, on the initiative of the central bank, to regulate the 

liquidity position of the banks, the money supply, as well as the level and pattern of interest 

rates.  

If the central bank wishes to apply a restrictive (contractionary) monetary policy, it sells 

government bonds to individual investors, banks and financial institutions. If the non-bank 

sector purchases securities, payment is via cheques drawn against their bank accounts. The 

banks' balances at the central bank will accordingly decline, thereby reducing their ability to 

extend credit and create money, which will in turn reduce the liquidity in the economy. 

However, if banks have automatic access to the standing facilities of the central bank, their 

ability to extend credit cannot be limited in this manner. 

If the central bank wishes to follow an expansionary policy, it will purchase government bonds 

from the banks and the non-bank public. The process outlined above then operates in reverse, 

Conventional monetary 
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Market oriented 
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repo rate will have to be adjusted upwards in order to achieve an increase in market interest 

rates in general. 

The repo rate and other short-term interest rates 

An adjustment to the repo rate results in adjustments to all other short-term interest rates, which 

is done by the SARB maintaining a money market shortage, which exists when the required 

cash reserves of the banking system exceed the available cash reserves in the market, amongst 

others by using open market and foreign exchange transactions, and in this way the banking 

system is continuously forced to partake in the weekly tender for cash reserves at the Reserve 

Bank. The banks' marginal cost of funds - the repo rate - determines banks' lending rates (the 

repo rate plus a profit margin) and via arbitrage and competitive pressures also all other short-

term interest rates. 

Monetary transmission mechanism 

The transmission mechanism summarises the effect of changes to the operational variable 

through the entire economy to the ultimate objectives of monetary policy.  

Traditionally the monetary policy transmission mechanism is regarded as having four channels: 

1. The interest-rate channel; 

2. The asset-price channel; 

3. The (nominal-)exchange rate channel; and 

4. The expectations channel.  

Several credit channels can also be identified and have received more focus since the recent 

financial crisis.  

Assume an increase in the repo rate for all of the examples below. 

Two of the channels along which a change in the repo rate is transmitted to the inflation rate is 

1. Via short-term interest rates that impact on bank credit extension and expenditure, i.e. 

where the interest rate increases (due to the increase in the repo rate), which will lead 

to a decrease in the consumption expenditure, as well as bank credit extension (and 

therefore investment). This will result in a decrease in the aggregate demand, and 

accordingly a decrease in price level; and 

2. Via the nominal exchange rate, i.e. there will be a capital inflow on the balance of 

payments due to the increase in the repo rate, which will lead to the Rand appreciating, 

which leads to (the following two methods are from different perspectives – firstly from 

the aggregate demand side, and thereafter from the aggregate supply side) 

a. a decrease in exports and an increase in imports – therefore, a decrease in net 

exports. This will lead to a decrease in the aggregate demand and therefore also 

the price level.  

b. a decrease in input costs, which leads to an increase in the aggregate supply and 

therefore a decrease in the price level. 

An extremely important channel in the context of an inflation targeting monetary regime is via 

inflation expectations, e.g. if market interest rates rise (due to an increase in the repo rate), 


